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Dear Mr. Okimoto:

This is our report on the financial audit of the Highways Division of the Department of Transportation of
the State of Hawaii (the Division) as of and for the fiscal year ended June 30, 2010. Our audit was
performed in accordance with the terms of our contract with the State of Hawaii and with the
requirements of the U.S. Office of Management and Budget (OMB) Circular A-133, Government
Auditing Standards, Audits of States, Local Governments, and Non-Profit Organizations.

OBJECTIVES OF THE AUDIT

The primary purpose of our audit was to form an opinion on the fairness of the presentation of the
Division’s basic financial statements as of and for the fiscal year ended June 30, 2010, and to comply with
the requirements of OMB Circular A-133. The objectives of the audit were as follows:

1.

To provide a basis for an opinion on the fairness of the presentation of the Division’s basic
financial statements.

To determine whether expenditures and other disbursements have been made and revenues
and other receipts to which the Division is entitled have been collected and accounted for in
accordance with the laws, rules and regulations, and policies and procedures of the State of
Hawaii and the federal government.

To determine whether the Division has established sufficient internal controls to properly
manage federal financial assistance programs and to comply with the applicable laws and
regulations.

To determine whether the Division has complied with the laws and regulations that may have
a material effect on the basic financial statements and on its major federal financial assistance
programs.



SCOPE OF THE AUDIT

Our audit was performed in accordance with auditing standards generally accepted in the United States of
America as prescribed by the American Institute of Certified Public Accountants; Government Auditing
Standards, issued by the Comptroller General of the United States; and the provisions of OMB Circular
A-133. The scope of our audit included an examination of the transactions and accounting records of the
Division for the fiscal year ended June 30, 2010.

ORGANIZATION OF THE REPORT

This report is presented in six parts as follows:

* Partl - The basic financial statements and related notes of the Division as
of and for the fiscal year ended June 30, 2010, and our opinion
on the basic financial statements.

e Partll - Our report on internal control over financial reporting
and compliance.

« Partlll - Our report on compliance with requirements applicable to each
major program and internal control over compliance.

e PartlV - The schedule of findings and questioned costs.

+ PartV. - The summary schedule of prior audit findings.

We wish to express our sincere appreciation for the cooperation and assistance extended by the officers
and staff of the Division.

Sincerely,

s Dl

Wilcox Choy
Partner
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PART I

FINANCIAL SECTION



Independent Auditor’s Report

Office of the Auditor
State of Hawaii:

We have audited the accompanying financial statements of the governmental activities and each major
fund of the Highways Division of the Department of Transportation of the State of Hawaii (Division), as
of and for the year ended June 30, 2010, which collectively comprise the Division’s basic financial
statements as listed in the preceding table of contents. These financial statements are the responsibility of
the Division’s management. Our responsibility is to express an opinion on these financial statements
based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America and the standards applicable to financial audits contained in Government Auditing Standards,
issued by the Comptroller General of the United States of America. Those standards require that we plan
and perform the audit to obtain reasonable assurance about whether the financial statements are free of
material misstatement. An audit includes examining, on a test basis, evidence supporting the amounts
and disclosures in the financial statements. An audit also includes assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audit provides a reasonable basis for our opinions.

As discussed in Note 1, the financial statements of the Division are intended to present the financial
position and the changes in financial position of only that portion of the governmental activities and each
major fund of the State of Hawaii that is attributable to the transactions of the Division. They do not
purport to, and do not, present fairly the financial position of the State of Hawaii as of June 30, 2010, and
the changes in its financial position for the fiscal year then ended in conformity with accounting
principles generally accepted in the United States of America.

In our opinion, the financial statements referred to above present fairly, in all material respects, the
respective financial position of the governmental activities and each major fund of the Division, as of
June 30, 2010, and the respective changes in financial position and the respective budgetary comparison
of the State Highway Fund thereof for the year then ended in conformity with accounting principles
generally accepted in the United States of America.

In accordance with Government Auditing Standards, we have also issued our report dated
March 29, 2011, on our consideration of the Division’s internal control over financial reporting and our
tests of its compliance with certain provisions of laws, regulations, contracts and grant agreements, and
other matters. The purpose of that report is to describe the scope of our testing of internal control over
financial reporting and compliance and the results of that testing, and not to provide an opinion on the
internal control over financial reporting or on compliance. That report is an integral part of an audit
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performed in accordance with Government Auditing Standards and should be considered in assessing the
results of our audit.

The Management’s Discussion and Analysis on pages 8 through 19 is not a required part of the basic
financial statements but is supplementary information required by accounting principles generally
accepted in the United States of America. We have applied certain limited procedures, which consisted
principally of inquiries of management regarding the methods of measurement and presentation of the
required supplementary information. However, we did not audit the information and express no opinion
on it.

Our audit was conducted for the purpose of forming opinions on the financial statements that collectively
comprise the Division’s basic financial statements. The accompanying schedule of expenditures of
federal awards is presented for purposes of additional analysis as required by U.S. Office of Management
and Budget Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations, and is
not a required part of the basic financial statements. Such information has been subjected to the auditing
procedures applied in the audit of the basic financial statements and, in our opinion, is fairly stated, in all
material respects, in relation to the basic financial statements taken as a whole.

IMH-LLP

KMH LLP

Honolulu, Hawaii
March 29, 2011



State of Hawaiii,
Department of Transportation — Highways Division

Management’s Discussion and Analysis — Unaudited
As of and for the Year Ended June 30, 2010

The following Management’s Discussion and Analysis (“MD&A”) of the Highways Division,
Department of Transportation, State of Hawaii (“Division”) activities and financial performance provides
the reader with an introduction and overview to the financial statements of the Division for the year ended
June 30, 2010. This discussion has been prepared by management and should be read in conjunction with
the financial statements and the notes thereto, which follow this section.

The Territorial Highway Department was created by the Territorial Legislature on April 24, 1925 by
Act 78 to qualify Hawaii for participation in the Federal-Aid Program. The purpose of the Federal-Aid
Program was to ensure the development of an integrated network of highways in the United States.
Congress defined that the Federal government would provide the funds for construction on a matching
contribution basis while the State or its political subdivisions would administer the highway.

The Department of Transportation was created in 1959 by the Hawaii State Government Reorganization
Act. In creating the new department, the legislature transferred the responsibilities of the old Highway
Department to the Highways Division of the new Department of Transportation.

The mission of the Division is to facilitate the rapid, safe, and economical movement of people and goods
within the State by providing, maintaining, and operating land transportation facilities and support
services. The major goals of the Division are to plan, design, construct, and maintain highway facilities.
In addition, the Division, together with the Statewide Transportation Planning Office, implements
innovative and diverse approaches to congestion management to increase the efficiency of the
transportation system.

The Division is managed by the Division Administrator. Each island in the system is managed by a
district manager with the exception of the Maui District, which includes the islands of Molokai and Lanai.
The Staff Services Office, headed by the Administrative Services Officer, is responsible for personnel,
budget, procurement, financial management, method, standards and evaluation functions of the Division.
Other major functional operations within the Division include Project Coordination and Technical
Services Office, Engineering Services Office, Landscape Services Office, Motor Vehicle Safety Office,
Planning Branch, Design Branch, Rights-of-Way Branch, Materials Testing and Research Branch,
Construction and Maintenance Branch, and Traffic Branch.



State of Hawaiii,
Department of Transportation — Highways Division

Management’s Discussion and Analysis — Unaudited
As of and for the Year Ended June 30, 2010

FINANCIAL HIGHLIGHTS
Government-wide Financial Statements

The assets of the Division exceeded its liabilities at June 30, 2010 by $5.1 billion. Of this amount,
$184 million is considered unrestricted and may be used to meet the Division’s ongoing obligations.

The current year change in net assets was a decrease of $87 million. This resulted from a deficiency of
revenues under expenditures of $79 million and a transfer of $8 million to other State departments for
debt service payments on general obligation bonds. The deficiency of revenues under expenditures was
significantly impacted by depreciation expense of $220 million.

Fund Financial Statements

At June 30, 2010, the Division’s Governmental Funds reported a combined ending fund balance of $222
million. The combined fund balance decreased by $84 million from the prior year’s ending fund balance.

The Division’s State Highway Fund (SHF), the major operating fund, reported an ending fund balance of
$140 million, of which $32 million is considered unreserved. There was a $26 million decrease in fund
balance for the year ended June 30, 2010.

OVERVIEW OF THE FINANCIAL STATEMENTS

This discussion and analysis is intended to serve as an introduction to the Division’s basic financial
statements. The Division’s basic financial statements consist of three sections: 1) government-wide
financial statements, 2) fund financial statements and 3) notes to the financial statements. These sections
are described as follows:



State of Hawaiii,
Department of Transportation — Highways Division

Management’s Discussion and Analysis — Unaudited
As of and for the Year Ended June 30, 2010

Government-wide Financial Statements

The government-wide statements report information about the Division as a whole in a manner similar to
a private-sector business. The statements provide both long-term and short-term information about the
Division’s overall financial status. They are prepared using the economic resources measurement focus
and the accrual basis of accounting. They take into account all revenues and expenses connected with the
fiscal year, regardless of when cash is received or paid. The government-wide financial statements
include the following two statements:

The Statement of Net Assets presents all of the Division’s assets and liabilities, with the difference
between the two reported as “net assets.” Over time, increases or decreases in the Division’s net assets are
an indicator of whether its financial health is improving or deteriorating.

The Statement of Activities presents information showing how the Division’s net assets changed during
the most recent fiscal year. All changes in net assets are reported as soon as the underlying event giving
rise to the change occurs, regardless of the timing of the related cash flows. Thus, revenues and expenses
are reported in this statement for some items that will not result in cash flows until future fiscal periods.

The Division’s activities are considered governmental activities, and are primarily funded by taxes,
charges for services, and intergovernmental revenues.

The government-wide financial statements can be found on pages 20 to 22 of this report.
Fund Financial Statements

A fund is a grouping of related accounts that are used to maintain control over resources that have been
segregated for specific activities or objectives. The Division, like other state and local governments, uses
fund accounting to ensure and demonstrate compliance with finance-related legal requirements. All funds
of the Division are considered governmental funds.

The fund financial statements focus on near-term inflows and outflows of spendable resources, as well as
on the balances of spendable resources available at the end of the fiscal year. Fund financial statements
are prepared using the current financial resources measurement focus and the modified-accrual basis of
accounting. These statements provide a detailed short-term view of the Division’s finances that assist in
determining whether there will be adequate financial resources available to meet the current needs of the
Division.
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State of Hawaiii,
Department of Transportation — Highways Division

Management’s Discussion and Analysis — Unaudited
As of and for the Year Ended June 30, 2010

Because the focus of governmental funds is narrower than that of the government-wide financial
statements, it is useful to compare the information presented for governmental funds with similar
information presented in the government-wide financial statements. By doing so, readers may better
understand the long-term impact of the Division’s near-term financing decisions. A reconciliation to
facilitate this comparison between governmental fund financial statements and government-wide financial
statements is included on pages 25 and 28 of this report.

The Division has three governmental funds, all of which are considered major funds for presentation
purposes. That is, each major fund is presented in a separate column in the governmental funds balance
sheet and in the governmental funds statement of revenues, expenditures, and changes in fund balances.
The Division’s three governmental funds are the SHF (a Special Revenue Fund), the Debt Service Fund,
and the Capital Projects Fund.

The basic governmental funds financial statements can be found on pages 23 through 28 of this report.

Statement of Revenues and Expenditures—Budget and Actual—State Highway Fund (Non-GAAP
Budgetary Basis)

The governmental funds financial statements are followed by a budgetary comparison statement, which
compares the SHF’s original budget, final budget, and actual amounts prepared on a budgetary basis. A
reconciliation between the actual SHF revenues and expenditures compared to the SHF revenues and
expenditures prepared for budgetary purposes is included in Note 3 to the financial statements.

The Statement of Revenues and Expenditures—Budget and Actual—State Highway Fund (Non-GAAP
Budgetary Basis) can be found on page 29 of this report.

Notes to the Financial Statements
The notes provide additional information that is essential to a full understanding of the data provided in

the government-wide and the governmental funds financial statements. The notes to the financial
statements can be found on pages 31 through 59 of this report.
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State of Hawaiii,
Department of Transportation — Highways Division

Management’s Discussion and Analysis — Unaudited
As of and for the Year Ended June 30, 2010

GOVERNMENT-WIDE FINANCIAL ANALYSIS
Statements of Net Assets
As noted earlier, net assets may serve over time as a useful indicator of the Division’s financial position.

The Division’s assets exceeded liabilities by $5.1 billion and $5.2 billion at June 30, 2010 and 2009,
respectively.

Assets

Current and other assets

Capital assets — net of accumulated depreciation

Liabilities

Total assets

Current liabilities
Long-term liabilities

Net Assets

Invested in capital assets—net of related debt

Total liabilities

Restricted
Unrestricted

Total net assets

Total liabilities and net assets

2010

2009

§ 311,344,876
5,263,440,778

§ 403,527,855
5,287,349,669

§$ 5,574,785,654

$ 5,690,877,524

§ 93,759,323 § 92,445,019
356,080,509 386,705,203
449,839,832 479,150,222

4,907,506,483
33,243,020
184,196,319

4,946,587,525
36,024,437
229,115,340

5,124,945,822

5,211,727,302

$ 5,574,785,654

$ 5,690,877,524

The largest portion of the Division’s net assets (96 and 95 percent at June 30, 2010 and 2009) reflects its
investment in capital assets (e.g., land and land improvements, buildings and improvements, vehicles and
equipment, and infrastructure), less any related debt used to acquire those assets that is still outstanding.
The Division uses these capital assets to provide services to citizens; therefore, these assets are not
available for future spending. Although the Division’s investment in capital assets is reported net of
related debt, it should be noted that the resources needed to repay the debt must be provided from other
sources, since capital assets themselves cannot be used to liquidate these liabilities.
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State of Hawalii,
Department of Transportation — Highways Division

Management’s Discussion and Analysis — Unaudited
As of and for the Year Ended June 30, 2010

An additional portion of the Division’s net assets (0.6 percent and 0.7 percent at June 30, 2010 and 2009,
respectively) represents resources that are subject to restrictions as to how they may be used. This
primarily relates to net assets reserved for payment of the Division’s revenue bond debt service. The
remaining balance of unrestricted net assets may be used to meet the Division’s on-going obligations to
citizens and creditors.

Capital assets — net decreased by $25 million from June 30, 2009 to June 30, 2010 and by $20 million
from June 30, 2008 to June 30, 2009 primarily because depreciation expense more than offset additions to
construction in progress.

Long-term liabilities decreased by $31 million from June 30, 2009 to June 30, 2010 primarily due to

principal payments on revenue bonds and increased by $109 million from June 30, 2008 to June 30, 2009,
primarily due to issuance of Hawaii Revenue Bonds, Series 2008.
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State of Hawaiii,
Department of Transportation — Highways Division

Management’s Discussion and Analysis — Unaudited
As of and for the Year Ended June 30, 2010

Statements of Activities

The following condensed financial information was derived from the government-wide Statements of
Activities and reflects how the Division’s net assets changed during the year.

2010 2009
EXPENSES:
Program expenses:
Operations and maintenance $ 153,837,337 $ 211,309,768
Administration of Highways
Division 51,756,737 7,789,571
Surcharge on gross receipts 6,980,997 7,343,493
Motor Vehicle Safety Office 9,070,726 10,047,170
Capital projects 1,049,435 15,923,884
Depreciation expense 220,434,833 221,934,320
Debt service/interest expense 16,932,672 15,066,810
Total expenses 460,062,737 489,415,016
REVENUES:
Program revenues:
Charges for services 26,029,431 28,159,153
Operating grants and contributions 54,350,963 72,915,021
Capital grants and contributions 125,689,095 151,639,687
Total program revenues 206,069,489 252,713,861
General revenues:
Taxes 154,530,300 159,300,992
Investment income (loss) 19,893,227 (4,075,865)
Other 834,261 1,083,710
Total general revenues 175,257,788 156,308,837
Total revenues 381,327,277 409,022,698
Decrease in net assets before
transfers (Carried forward) $ (78,735,460) $ (80,392,318)

14



State of Hawaiii,
Department of Transportation — Highways Division

Management’s Discussion and Analysis — Unaudited
As of and for the Year Ended June 30, 2010

2010 2009
Decrease in net assets before
transfers (Brought forward) $ (78,735,460) $ (80,392,318)
Transfers (8,046,020) (13,081,893)
Decrease in net assets (86,781,480) (93,474,211)
Net Assets, beginning of year 5,211,727,302 5,305,201,513
Net Assets, end of year $5,124,945,822 $5,211,727,302

Program revenues, which comprise charges for services as well as operating and capital grants, accounted
for 54 percent and 62 percent of total revenues in fiscal years 2010 and 2009, respectively. The largest
components of program revenues (87 percent and 89 percent for fiscal years 2010 and 2009) resulted from
operating and capital grants and contributions from the Federal Highway Administration for the
maintenance and construction of roads and other infrastructure.

Revenues not classified as program revenues are considered general revenues and primarily consist of
taxes.

The fiscal year 2010 decrease in net assets of $87 million resulted from the excess of expenses over
revenues of $79 million due primarily to depreciation expense of $220 million and a transfer out of
$8 million to other State departments for the payment of debt service on general obligation bonds.

The fiscal year 2009 decrease in net assets of $93 million resulted from the excess of expenses over
revenues of $80 million due primarily to depreciation expense of $222 million and a transfer out of
$13 million to other State departments for the payment of debt service on general obligation bonds.

FINANCIAL ANALYSIS OF THE DIVISION’S GOVERNMENTAL FUNDS

As noted earlier, the Division uses fund accounting to ensure and demonstrate compliance with finance-
related requirements.

The focus of the Division’s governmental funds is to provide information on near-term inflows, outflows,

and balances of spendable resources. Such information is useful in assessing the Division’s financing
requirements.

15



State of Hawaiii,
Department of Transportation — Highways Division

Management’s Discussion and Analysis — Unaudited
As of and for the Year Ended June 30, 2010

At June 30, 2010, the Division’s Governmental Funds reported combined ending fund balances of
$222 million, representing a decrease of $84 million from the prior year. Substantially all of the fund
balance is reserved to indicate that it is not available for new spending primarily because it has already
been committed to liquidate contracts and purchase orders of the prior period.

At June 30, 2009, the Division’s Governmental Funds reported combined ending fund balances of
$306 million, representing a increase of $33 million from the prior year. Substantially all of the fund
balance is reserved to indicate that it is not available for new spending primarily because it has already
been committed to liquidate contracts and purchase orders of the prior period.

The SHF is the major operating fund of the Division. The State imposes taxes, fees, and charges relating
to the operation and use of motor vehicles on the public highways of the State. These funds are deposited
into the SHF established under Section 248-8, Hawaii Revised Statutes (“HRS”). Monies deposited in the
SHF are used for acquisition, planning, design, construction, operation, repair, and maintenance of the
State Highway System.

The current taxes, fees, and charges deposited to the SHF consist of: (1) the highway fuel taxes;
(2) vehicle registration fees; (3) the vehicle weight tax; and (4) the rental motor vehicle and tour vehicle
surcharge taxes. Together, these taxes, fees and charges accounted for most of the receipts of the SHF.
Other sources of revenues include interest earnings on monies previously credited to the SHF, vehicle
weight tax penalties, certain rental income from State Highway System properties, passenger motor vehicle
inspection charges, overweight permits, sales of surplus lands, commercial license fees, and other
miscellaneous revenues.

At June 30, 2010, the total fund balance of the SHF was $140 million, of which $32 million was
unreserved. As a measure of the SHF's liquidity, it may be useful to compare both unreserved fund
balance and total fund balance to total fund expenditures (including transfers out). Unreserved fund
balance represents 11 percent of total fund expenditures (including transfers out), while total fund balance
represents 50 percent of the same amount.

The SHF’s fund balance decreased by $26 million in the current year compared to a $56 million decrease
in the prior year. During the current year, the Division collected fewer revenues and also expended more
for operations and maintenance.

At June 30, 2009, the total fund balance of the SHF was $166 million, of which $30 million was

unreserved. As a measure of the SHF's liquidity, it may be useful to compare both unreserved fund
balance and total fund balance to total fund expenditures (including transfers out). Unreserved fund
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State of Hawaiii,
Department of Transportation — Highways Division

Management’s Discussion and Analysis — Unaudited
As of and for the Year Ended June 30, 2010

balance represents 10 percent of total fund expenditures (including transfers out), while total fund balance
represents 53 percent of the same amount.

The SHF’s fund balance decreased by $56 million in fiscal year 2009. During that fiscal year, the
Division collected fewer revenues and also expended more for operations and maintenance.

The Debt Service Fund ("DSF") is used to track the revenue bond debt service for the Division. Debt
service requirements are transferred from the SHF. The increase in debt service expense on the
government-wide financial statements from $32 million in fiscal year 2009 to $39 million in fiscal year
2010 is attributable to increased interest expense.

The Capital Projects Fund ("CPF") accounts for the Division's capital improvements program. At
June 30, 2010, the CPF had a total fund balance of $82 million, including an unreserved fund deficit of
$198 million. The CPF fund balance decreased by $58 million in fiscal year 2010 compared to a
$89 million increase in the prior year. The change from the prior year was due primarily to an increase in
contract encumbrances in the current year.

STATE HIGHWAY FUND BUDGETARY HIGHLIGHTS

The final SHF budget had total revenues of $198 million which is equal to the original budget. The actual
revenues on a budgetary basis were $13 million less than the final budget, primarily due to a decrease in
rental motor and tour vehicle surcharge tax and interest income.

Expenditures on the budgetary actual basis were $3.3 million lower than the final budgeted amounts. The
difference was primarily due to significant repairs and maintenance work that was budgeted being deferred
into future periods.

CAPITAL ASSET AND DEBT ADMINISTRATION

Capital Assets

The Division’s investment in capital assets as of June 30, 2010 amounted to $5.3 billion, net of
accumulated depreciation of $4.4 billion. This investment in capital assets includes land and land
improvements, buildings and building improvements, vehicles and equipment, infrastructure assets and

construction in progress. Infrastructure assets consist of land, roadways, tunnels and bridges, and
miscellaneous roadway components.
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State of Hawaiii,
Department of Transportation — Highways Division

Management’s Discussion and Analysis — Unaudited
As of and for the Year Ended June 30, 2010

During fiscal year 2010, the Division put out 22 projects to bid with a contract amount of approximately
$261 million. There were 6 projects on Oahu, 9 projects on Hawaii, 4 projects on Maui, (includes Molokai
and Lanai), and 3 projects on Kauai.

During fiscal year 2009, the Division put out 40 projects to bid with a contract amount of approximately
$153 million. There were 14 projects on Oahu, 5 projects on Hawaii, 9 projects on Maui, (includes
Molokai and Lanai), and 12 projects on Kauai.

At June 30, 2010, the Division had $280 million in contracts encumbered in the Capital Projects Fund.
This amount represents projects in the in-house planning stage and contracts awarded in fiscal year 2010,
with construction expected to start in fiscal year 2010.

At June 30, 2009, the Division had $294 million in contracts encumbered in the Capital Projects Fund.
This amount represents projects in the in-house planning stage and contracts awarded in fiscal year 2009,
with construction expected to start in fiscal year 2009.

Additional information on the Division’s capital assets can be found in Note 7 to the attached financial
statements.

Long-Term Debt

As of June 30, 2010, $366 million in Highway Revenue Bonds were outstanding, compared to
$387 million as of June 30, 2009.

See Note 10 for additional information on Highway Revenue Bonds.

As of June 30, 2010, $35 million in State of Hawaii General Obligation Bonds were outstanding, compared
to $41 million as of June 30, 2009. These bonds are considered general obligations of the State, and not
the Division. Accordingly, no amounts are recorded by the Division for these liabilities. The Division
makes debt service payments to repay principal and interest on these amounts. The payments for the fiscal
year ended June 30, 2010 amounted to $8 million, and the amount was recorded as an other financing use
and transfer out in the financial statements.

See Note 11 for further information on general obligation bonds.

The Division’s revenue bond rating by Moody’s Investors Service, Inc., Standard & Poor’s Corporation,
and Fitch IBCA, Inc. are “Aa3,” “AA+,” and “AA-,” respectively.
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State of Hawaiii,
Department of Transportation — Highways Division

Management’s Discussion and Analysis — Unaudited
As of and for the Year Ended June 30, 2010

Generally, a rating agency bases its rating on the information and materials furnished to it and on
investigations, studies, and assumptions of its own. There is no assurance that such ratings will continue
for any given period of time or that such ratings will not be revised downward, suspended, or withdrawn
entirely by the rating agencies if, in the judgment of such rating agencies, circumstances so warrant. The
State undertakes no responsibility to oppose any such revision, suspension, or withdrawal.

Additional information on the Division’s long-term liabilities can be found in Note 9 to the attached
financial statements.

REQUEST FOR INFORMATION

This financial report is designed to provide a general overview of the Division’s finances for all interested
parties. Questions concerning any of the information provided in this report or requests for additional
information should be addressed to Gerald Dang, Administrative Services Officer, State of Hawalii,
Department of Transportation, Highways Division, 869 Punchbowl Street, Honolulu, Hawaii, 96813.
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State of Hawaii, Department of Transportation, Highways Division

Statement of Net Assets
June 30, 2010

Assets

Cash
Receivables, net of allowance for doubtful accounts:
Due from U.S. Government
Due from City and Counties
Due from State of Hawaii
Other receivables
Prepaid Expenses
Restricted Cash:
Revenue bond debt service
Security deposits

Bond Issuance Costs, net of accumulated amortization of $2,034,967

Capital Assets, net of accumulated depreciation

Total assets

See accompanying notes to the basic financial statements.

20

Governmental
Activities

$ 242,787,329

21,938,679
5,571,892
3,776,116
2,013,537

511,700

25,912,755
7,330,265
1,502,603

5,263,440,778

$ 5,574,785,654




State of Hawaii, Department of Transportation, Highways Division

Statement of Net Assets
June 30, 2010

Liabilities and Net Assets

Accounts Payable
Accrued Payroll
Contracts Payable:
Current portion
Retained percentage
Payable from Restricted Assets:
Revenue bonds payable - due within one year
Interest payable
Security deposits
Other Liabilities
Long Term Liabilities:
Due within one year:
Workers' compensation payable
Accrued vacation payable
Revenue bonds payable
Due after one year:
Workers' compensation payable
Accrued vacation payable
Revenue bonds payable

Total liabilities

Net Assets:
Invested in capital assets, net of related debt
Restricted for current portion of revenue bonds
Unrestricted

Total net assets

Total liabilities and net assets

See accompanying notes to the basic financial statements.
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Governmental
Activities

$ 13,772,297
3,433,361

26,001,078
9,493,175

16,935,000
8,977,755
7,330,265

15,300

686,520
3,114,572
4,000,000

3,213,662
7,544,211
345,322,636

449,839,832

4,907,506,483
33,243,020
184,196,319

5,124,945,822

$ 5,574,785,654




State of Hawaii, Department of Transportation, Highways Division

Statement of Activities
For the Fiscal Year Ended June 30, 2010

Operations and Maintenance:
Oahu highways and services
Hawaii highways and services
Maui highways and services
Kauai highways and services
Molokai highways and services
Lanai highways and services
Pass through for County highways and services
Administration of Highways Division
Surcharge on Gross Receipts
Motor Vehicle Safety Office
Capital Projects
Depreciation Expense
Interest Expense

Total expenses

Program Revenues:

Charges for services:

Vehicle registration fees

Other fees and permits

Penalties and fines

Rentals
Operating grants and contributions
Capital grants and contributions

Total program revenues

General Revenues:

Taxes:
State fuel taxes
Rental motor and tour vehicle surcharge taxes
Vehicle weight taxes and penalties
Investment income
Non-imposed fringe benefits

Total general revenues

Deficiency of revenues under expenditures

Transfers

Change in net assets
Net Assets:
Beginning of year

End of year

See accompanying notes to the basic financial statements.

Governmental
Activities

$ 68,520,415

24,460,650
22,225,589
17,899,535
1,210,128
322,061
19,198,959
51,756,737
6,980,997
9,070,726
1,049,435
220,434,833
16,932,672

460,062,737

20,611,355
2,525,743
1,705,935
1,186,398

54,350,963

125,689,095

206,069,489

81,027,388
40,400,517
33,102,395
19,893,227

834,261

175,257,788

(78,735,460)

(8,046,020)

(86,781,480)

5,211,727,302

$ 5,124,945,822




State of Hawaii, Department of Transportation,

Balance Sheet — Governmental Funds
June 30, 2010

Assets

Cash

Receivables, net of allowance for doubtful accounts:
Due from Capital Projects Fund
Due from U.S. Government
Due from City and Counties
Due from State of Hawaii
Other receivables

Prepaid Expenses

Restricted Cash:
Revenue bond debt service
Security deposits

Total assets

Highways Division

State Highway Debt Service Capital

Fund Fund Projects Fund Total
$ 111,721,233 $ - $ 131,066,096 $ 242,787,329
38,273,174 - - 38,273,174
6,941,215 - 14,997,464 21,938,679
5,571,892 - - 5,571,892
3,776,116 - - 3,776,116
471,076 - - 471,076
251,561 - 260,139 511,700
- 25,912,755 - 25,912,755
7,330,265 - - 7,330,265

$ 174,336,532 $ 25,912,755

$ 146,323,699

$ 346,572,986

See accompanying notes to the basic financial statements.
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State of Hawaii, Department of Transportation, Highways Division

Balance Sheet — Governmental Funds
June 30, 2010

Liabilities and Fund Balances

Accounts Payable

Accrued Payroll

Contracts Payable:
Current portion
Retainage payable

Payable from Restricted Assets:
Matured bonds and interest payable
Security deposits

Due to State Highway Fund

Other Liabilities

Total liabilities

Fund Balances:
Reserved for:
Encumbrances
Prepaid expenses
Unreserved

Total fund balances

Total liabilities and fund balances

State Highway

Debt Service

Capital

Fund Fund Projects Fund Total
$ 12,148,337 $ - $ 1,623,960 $ 13,772,297
3,433,361 - - 3,433,361
6,325,692 - 19,675,386 26,001,078
4,626,854 - 4,866,321 9,493,175
- 25,912,755 - 25,912,755
7,330,265 - - 7,330,265
- - 38,273,174 38,273,174
15,300 - - 15,300
33,879,809 25,912,755 64,438,841 124,231,405
108,040,341 - 279,766,958 387,807,299
251,561 - 260,139 511,700
32,164,821 - (198,142,239) (165,977,418)
140,456,723 - 81,884,858 222,341,581
$ 174,336,532 $ 25,912,755 $ 146,323,699 $ 346,572,986
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State of Hawaii, Department of Transportation, Highways Division

Reconciliation of the Governmental Funds Balance Sheet to the Statement of Net Assets
June 30, 2010

Total Fund Balances - Governmental Funds $ 222,341,581

Amounts reported for governmental activities in the statement
of net assets are different because:

Capital assets used in governmental activities are not financial
resources and therefore are not reported in the Governmental
Funds financial statements. These assets consist of:

Governmental capital assets 9,630,035,061
Less accumulated depreciation (4,366,594,283)
5,263,440,778

Bonds issuance costs are recorded as expenditures in governmental
funds financial statements when incurred. However, in
Government-Wide financial statements, such amounts are
recorded as a deferred charge and amortized over the life of the
related bonds 1,502,603

Long-term liabilities are not due and payable in the current period
and therefore are not reported in the Governmental Funds
financial statements:

Accrued vacation payable (10,658,783)

Accrued workers' compensation payable (3,900,182)

Revenue bonds payable (349,322,636)
(363,881,601)

Long term receivables are not due and receivable in the current
period and therefore are not reported in the Governmental

Funds financial statements 1,542,461
Net Assets of Governmental Activities $5,124,945,822

See accompanying notes to the basic financial statements.
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State of Hawaii, Department of Transportation, Highways Division

Statement of Revenues, Expenditures, and Changes in Fund Balances — Governmental Funds

For the Fiscal Year Ended June 30, 2010

Expenditures:

Operations and maintenance:
Oahu highways and services
Hawaii highways and services
Maui highways and services
Kauai highways and services
Molokai highways and services
Lanai highways and services

Pass through for County highways and services

Administration of Highways Division
Surcharge on gross receipts
Motor Vehicle Safety Office
Capital projects
Debt service:
Principal payments
Interest expense

Total expenditures

Program Revenues:

Charges for services:

Vehicle registration fees

Other fees and permits

Penalties and fines

Rentals
Operating grants and contributions
Capital grants and contributions

Total program revenues

State Highway

Debt Service

Capital Projects

Fund Fund Fund Total
$ 70,425,424 - $ - 70,425,424
24,848,621 - - 24,848,621
22,509,872 - - 22,509,872
18,361,169 - - 18,361,169
1,210,128 - - 1,210,128
322,061 - - 322,061
19,198,959 - - 19,198,959
55,263,022 - - 55,263,022
6,980,997 - - 6,980,997
9,070,726 - - 9,070,726
- - 190,650,196 190,650,196
- 20,535,000 - 20,535,000
- 18,027,510 - 18,027,510
228,190,979 38,562,510 190,650,196 457,403,685
20,611,355 - - 20,611,355
2,525,743 - - 2,525,743
1,705,935 - - 1,705,935
1,186,398 - - 1,186,398
54,865,117 - - 54,865,117
- - 125,689,095 125,689,095
80,894,548 - 125,689,095 206,583,643

See accompanying notes to the basic financial statements.
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State of Hawaii, Department of Transportation, Highways Division

Statement of Revenues, Expenditures, and Changes in Fund Balances — Governmental Funds

For the Fiscal Year Ended June 30, 2010

General Revenues:

Taxes:
Fuel taxes
Rental motor and tour vehicle surcharge taxes
Vehicle weights taxes

Investment income

Non-imposed fringe benefits

Total general revenues
Excess (deficiency) of revenues over (under) expenditures

Other Financing Sources (Uses):

Transfers in
Transfers out

Total other financing (uses) sources
Deficiency of revenues and other financing

sources under expenditures and other financing
uses

Fund Balances:
Beginning of year

End of year

State Highway

Debt Service

Capital Projects

Fund Fund Fund Total
$ 81,027,388 - $ - 81,027,388
40,400,517 - - 40,400,517
33,102,395 - - 33,102,395
19,893,227 - - 19,893,227
834,261 - - 834,261
175,257,788 - - 175,257,788
27,961,357 (38,562,510) (64,961,101) (75,562,254)
- 38,562,510 7,069,859 45,632,369
(53,678,389) - - (53,678,389)
(53,678,389) 38,562,510 7,069,859 (8,046,020)
(25,717,032) - (57,891,242) (83,608,274)
166,173,755 - 139,776,100 305,949,855
$ 140,456,723 - $ 81,884,858 222,341,581

See accompanying notes to the basic financial statements.
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State of Hawaii, Department of Transportation, Highways Division

Reconciliation of the Statement of Revenues, Expenditures and
Changes in Fund Balances to the Statement of Activities
For the Fiscal Year Ended June 30, 2010

Net Change in Fund Balances - Total Governmental Funds

Amounts reported for governmental activities in the statement of
activities are different because:

Governmental funds report capital outlays as expenditures.
However, in the statement of activities, the cost of those assets
is allocated over their estimated useful lives and reported as
depreciation expense:

Expenditures for capital assets
Less current fiscal year depreciation

Repayment of bond principal is reported as expenditures in the
Governmental Funds financial statements, but the repayment
reduces long-term liabilities in the Government-Wide financial
statements:

Bond principal repayment
Change in debt service liability recognized in debt service fund

Bond issue costs, original issue premium, and deferred amount on
refunding are reported as incurred in governmental funds as they
require the use of current financial resources. However, in the
Government-Wide financial statements, these expenses are
deferred and amortized to expense over the remaining life of the
related bond:

Amortization of bond premiums
Amortization of deferred amount on refunding
Amortization of deferred bond issuance costs

Other revenues and expenditures in the Government-Wide financial
statements do not provide or use current financial resources and
therefore are not reported as revenues and expenditures in
governmental funds financial statements

Change in Net Assets - Governmental Activities

$ (83,608,274)

195,176,856

(220,434,833)

(25,257,977)

19,750,000
785,000
20,535,000

2,065,118
(745,603)

(224,677)

1,094,838

454,933

$ (86,781,480)

See accompanying notes to the basic financial statements.
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State of Hawaii, Department of Transportation, Highways Division

State Highway Fund

Statement of Revenues and Expenditures - Budget and Actual (Non-GAAP Budgetary Basis)

For the Fiscal Year Ended June 30, 2010

Revenues:
Fuel taxes
Vehicle weights taxes
Rental motor and tour vehicle
surcharge taxes
Vehicle registration fees
Investment income
Other fees and penalties

Expenditures:

Operations and maintenance:
Oahu highways and services
Hawaii highways and services
Maui highways and services
Kauai highways and services
Molokai highways and services
Lanai highways and services
Administration of Highways

Division including debt service

Surcharge on gross receipts

Motor Vehicle Safety Office

Deficiency of revenues under
expenditures and other uses

Actual on

Budgetary Variance Over

Original Final Basis (Under)
$ 86,797,575 $ 86,797,575 $ 81,027,388 $ (5,770,187)
33,824,832 33,824,832 32,937,315 (887,517)
39,746,781 39,746,781 40,400,517 653,736
21,047,658 21,047,658 20,576,745 (470,913)
12,000,000 12,000,000 4,893,054 (7,106,946)
4,311,693 4,311,693 5,017,468 705,775
197,728,539 197,728,539 184,852,487 (12,876,052)
86,095,054 78,299,513 88,848,040 10,548,527
23,068,777 25,005,486 19,500,582 (5,504,904)
18,931,493 19,116,493 16,910,544 (2,205,949)
13,541,296 13,531,296 12,477,163 (1,054,133)
4,002,919 3,977,919 3,515,098 (462,821)
830,403 805,403 779,407 (25,996)
60,095,125 59,945,125 61,817,163 1,872,038
8,115,699 8,115,699 6,015,432 (2,100,267)
5,864,339 5,839,339 8,099,374 2,260,035
220,545,105 214,636,273 217,962,803 3,326,530

$ (22,816,566)

$ (16,907,734)

$ (33,110,316)

$ (16,202,582)

See accompanying notes to the basic financial statements.
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State of Hawaii, Department of Transportation, Highways Division

Agency Fund

Statement of Asset and Liability

June 30, 2010

Cash

Total asset

Due to Others
Total liability

Asset

Liability

See accompanying notes to the basic financial statements.
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Agency Fund

$ 7,308,603

$ 7,308,603

$ 7,308,603

$ 7,308,603




State of Hawaiii,
Department of Transportation - Highways Division

Notes to the Basic Financial Statements
June 30, 2010

1.  Financial Reporting Entity

Act 1, Session Laws of Hawaii (SLH), Second Special Session 1959, the Hawaii State Government
Reorganization Act of 1959 (Act), established the Department of Transportation (Department)
whose function is to establish, maintain, and operate transportation facilities of the State of Hawaii
(State), including highways, airports, harbors and such other transportation facilities and activities
as may be authorized by law. The Department’s activities are carried out through three primary
operating divisions: Airports, Harbors, and Highways (Division). Through the Division, the
Department has general supervision of the management and maintenance of the State Highways
System and the location, design, and construction of new highways and facilities. The Division
provides supervision to assure completion of State highway contracts in accordance with plans and
specifications.

Taxes, fees and charges authorized and collected relating to the operation and use of motor vehicles
on public highways of the State are deposited into the State Highway Fund, and expenditures for
purposes of the Act are made from the State Highway Fund.

The State Highway Fund also includes the Motor Vehicle Safety Office (MVSO). The MVSO was
originally established as the Highway Safety Coordinator’s Office to implement the 1967 Hawaii
Highway Safety Act. It was reorganized by the 1977 State Legislature to encompass the additional
duty of the safety of operations of heavy motor vehicles. The MVSO is assigned as a staff office
under the Division.

2. Significant Accounting Policies

a. Basis of Presentation

The Division’s financial statements are prepared in conformity with accounting principles
generally accepted in the United States of America.

b. Governmental Funds Financial Statements

The accounts of the Division are organized on the basis of funds, each of which is considered a
separate accounting entity. The operations of each fund are accounted for with a separate set of
self-balancing accounts that comprise its assets, liabilities, fund equity, revenues and
expenditures. Government resources are allocated to and accounted for in individual funds
based upon the purposes for which they are to be spent and the means by which spending
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State of Hawaiii,
Department of Transportation - Highways Division

Notes to the Basic Financial Statements
June 30, 2010

2.

Significant Accounting Policies (continued)

b. Governmental Funds Financial Statements (continued)

activities are controlled. For financial reporting purposes, the Division includes all funds that
are controlled by or dependent on the Division’s administrative head. Control by or
dependence on the Division was determined on the basis of statutory authority and monies
flowing through the Division to each fund or account.

Governmental funds are reported using the current financial resources measurement focus and
the modified accrual basis of accounting. Under this method, revenues are recognized when
measurable and available. The Division considers all revenues reported in the governmental
funds to be available if the revenues are collected within 90 days after year-end. Revenues
susceptible to accrual include federal grants and tax and fee revenues. Expenditures are
recorded when the related fund liability is incurred, except for principal and interest on general
long-term debt, claims and judgments, and compensated absences, which are recognized as
expenditures when payment is due. General capital asset acquisitions are reported as
expenditures in governmental funds. Proceeds of general long-term debt are reported as other
financing sources.

A description of the funds administered by the Highways Division and included in the
governmental funds financial statements follows:

State Highway Fund — The State Highway Fund generally accounts for revenues and
expenditures for highway operations, maintenance and administration.

The State Highway Fund is a special revenue fund of the State established by Section 248-8,
Hawaii Revised Statutes (HRS). All fuel taxes collected under Section 243-4, HRS except
county fuel taxes, aviation fuel taxes, and taxes on fuel sold for use by small boats are
deposited in the State Highway Fund.

Section 248-9, HRS provides that monies in the State Highway Fund shall be expendable by
the Department of Transportation for the design, construction, reconstruction, repair and
maintenance, and for acquisition of rights-of-way for public highways included in the State
Highway Fund established under Section 264-41, HRS.
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State of Hawaiii,
Department of Transportation - Highways Division

Notes to the Basic Financial Statements
June 30, 2010

2.

Significant Accounting Policies (continued)

b. Governmental Funds Financial Statements (continued)

Debt Service Fund — The Debt Service Fund accounts for the Division’s financial resources
obtained and used for the payment of principal and interest on State of Hawaii Highway
Revenue Bonds.

Capital Projects Fund — The Capital Projects Fund accounts for the Division’s construction
projects and the related sources of financing.

The accompanying financial statements include highway projects authorized by legislative
acts through June 30, 2010.

Government-Wide Financial Statements

The government-wide financial statements are reported using the economic resources
measurement focus and the accrual basis of accounting. Revenues are recorded when earned
and expenses are recorded when a liability is incurred, regardless of the timing of related cash
flows. Grants and similar items are recognized as revenue as soon as all eligibility
requirements imposed by the provider have been met. The effect of interfund activity has been
removed from these financial statements.

Statement of Net Assets — The statement of net assets includes all capital assets and long-term
liabilities that are excluded from the Governmental Funds financial statements. The net assets
are reported in three categories: invested in capital assets, net of related debt; restricted for
current portion of revenue bonds; and unrestricted.

Statement of Activities — The statement of activities reports expenses and revenues in a format
that focuses on the cost of the Division’s programs. Revenues are classified as either program
revenues or general revenues. Program revenues include charges paid by users, as well as
capital or operating grants. Revenues that are not classified as program revenues, including all
taxes are presented as general revenues.
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State of Hawaiii,
Department of Transportation - Highways Division

Notes to the Basic Financial Statements
June 30, 2010

2.

Significant Accounting Policies (continued)

d.

Fiduciary Fund Financial Statements

The agency fund is used to account for assets held by the Division on behalf of other
departments of the State. Cash reported in the agency fund statement of assets and liabilities
includes cash in the State Treasury, including deposits received and held for others in the
amount of $7,308,603 at June 30, 2010.

Cash and Restricted Cash

The State has an established policy whereby all unrestricted and certain restricted cash is
invested in the State’s investment pool. Section 36-21, HRS, authorizes the State to invest in
obligations of the State, the U.S. Treasury, agencies and instrumentalities, certificates of
deposit, and bank repurchase agreements.

Information relating to individual bank balances, insurance, and collateral of cash deposits is
not available since such information is determined on a statewide basis and not for individual
departments or divisions. A portion of the bank balances is covered by federal deposit
insurance or by collateral held by the State Treasury, or by the State’s fiscal agents in the name
of the State. Other bank balances are held by fiscal agents in the State’s name for the purpose
of satisfying outstanding bond obligations. Accordingly, these deposits are exposed to
custodial credit risk. Custodial credit risk is the risk that in the event of a bank failure, the
State’s deposits may not be returned to it. For demand or checking accounts and certificates of
deposit, the State requires that the depository banks pledge collateral based on the daily
available bank balance to limit its exposure to custodial credit risk. The use of daily available
bank balances to determine collateral requirements results in the available balances being
under-collateralized at various times during the fiscal year. All securities pledged as collateral
are held either by the State Treasury or by the State’s fiscal agents in the name of the State.
The State also requires that no more than 60% of the State’s total funds available for deposit
and on deposit in the State Treasury may be deposited in any one financial institution.

At June 30, 2010, a portion of the State Treasury Investment Pool was invested in auction rate
securities, in which the State would determine the fair value related to these auction rate
securities and allocate any change in values to the respective departments or agencies. The
change in fair value allocated to the Division amounted to approximately $15.6 million, which
is recorded in investment income in the accompanying financial statements.

34



State of Hawaiii,
Department of Transportation - Highways Division

Notes to the Basic Financial Statements
June 30, 2010

2.

Significant Accounting Policies (continued)

Cash and Restricted Cash (continued)

Restricted cash consists of monies and other resources, the use of which is legally restricted.
Restricted cash accounts for the principal and interest amounts accumulated to make debt
service payments on the Division’s revenue bonds and also include security deposits collected
from third parties.

Receivables

Receivables are reported at their gross value when earned and are reduced by the estimated
portion that is expected to be uncollectible. The allowance for uncollectible accounts is based
on collection history and current information regarding the credit worthiness of the tenants and
others doing business with the Division. When continued collection activity results in receipt
of amounts previously written off, revenue is recognized for the amount collected. At
June 30, 2010, the allowance for uncollectible receivables was approximately $353,000.

Capital Assets

Capital assets, which include land and land improvements, buildings and improvements,
vehicles and equipment, infrastructure (i.e., roads, bridges, tunnels), and construction in
progress, are reported in the government-wide statement of net assets. Such assets are recorded
at cost or at estimated fair market value at the date of donation. Capital outlays are recorded as
expenditures of the State Highway Fund or Capital Projects Fund in the governmental funds
and as assets in the government-wide statement of net assets to the extent the capitalization
threshold is met. Capital assets are depreciated by the straight-line method over their useful
lives estimated by management as follows:

Class of Assets Estimated Useful Life Capitalization Threshold
Land improvements 15 years $ 100,000
Buildings 30 years $ 100,000
Building improvements 30 years $ 100,000
Vehicles and equipment 5to 7 years $ 5,000
Infrastructure 13 to 75 years $ 100,000
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State of Hawaiii,
Department of Transportation - Highways Division

Notes to the Basic Financial Statements
June 30, 2010

2.

Significant Accounting Policies (continued)

g. Capital Assets (continued)

Disposals of assets are recorded by removing the costs and related accumulated depreciation
from the accounts with the resulting gain or loss recorded in operations.

Repairs and maintenance, and minor replacements, renewals, and betterments are charged
against operations. Major replacements, renewals, and betterments are capitalized.

Accrued Vacation and Compensatory Pay

The Division accrues all vacation and compensatory pay at current salary rates, including
additional amounts for certain salary-related expenses associated with the payment of
compensated absences, in accordance with GASB Statement No. 16, Accounting for
Compensated Absences. Vacation is earned at the rate of 168 or 96 hours per calendar year,
depending on the employee’s date of hire. Accumulation of such vacation is limited to
720 hours at calendar year-end and is convertible to pay upon termination of employment.

Long-Term Obligations

In the government-wide financial statements, long-term debt and other long-term obligations
are reported as liabilities. Bond premiums, issuance costs, and deferred amounts on refunding
are deferred and amortized over the life of the bonds using the effective interest method. Bonds
payable are reported net of the applicable bond premium and deferred amounts on refunding.
Bond issuance costs are reported as deferred charges and amortized over the term of the related
debt.

In the governmental funds financial statements, bond premiums and issuance costs are
recognized as paid. The face amount of debt and any related premium are reported as other
financing sources. Issuance costs, whether or not withheld from the actual debt proceeds
received, are reported as debt service expenditures.
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State of Hawaiii,
Department of Transportation - Highways Division

Notes to the Basic Financial Statements
June 30, 2010

2.

Significant Accounting Policies (continued)

Encumbrances

The Division’s accounting procedures provide for the recording of commitments as
encumbrances at the time contracts are awarded and executed. Purchase orders issued for
materials, supplies, and services chargeable to annual appropriations for operating costs, which
are outstanding at the end of the year, are also encumbered. Encumbrances are recorded as a
reservation of fund balance in the governmental funds balance sheet. The related expenditures
are reported in the period in which the liability is incurred. Encumbrances are not recognized
in the government-wide statement of net assets.

Employees’ Retirement System

The Division’s contributions to the Employee’s Retirement System of the State of Hawaii
(ERS) are based on the current contribution rate determined by the State Department of Budget
and Finance. The Division’s policy is to fund its required contribution each pay period.

Risk Management

The Division is exposed to various risks of loss from torts; theft of, damage to, or destruction of
assets; errors or omissions; natural disasters; and injuries to employees. The State is self-
insured for workers’ compensation as discussed in Note 16. Liabilities related to these losses
are reported when it is probable that the losses have occurred and the amount of those losses
can be reasonably estimated.

. Intrafund and Interfund Transactions

Significant transfers of financial resources between activities included within the same fund are
offset within that fund. Transfers of revenues from funds authorized to receive them to funds
authorized to expend them have been recorded as operating transfers in the financial statements.

Use of Estimates

The preparation of financial statements in conformity with accounting principles generally
accepted in the United States of America (GAAP) requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosure of
contingent assets and liabilities at the date of the financial statements, and the reported amounts
of revenues and expenses during the reporting period. Actual results could differ from those
estimates.

37



State of Hawaiii,
Department of Transportation - Highways Division

Notes to the Basic Financial Statements
June 30, 2010

2.

Significant Accounting Policies (continued)

0.

Recently Adopted Accounting Pronouncements

In 2009, the Division adopted GASB Statement No. 55, The Hierarchy of Generally Accepted
Accounting Principles for State and Local Governments. The Statement incorporates the
hierarchy of GAAP for state and local governments into GASB’s authoritative literature. The
sources of accounting principles that are generally accepted are categorized in descending order
of authority as follows: (1) officially established accounting principles — GASB Statements and
Interpretations, (2) GASB Technical Bulletins, (3) AICPA Practice Bulletins, and (4)
Implementations Guides. This Statement was effective upon its issuance. The adoption of
GASB Statement No. 55 did not have an impact on the Division’s financial position or results
of operations.

In 2009, the Division adopted GASB Statement No. 56, Codification of Accounting and
Financial Reporting Guidance Contained in the AICPA Statements on Auditing Standards.
This Statement incorporates into GASB the following three accounting and reporting guidelines
currently existing in the American Institute of Certified Public Accounts’ Statement on
Auditing Standards — related party transactions, going concern considerations and subsequent
events. The adoption of GASB Statement No. 56 did not have an impact on the Division’s
financial position or results of operations.

In 2010, the Division adopted GASB Statement No. 62, Codification of Accounting and
Financial Reporting Guidance Contained in Pre-November 30, 1989 FASB and AICPA
Pronouncements. This Statement incorporates into GASB certain accounting and reporting
guidelines currently existing in the Financial Accounting Standards Board’s Statements and
Interpretations, the Accounting Principles Board Opinions and the American Institute of
Certified Public Accountants’ Committee on Accounting Procedure’s Accounting Research
Bulletins. The adoption of GASB Statement No. 62 did not have an impact on the Division’s
financial position or results of operations.

Recently Issued Accounting Pronouncements

In 2009, the GASB issued Statement No. 54, Fund Balance Reporting and Governmental Fund
Type Definitions. This Statement establishes standards of accounting and financial reporting
standards for all governments that report governmental funds. It establishes criteria for
classifying fund balances into specially defined classifications and clarifies definitions for
governmental fund types. This Statement is effective for financial statement periods beginning
after June 15, 2010. Management is currently assessing the impact of GASB Statement No. 54
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State of Hawaiii,
Department of Transportation - Highways Division

Notes to the Basic Financial Statements
June 30, 2010

2.

3.

Significant Accounting Policies (continued)

p. Recently Issued Accounting Pronouncements (continued)

on its financial position and results of operations and has not determined if the adoption will
have a material effect on its financial statements.

In 2010, the GASB issued Statement No. 59, Financial Instrument Omnibus. This Statement
provides accounting and financial reporting guidance related to certain financial instruments
and external investment pools by providing more complete information, improving consistency
of measurements, and providing clarifications of existing standards. This Statement is effective
for financial statement periods beginning after June 15, 2010. Management is currently
assessing the impact of GASB Statement No. 59 on its financial position and results of
operations and has not determined if the adoption will have a material effect on its financial
statements.

Reclassifications

Certain amounts have been reclassified for 2009 to conform to the classifications adopted in
2010. Such reclassifications had no effect on the previously reported statement of activities.

Budget and Budgetary Accounting

a. State Highway Fund

In the Governmental Funds State Highway Fund Statement of Revenues and Expenditures -
Budget and Actual (non-GAAP budgetary basis), amounts reflected as original and amended
budgeted revenues are the official estimates as compiled by the Division’s management and the
State Department of Budget and Finance at the time of budget consideration and adoption by
the State Legislature. Revenue received from federal grants-in-aid is not included in the State
Highway Fund Statement of Revenues and Expenditures - Budget and Actual (non-GAAP
budgetary basis) since such grants are normally reimbursements of costs incurred on approved
projects.

In the case of expenditures, the original and amended budgeted amounts reflected on the
Governmental Fund State Highway Fund Statement of Revenues and Expenditures - Budget
and Actual (non-GAAP budgetary basis) are derived from: the Supplemental Appropriations
Act of 2006 (Act 160, SLH 2006) authorizations for expenditures for operating purposes for the
Division of $208,796,934 and the MVSO $5,839,339.
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3.  Budget and Budgetary Accounting (continued)

a. State Highway Fund (continued)

Allotments are made and expenditures are controlled at the program level reflected in the
Governmental Funds State Highway Fund Statement of Revenues and Expenditures - Budget
and Actual (non-GAAP budgetary basis). State Highway Fund allotments lapse at year-end.

The reconciliation of the budgetary actual deficiency of revenues over expenditures as shown
on the Governmental Fund statement of revenues and expenditures - budget and actual - State
Highway Fund (non-GAAP budgetary basis) to the Governmental Funds statement of revenues,
expenditures, and changes in fund balances -State Highway Fund is as follows:

Deficiency of revenue over expenditures, non-GAAP

budgetary basis $ (33,110,316)
Federal grants-in-aid 54,865,117
Operating transfers out of the Division for debt service 8,046,020
Pass through expenditures for county projects (19,198,959)
Net decrease in the fair value of State Treasury Investment

Pool 15,647,680
Other adjustments to modified accrual basis of accounting 1,711,815

Excess of revenues over expenditures, GAAP basis before
transfers $ 27,961,357

b. Capital Projects Fund

Excess Capital Projects Fund allotments lapse after completion of the project, which is
generally two or three years subsequent to allotment. Funds allotted as part of a qualified
federal award program do not lapse.
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4,

Tax and Fee Revenues

a. State Fuel Tax

The primary source of revenue for the State Highway Fund is the state tax on liquid (motor
vehicle) fuel. For fiscal year 2010, the tax imposed on each gallon of fuel was as follows:

Gasoline 17 cents
Diesel Fuel:
Non-highway use 2 cents
Highway use 17 cents
Liquefied Petroleum Gas 5.2 cents

b. Vehicle Weight Tax and Penalties

The vehicle weight tax was 0.75 to 1.25 cents per pound of net vehicle weight, to a maximum
of $150 per vehicle.

Rental Motor and Tour Vehicle Surcharge Tax

The rental motor vehicle surcharge tax was $3 a day or any portion of a day that a rental motor
vehicle is rented or leased. The tour vehicle surcharge tax was $65 a month for tour vehicles
categorized by the Public Utilities Commission as an over 25-passenger carrier vehicle and $15
a month for tour vehicles categorized as an 8 to 25 passenger carrier vehicle.

Vehicle Registration and Motor Carrier Safety Inspection Fee

The vehicle registration fee was $25 per vehicle, of which $5 is earmarked for deposit into the
Emergency Medical Services (EMS) special fund. During the year ended June 30, 2010 the
Division collected approximately $5,145,000 on behalf of the EMS special fund. All amounts
were disbursed to the EMS special fund. Accordingly, no amounts are reported in the financial
statements at June 30, 2010. The motor carrier safety inspection fee was $1.50 per vehicle
every six months.
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5. Federal Grants-In-Aid

The Division has projects in progress in which part of the funding is being provided by the Federal
Highway Administration (FHWA) through grants-in-aid. Such projects are generally accounted for
in the Capital Projects and State Highway Funds. At June 30, 2010, receivables totaling
$21,938,679 from the U.S. Government are comprised of billed costs, pending reimbursement, as
well as unbilled costs, which are eligible for reimbursement.

In addition, the MVSO has projects in progress in which part of the funding is being provided
through federal grants-in-aid. The grants contain various compliance requirements, which must be
met by the MVSO, including a matching of the grant amounts with state and local highway safety
expenditures as defined in a formula. MVSO’s matching requirement is met through the
expenditures of the Division of Driver Education, The Judiciary, State of Hawaii. Cost
reimbursement by the FHWA and National Highway Traffic Safety Administration (NHTSA) are
subject to final audit by federal agencies. In addition, FHWA and NHTSA reserve the right to
examine the Division for economy, efficiency, and program results. The Division’s management
believes that any federal aid received as of June 30, 2010 that might be required to be repaid to the
FHWA or NHTSA based on federal audits would not be material to the financial position of the
various funds of the Division at June 30, 2010, or the results of operations of such funds for the
year then ended.

6.  Non-Imposed Fringe Benefits
Payroll fringe benefit costs of employees of the Division are assumed by the State and are not

charged to the Division’s operating funds. These costs totaling $834,261 for fiscal year 2010 have
been reported as revenues and expenditures in the State Highway Fund.
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7.  Capital Assets

Changes in capital assets during the year ended June 30, 2010 was as follows:

Balance Balance
July 1, 2009 Additions Deductions Transfers June 30, 2010
Nondepreciable
assets:
Land $ 433,091,792 $ 2,298,175 $ - $ - $ 435,389,967
Construction in
progress 357,331,152 187,302,586 - (284,575,185) 260,058,553
Software under
development 3,003,812 2,537,198 - - 5,541,010
Infrastructure 763,719,476 - - 39,247,962 802,967,438
Total 1,557,146,232 192,137,959 - (245,327,223) 1,503,956,968
Depreciable assets:
Land improvements 2,215,473 - - - 2,215,473
Buildings and
improvements 28,270,355 - - 271,439 28,541,794
Vehicles and
equipment 58,631,314 3,038,897 (1,401,646) - 60,268,565
Infrastructure 7,790,250,455 - (253,978) 245,055,784 8,035,052,261
Total 7,879,367,597 3,038,897 (1,655,624) 245,327,223 8,126,078,093
Less accumulated
depreciation (4,147,815,074) (220,434,833) 1,655,624 - (4,366,594,283)
Depreciable
assets, net 3,731,552,523 (217,395,936) - 245,327,223 3,759,483,810
Capital assets,
net $5,288,698,755 $ (25,257,977) $ - $ - $5,263,440,778
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8.  Net Assets
At June 30, 2010 net assets consisted of the following:

Invested in Capital Assets, Net of Related Debt:

Net property, plant and equipment $ 5,263,440,778
Less: Revenue bonds payable (366,257,636)
Add: Unspent debt proceeds 10,323,341

4,907,506,483

Restricted for Debt Service and Capital Activity:

Restricted for capital projects 10,323,341

Restricted for debt service 25,912,755

Restricted for security deposits 7,330,265
Less: Unspent debt proceeds (10,323,341)

33,243,020

Unrestricted 184,196,319

Total net assets $ 5,124,945,822
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9.  General Long-Term Liabilities

Changes in general long-term liabilities during the year ended June 30, 2010 were as follows:

Amount
Balance Balance Due Within
July 1, 2009 Additions Reductions June 30, 2010 One Year

Accrued vacation

payable $ 11,094,968 $ 4,013,062 $ (4,449,247) $ 10,658,783 $ 3,114,572
Workers’

compensation

payable 4,433,084 153,618 (686,520) 3,900,182 686,520
Revenue bonds

payable —

unamortized

premium 13,522,045 - (2,065,118) 11,456,927 -
Revenue bonds

payable — deferred

loss of defeasance (4,299,894) - 745,603 (3,554,291) -
Revenue bonds

payable 378,105,000 - (19,750,000) 358,355,000 20,935,000
Total governmental

activities long-term

liabilities $402,855,203 $ 4,166,680 $ (26,205,282) $380,816,601 $ 24,736,092

10. Revenue Bonds

In 1993, the Director of the Department of Transportation issued the Certificate of the Director of
Transportation Providing for the Issuance of State of Hawaii Highway Revenue Bonds (Certificate).
Subsequent issues of revenue bonds were covered by supplemental certificates to the original 1993
Certificate.

These revenue bonds are payable solely from, and collateralized solely by, the revenues held in the
State Highway Fund consisting primarily of highway fuel taxes, vehicle registration fees, vehicle
weight taxes, rental motor vehicle and tour vehicle surcharge taxes, and interest earnings on monies
previously credited to the State Highway Fund. The proceeds of the revenue bonds are used to
finance certain highway capital improvement projects and other related projects for the State
Highways System.
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10.

Revenue Bonds (continued)

On July 1, 1998, the Division issued $94,920,000 in State of Hawaii Highway Revenue Bond,
Series 1998 (1998 Bonds). The 1998 Bonds bear interest at rates ranging from 4.5% to 5.5% and
mature in increasing annual installments through 2018. The 1998 Bonds maturing on and after
July 1, 2009 through July 1, 2016 are subject to redemption at the option of the State on or after
July 1, 2008 at prices ranging from 101% to 100% plus accrued interest.

On October 1, 2000, the Division issued $50,000,000 in State of Hawaii Highway Revenue Bond,
Series 2000 (2000 Bonds). The 2000 Bonds bear interest at rates ranging from 4.4% to 5.5% and
mature in increasing annual installments through 2020. The 2000 Bonds maturing on and after
July 1, 2011 through July 1, 2020 are subject to redemption at the option of the State after
July 1, 2010 at a price of 100% plus accrued interest.

On October 3, 2001, the Division issued $70,000,000 in State of Hawaii Highway Revenue Bond,
Series 2001 (2001 Bonds). The 2001 Bonds bear interest at rates ranging from 3.8% to 5.4% and
mature in increasing annual installments through 2022. The 2001 Bonds maturing on and after
July 1, 2011 are subject to redemption at the option of the State at a redemption of 100% plus
accrued interest. These bonds were issued at a premium of $2,787,593, which will be amortized
over the life of the bonds using the effective interest method.

On April 15, 2003, the Division issued $44,940,000 in State of Hawaii Highway Revenue Bonds,
Series 2003 (Refunding Series of 2003) with interest rates ranging from 2.00% to 5.25% to refund
$45,350,000 of its outstanding State of Hawaii Revenue Bonds, Series 1993 (1993 Bonds) with
interest rates ranging from 2.6% to 5.0%. The net proceeds of $46,749,377 (after payment of
$452,013 in underwriting fees, insurance, and other costs), along with an additional $519,500 from
the State Highways Fund were deposited in an irrevocable trust with an escrow agent to be used to
purchase non-callable direct obligations of the United States, maturing in amounts and bearing
interest at such rates sufficient to meet the debt service requirements of the 1993 Bonds. On July 1,
2003, the refunded bonds were redeemed at a price of 102%. As a result, the refunded portion of
the 1993 Bonds is considered to be defeased and the liability for those bonds has been removed
from the financial statements.
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10.

Revenue Bonds (continued)

The refunding resulted in a difference between the reacquisition price and the net carrying amount
of the refunded debt of $1,399,377. This difference, reported in the accompanying financial
statements as a deduction from Highways revenue bonds, is being charged to interest expense over
the next 21 years. The Division in effect reduced its aggregate debt service payments by
approximately $4,165,000 over the next 21 years and obtained an economic gain (difference
between the present values of the old and new debt service payment) of approximately $3,687,000.

On February 20, 2005, the Division issued $60,000,000 in State of Hawaii Revenue Bonds Series A
(2005A Bonds). The 2005A Bonds bear interest at rates ranging from 3.0% to 5.0% and mature in
annual installments through 2025. The 2005A Bonds maturing on and after July 1, 2016 are subject
to redemption at the option of the State at 100% plus accrued interest. These bonds were issued at a
premium of $3,155,926, which will be amortized over the life of the bonds using the effective
interest method.

On February 20, 2005, the Division issued $123,915,000 in State of Hawaii Revenue Bonds
Series B (2005B Bonds) with interest rates ranging from 3.0% to 5.25% to refund $128,705,000 of
outstanding bonds (refunded bonds) with interest rates ranging from 4.95% to 5.6% comprised of
the following:

Principal
Series Interest Rate Refunded
1996 5.25% - 5.60% $ 26,135,000
1998 5.00% - 5.25% 30,275,000
2000 4.95% - 5.50% 31,340,000
2001 5.25% -5.38% 40,955,000

The net proceeds of $137,847,002 (after payment of $1,581,758 in underwriting fees, insurance,
and other costs), along with an additional $1,401,015 from the Highways Revenue Fund were
deposited in an irrevocable trust with an escrow agent to be used to purchase non-callable direct
obligations of the United States, maturing in amounts and bearing interest at such rates sufficient to
meet the debt service requirements of the refunded bonds. As a result, the refunded portion of the
bonds is considered to be defeased and the liability for those portions of the bonds has been
removed from the financial statements.
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10.

Revenue Bonds (continued)

The refunding resulted in a difference between the reacquisition price and the net carrying amount
of the refunded debt of $7,439,199. This difference, reported in the accompanying financial
statements as a deduction from Highway revenue bonds, is being charged to interest expense over
the next 17 years. The Division in effect reduced its aggregate debt service payments by
approximately $12,042,000 over the next 17 years and obtained an economic gain (difference
between the present values of the old and new debt service payments) of approximately $8,944,000.

At June 30, 2010, approximately $72,295,000 of revenue bonds outstanding are considered
defeased.

On December 17, 2008, the Division issued $125,175,000 in State of Hawaii Revenue Bonds,
Series 2008 (2008 Bonds). The 2008 Bonds bear interest at rates ranging from 4.0% to 6.00% and
mature in annual installments through 2029. The 2008 Bonds maturing on and after
January 1, 2020 are subject to redemption at the option of the State at 100% plus accrued interest.
These bonds were issued at a premium of $857,616, which will be amortized over the life of the
bonds using the effective interest method.
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10. Revenue Bonds (continued)

The following is a summary of revenue bonds issued and outstanding at June 30, 2010:

Final
Maturity
Date Original Amount Outstanding
Series Interest Rate (July 1) of Issue Amount
1998 4.00% - 5.50% 2018 $ 94,920,000 $ 27,580,000
2000 4.40% - 5.50% 2020 50,000,000 2,335,000
2001 3.80% - 5.40% 2022 70,000,000 11,450,000
2003 2.00% - 5.25% 2013 44,940,000 20,115,000
2005 3.00% - 5.25% 2025 183,915,000 175,300,000
2008 4.00% - 6.00% 2029 125,175,000 121,575,000
$ 568,950,000 358,355,000
Add: unamortized premium 11,456,927
Less: deferred amount on
refunding (3,554,291)
Less: current portion (20,935,000)
Noncurrent portion $345,322,636

During 2010, $38,562,510 was transferred from the State Highway Fund to the Debt Service Fund
for repayment of revenue bonds principal of $3,600,000 and $16,935,000 due on January 1, 2010
and July 1, 2010, respectively and interest of $9,049,755 and $8,977,755 due on January 1, 2010
and July 1, 2010, respectively.
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10. Revenue Bonds (continued)

The approximate maturities in each of the next five years and thereafter are as follows:

Years Ending June 30 Principal Interest Total
2011 20,935,000 17,615,498 § 38,550,498
2012 21,730,000 16,743,810 38,473,810
2013 22,630,000 15,778,485 38,408,485
2014 23,700,000 14,686,373 38,386,373
2015 25,065,000 13,519,791 38,584,791
2016-2020 130,505,000 47,433,744 177,938,744
2021-2025 72,955,000 21,384,406 94,339,406
2026-2029 40,835,000 5,572,313 46,407,313

Total $ 358,355,000 $ 152,734,420 § 511,089,420

11. Operating Transfers

Operating transfers accounted for in the governmental funds statement of revenues, expenditures,
and changes in fund balances as other financing sources and uses, and on the government-wide
statement of activities as transfers, are summarized as follows:

Description

Funding of highway
capital projects

Reimbursement to
State for debt
service on general
obligation bonds

Funding of revenue
bond debt service

State Highway Debt Service Capital Statement of
Fund Fund Projects Fund Total Activities
$ (7,069,859) $ - $ 7,069,859 - $ -
(8,046,020) - (8,046,020) (8,046,020)
(38,562,510) 38,562,510 - - -
$(53,678,389) $§ 38,562,510 $ 7,069,859 $ (8,046,020) $  (8,046,020)

a. Funding of Highway Capital Projects

Funding of highway capital projects by the State Highway Fund is recognized when received

by the Capital Projects Fund.
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Operating Transfers (continued)

b. Reimbursement to State for Debt Service

Allocated portions of the State’s general obligation bonds have been designated by the Director
of Finance, State of Hawaii, to be reimbursed from the State Highway Fund. These bonds are
the obligations of the State and are not included in these financial statements. The amount of
the Division’s reimbursement to the State for debt service is primarily determined by the
Director of Finance, State of Hawaii.

The annual amounts required to amortize the designated portions of general obligation bonds as
of June 30, 2010 are as follows:

Years Ending June 30, Principal Interest Total
2011 $ 10,091,760 $ 1,060,325 $ 11,152,085
2012 7,517,802 648,874 8,166,676
2013 4,495,130 325,076 4,820,206
2014 3,785,344 223,132 4,008,476
2015 3,609,440 153,095 3,762,535
2016-2020 5,113,405 156,008 5,269,413
2021 2,895 134 3,029
Total $ 34,615,776 $ 2,566,644 $ 37,182,420

Debt service reimbursements are accounted for as expenditures of the Administration of
Highway Division program on the Governmental Funds State Highway Fund Statement of
Revenues and Expenditures - Budget and Actual (non-GAAP budgetary basis) and are
accounted for as other financing transfers out of the State Highway Fund on the Governmental
Funds statement of revenues, expenditures, and changes in fund balances. Reimbursement
payments of $8,046,020 consisted of $6,720,598 for principal and $1,325,421 for interest for
the year ended June 30, 2010.
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12.

Retirement Benefits

a. Employees’ Retirement System (ERS)

All eligible employees of the State and counties are required by Chapter 88, HRS, to become
members of the Employees’ Retirement System of the State of Hawaii (ERS), a cost-sharing
multiple-employer public employee retirement plan. The ERS is governed by a Board of
Trustees. All contributions, benefits and eligibility requirements are established by HRS
Chapter 88 and can be amended by legislative action. The ERS issues a comprehensive annual
financial report that is available to the public. That report may be obtained by writing to the
ERS at 201 Merchant Street, Suite 1400, Honolulu, Hawaii 96813.

Prior to June 30, 1984, the plan was a contributory plan only. In 1984, legislation was enacted
to add a new non-contributory plan for members of the ERS who are also covered under Social
Security. Police officers, firefighters, judges, elected officials, and persons employed in
positions not covered by Social Security are precluded from the non-contributory plan. The
non-contributory plan provides for reduced benefits and covers most eligible employees hired
after June 30, 1984. Employees hired before that date were allowed to continue under the
contributory plan or to elect the new non-contributory plan and receive a refund of employee
contributions. All benefits vest after five and ten year credited service under the contributory
and non-contributory plans, respectively.

Both plan options provide a monthly retirement allowance based on the employee’s age, years
of credited service, and average final compensation (AFC). The AFC is the average salary
earned during the five highest paid years of service, including the vacation payment, if the
employee became a member prior to January 1, 1971. The AFC for members hired on or after
that date is based on the three highest paid years of service, excluding the vacation payment.

On July 1, 2006, a new hybrid contributory plan became effective pursuant to Act 179, SLH of
2004. Members in the hybrid plan are eligible for retirement at age 62 with 5 years of credited
services or age 55 and 30 years of credit service. Members will receive a benefit multiplier of
2% for each year of credited service in the hybrid plan. The benefit payment options are
similar to the current contributory plan. Almost 58,000 current members, all members of the
noncontributory plan and certain members of the contributory plan are eligible to join the new
hybrid plan. Most of the new employees hired from July 1, 2006 are required to join the new
hybrid plan.

52



State of Hawaiii,
Department of Transportation - Highways Division

Notes to the Basic Financial Statements
June 30, 2010

12.

Retirement Benefits (continued)

a. Employees’ Retirement System (ERS) (continued)

Most covered employees of the contributory option are required to contribute 7.8% of their
salary. The funding method used to calculate the total employer contribution requirement is the
Entry Age Normal Actuarial Cost Method. Effective July 1, 2005, employer contribution rates
are a fixed percentage of compensation, including the normal cost plus amounts required to pay
for the unfunded actuarial accrued liability.

The Division’s contribution to the ERS for fiscal years 2010, 2009, and 2008 was
approximately $6,708,000, $7,257,000, and $6,301,000, respectively, and represented the
required contributions for each year.

Post-Retirement Health Care and Life Insurance Benefits

Plan Description

The Division contributes to the Hawaii Employer-Union Health Benefits Trust Fund (EUTF),
an agent multiple-employer defined benefit plan that replaced the Hawaii Public Employees
Health Fund effective July 1, 2003, pursuant to Act 88, SLH of 2001. The EUTF was
established to provide a single delivery system of health benefits for state and county workers,
retirees, and their dependents. The eligibility requirements for retiree health benefits are as
follows:

For employees hired before July 1, 1996, the Division pays the entire base monthly
contribution for employees retiring with 10 years of more of credited service, and 50% of the
base monthly contribution for employees retiring with fewer than ten years of credited service.
A retiree can elect a family plan to cover dependents.

For employees hired after June 30, 1996 but before July 1, 2001, and who retire with at less
than 10 years of service, the Division makes no contributions. For those retiring with at least
10 years but fewer than 15 years of service, the Division pays 50% of the base monthly
contribution. For those retiring with at least 15 years but fewer than 25 years of service, the
Division pays 75% of the base monthly contribution. For those employees retiring with at least
25 years of service, the Division pays 100% of the base monthly contribution. Retirees in this
category can elect a family plan to cover dependents.
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13.

Retirement Benefits (continued)

b. Post-Retirement Health Care and Life Insurance Benefits (continued)

For employees hired on or after July 1, 2001, and who retire with less than 10 years of service,
the Division makes no contributions. For those retiring with at least 10 years but fewer than 15
years of service, the Division pays 50% of the base monthly contribution. For those retiring
with at least 15 years but fewer than 25 years of service, the Division pays 75% of the base
monthly contribution. For those employees retiring with at least 25 years of service, the
Division pays 100% of the base monthly contribution. Only single plan coverage is provided
for retirees in this category. Retirees can elect family coverage but must pay the difference.

State Policy
The actuarial valuation of the EUTF does not provide other postemployment benefits (OPEB)

information by department or agency. Accordingly, the State’s policy on the accounting and
reporting for OPEB is to allocate a portion of the State’s Annual Required Contribution (ARC),
interest, and any adjustment to the ARC, to component units and proprietary funds that are
reported separately in the State’s Comprehensive Annual Financial Report (CAFR) or in stand
alone departmental financial statements. The basis for the allocation is the proportionate share
of contributions made by each component unit and proprietary fund for retiree health benefits.

Amount of Contributions Made

Contributions are financed on a pay-as-you-go basis and the Division’s contributions for the
years June 30, 2010, 2009, and 2008 were approximately $2,936,000, $4,286,000 and
$3,937,000, respectively.

The State’s Comprehensive Annual Financial Report includes the required footnote disclosures
and required supplementary information on the State’s OPEB plans. The State’s CAFR can be
found at the Department of Accounting and General Services’ website:
http://hawaii.gov/dags/rpts.
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13.

Retirement Benefits (continued)

c. Deferred Compensation Plan

The State established a deferred compensation plan (plan) in accordance with Section 457 of
the Internal Revenue Code, which enables State employees to defer a portion of their
compensation. The deferred compensation is not available to employees until termination,
retirement, death, or unforeseeable emergency.

All amounts of deferred compensation, as well as property and rights purchased with those
amounts and income attributable to those amounts, are held in trust by third-party agents for the
exclusive benefit of participants and their beneficiaries. The assets and liabilities of the
deferred compensation plan are not reflected in the Division’s financial statements.

Transactions With Other Government Agencies

The State assesses a surcharge of 5% for central service expenses on all receipts of the State
Highway Fund, after deducting any amounts pledged, charged, or encumbered for the payment of
bonds and interest during the year. The assessment amounted to approximately $6,981,000 in fiscal
year 2010.

The Division is also assessed a percentage of the cost of the general administration expenses of the
Department. During fiscal year 2010, assessments net of amounts refunded amounted to
approximately $4,591,000 which is included in administration expense in the accompanying
financial statements.
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14. Operating Leases

a. Rental Expenditures

The Division leases office and baseyard space under various long-term operating lease
agreements expiring at various dates through fiscal year 2019. Rental expenditures are
recorded based on the terms of the lease agreements. Scheduled annual minimum rental
payments through 2015 and in five-year increments thereafter are as follows:

Years Ending June 30,

2011 $ -
2012 957,000
2013 957,000
2014 957,000
2015 957,000
2016-2019 3,827,000
Total $ 7,655,000

The total rental expenditures during fiscal year 2010 for operating leases were approximately
$748,000.

b. Rental Revenue

The Division is a lessor of various properties under non-cancelable lease agreements that expire
through fiscal year 2044. Scheduled annual minimum revenues through 2015 and in five-year
increments thereafter are as follows:

Years Ending June 30,

2011 $ 350,000
2012 355,000
2013 360,000
2014 366,000
2015 371,000
2016-2020 1,891,000
2021-2025 1,817,000
2026-2030 988,000
2031-2035 401,000
2036-2040 377,000
2041-2044 229,000

Total § 7,505,000
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15.

16.

Commitments

a. Condemnation Proceedings

The Division occasionally finds it necessary to condemn property for construction of highways.
These proceedings require the Division to compensate existing property owners for the fair
market value of their real property. Prior to the determination of the fair market value, the
Division is required to deposit funds in State courts for these proceedings. The amount of
funds deposited in the State courts was approximately $2,018,000 at June 30, 2010. Such funds
deposited may not be sufficient to cover the full amount required for compensation purposes.
Management, however, believes any additional compensation in excess of amounts deposited
with State courts will not be material to the financial statements of the Division. The funds
deposited in the State courts are reflected in capital projects expenditures in the governmental
fund statement of revenue, expenditures, and changes in fund balances and in capital assets on
the government-wide statement of net assets in the year in which the deposits were made.

Accumulated Sick Leave

Sick leave accumulates at the rate of one and three-quarters working days for each month of
service without limit. It may be taken only in the event of illness and is not convertible to pay
upon termination of employment. Accordingly, no liability for sick pay is recorded in the
Division’s financial statements. However, a public employee who retires or leaves government
service in good standing with 60 days or more of unused sick leave is entitled to additional
service credits in the ERS. Accumulated sick leave at June 30, 2010 aggregated approximately
$22,721,000

Risk Management

a. Property and Liability Insurance

The Division is exposed to various risks of loss related to torts; theft of, damage to, or
destruction of assets; errors or omissions; natural disasters; and workers’ compensation. The
State generally retains the first $1 million per occurrence of property losses and the first
$4 million with respect to general liability claims. Losses in excess of those retention amounts
are insured with commercial insurance carriers. The limit per occurrence for property losses is
$225 million for windstorm, boiler and machinery and $50 million for terrorism. The annual
aggregate limit for property loss is $225 million for flood and earthquake. The limit per
occurrence of general liability losses is $15 million. For certain general liability claims, the
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16.

17.

Risk Management (continued)

b. Property and Liability Insurance (continued)

annual aggregate limit is $15 million. The State also has an insurance policy to cover crime
risk with a deductible of $500,000 per occurrence and a $10 million annual aggregate limit.

c. Workers’ Compensation

The State is self-insured for workers’ compensation. Accordingly, the Division is liable for
workers’ compensation claims filed by its employees. Liabilities for workers’ compensation
claims are established if information indicates that it is probable that liabilities have been
incurred and the amount of those claims can be reasonably estimated. The basis for estimating
the liabilities for unpaid claims include the effects of specific incremental claim adjustment
expenses, salvage and subrogation, and other allocated or unallocated claim adjustment
expenses. These liabilities include an amount for claims that have been incurred but not
reported. The workers’ compensation reserve amounted to $3,900,182 at June 30, 2010.

Contingent Liabilities and Other

The State is the defendant in lawsuits seeking damages allegedly related to State highways and
highway construction contracts. While the ultimate liabilities, if any, in the disposition of these
matters are presently difficult to estimate, it is management’s belief that the outcomes are not likely
to have a material adverse effect on the Division’s financial position. In addition, the State has not
determined whether the ultimate liabilities, if any, will be imposed on the State Highway Fund.
Accordingly, no provision for any liabilities that might result from the lawsuits have been made in
the accompanying financial statements.

The Division is subject to laws and regulations relating to the protection of the environment. The
Division has been identified by the State Department of Health (DOH) as a potentially responsible
party for petroleum contamination in the Honolulu Harbor/Iwilei area. Pursuant thereto, the
Division entered into a voluntary agreement with the DOH and other third parties to share in the
responsibility for the investigation and potential remediation of petroleum contamination in the
Iwilei District.
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17.

18.

Contingent Liabilities and Other (continued)

This group of potentially responsible parties known as the Iwilei District Participating Parties
(IDPP) has conducted various investigations to determine potential contamination in the Iwilei area
from 1997 to present, which investigations have determined the existence of petroleum
contamination at various locations. Potential remedial alternatives are still being studied. At this
stage, the project has not yet advanced to the stage where total costs to the IDPP can reasonably be
estimated, due to : (1) the extent of environmental impact, (2) the undetermined allocation among
the potentially responsible parties, (3) the ongoing review of reasonable remediation alternatives,
and (4) continued discussion with the regulatory authorities. As a result, it is not possible to
reasonably estimate the amount of the potential cost to the IDPP and allocable share of the
Division, and if there would be a material impact to the Division’s financial statements.
Accordingly, no estimate of loss has been recorded in the accompanying financial statement.

Deficit Balance
At June 30, 2010, the Capital Projects Fund had an unreserved fund balance deficit of

approximately $198 million. The deficit balance resulted primarily from the excess funds reserved
for all committed capital contracts at year end.
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State of Hawaii, Department of Transportation, Highways Division

Schedule of Expenditures of Federal Awards
For the Fiscal Year Ended June 30, 2010

Federal
CEDA Federal
Federal Grantor's Program Title Number Expendituresl'2
U.S. Department of Transportation
Highway Planning and Construction 20.205 $ 167,707,457
ARRA - Highway Planning and Construction 20.205 24,066,929
State and Community Highway Safety Program:
NHTSA Grant 20.600 2,716,990
Fatal accident reporting system grant 20.600 2,754
Commercial Driver's License Program Improvement 20.232 45,499
Commercial Drivers License Information System Modernization 20.238 43,784
National Motor Carrier Safety Program -
Assistance program grant 20.218 752,085
Total U.S. Department of Transportation 195,335,498
U.S. Department of Justice
National Motor Vehicle Title Information System 16.580 38,498
U.S. Department of Homeland Security
Driver's License Security Grant Program 97.089 237,695

Total Federal Expenditures

1 The accompanying schedule of expenditures of federal awards is prepared on the

cash basis of accounting.

$ 195,611,691

2 Of the federal expenditures presented in the schedule, the Division provided federal awards to

subrecipients totaling $32,619,154.
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Independent Auditor’s Report on Internal Control Over Financial Reporting and On Compliance
and Other Matters Based on an Audit of Financial Statements Performed
in Accordance with Government Auditing Standards

Office of the Auditor
State of Hawaii

We have audited the financial statements of the Highways Division of the Department of Transportation
of the State of Hawaii (Division), as of and for the year ended June 30, 2010, and have issued our report
thereon dated March 29, 2011. We conducted our audit in accordance with auditing standards generally
accepted in the United States of America and the standards applicable to financial audits contained in
Government Auditing Standards, issued by the Comptroller General of the United States of America.

Internal Control over Financial Reporting

In planning and performing our audit, we considered the Division's internal control over financial
reporting as a basis for designing our auditing procedures for the purpose of expressing our opinions on
the financial statements, but not for the purpose of expressing an opinion on the effectiveness of the
Division's internal control over financial reporting. Accordingly, we do not express an opinion on the
effectiveness of the Division's internal control over financial reporting.

A deficiency in internal control exists when the design or operation of a control does not allow
management or employees, in the normal course of performing their assigned functions, to prevent, or
detect and correct misstatements on a timely basis. A material weakness is a deficiency, or a combination
of deficiencies, in internal control such that there is a reasonable possibility that a material misstatement
of the entity’s financial statements will not be prevented, or detected and corrected on a timely basis.

Our consideration of internal control over financial reporting was for the limited purpose described in the
first paragraph of this section and was not designed to identify all deficiencies in internal control over
financial reporting that might be deficiencies, significant deficiencies, or material weaknesses. We did
not identify any deficiencies in internal control over financial reporting that we consider to be material
weaknesses, as defined above. However, we identified certain deficiencies described in item 10-01 in the
accompanying Schedule of Findings and Questioned Costs that we consider to be a significant deficiency
in internal control over financial reporting. A significant deficiency is a deficiency, or a combination of
deficiencies, in internal control that is less severe than a material weakness, yet important enough to merit
attention by those charged with governance.

Compliance and Other Matters

As part of obtaining reasonable assurance about whether the Division's financial statements are free of
material misstatement, we performed tests of its compliance with certain provisions of laws, regulations,
contracts and grant agreements, noncompliance with which could have a direct and material effect on the
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determination of financial statement amounts. However, providing an opinion on compliance with those
provisions was not an objective of our audit and, accordingly, we do not express such an opinion. The
results of our tests disclosed no instances of noncompliance or other matters that are required to be
reported under Government Auditing Standards.

We noted certain matters that we reported to management of the Division in a separate letter dated
March 29, 2011.

This report is intended solely for the information and use of management, federal awarding agencies, and
pass-through entities and is not intended to be and should not be used by anyone other than those
specified parties.

KmHy ¢sep
KMH LLP

Honolulu, Hawaii
March 29, 2011
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Independent Auditor’s Report on Compliance with Requirements that could have a Direct and
Material Effect on Each Major Program and Internal Control Over Compliance in Accordance
with OMB Circular A-133

Office of the Auditor
State of Hawaii:

Compliance

We have audited the compliance of the Highways Division of the Department of Transportation of the
State of Hawaii (Division) with the types of compliance requirements described in the U. S. Office of
Management and Budget (OMB) Circular A-133, Compliance Supplement that could have a direct and
material effect on each of its major federal programs for the year ended June 30, 2010. The Division's
major federal programs are identified in the summary of auditor's results section of the accompanying
Schedule of Findings and Questioned Costs. Compliance with the requirements of laws, regulations,
contracts and grants applicable to each of its major federal programs is the responsibility of the Division's
management. Our responsibility is to express an opinion on the Division's compliance based on our audit.

We conducted our audit of compliance in accordance with auditing standards generally accepted in the
United States of America; the standards applicable to financial audits contained in Government Auditing
Standards, issued by the Comptroller General of the United States; and OMB Circular A-133, Audits of
States, Local Governments, and Non-Profit Organizations. Those standards and OMB Circular A-133
require that we plan and perform the audit to obtain reasonable assurance about whether noncompliance
with the types of compliance requirements referred to above that could have a direct and material effect
on a major federal program occurred. An audit includes examining, on a test basis, evidence about the
Division's compliance with those requirements and performing such other procedures as we considered
necessary in the circumstances. We believe that our audit provides a reasonable basis for our opinion.
Our audit does not provide a legal determination on the Division's compliance with those requirements.

In our opinion, the Division complied, in all material respects, with the compliance requirements referred
to above that could have a direct and material effect on each of its major federal program for the year
ended June 30, 2010.

Internal Control over Compliance

The management of the Division is responsible for establishing and maintaining effective internal control
over compliance with requirements of laws, regulations, contracts, and grants applicable to federal
programs. In planning and performing our audit, we considered the Division’s internal control over
compliance with the requirements that could have a direct and material effect on its major federal
program in order to determine our auditing procedures for the purpose of expressing our opinion on
compliance, but not for the purpose of expressing an opinion on the effectiveness of internal control over
compliance. Accordingly, we do not express an opinion on the effectiveness of the Division’s internal
control over compliance.
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Our consideration of internal control over compliance was for the limited purpose described in the
preceding paragraph and would not necessarily identify all deficiencies in the entity's internal control that
might be significant deficiencies or material weaknesses as defined below. However, as discussed below,
we identified certain deficiencies in internal control over compliance that we consider to be significant
deficiencies.

A deficiency in internal control over compliance exists when the design or operation of a control over
compliance does not allow management or employees, in the normal course of performing their assigned
functions, to prevent, or detect and correct, noncompliance with a type of compliance requirement of a
federal program on a timely basis. A material weakness in internal control over compliance is a
deficiency, or combination of deficiencies, in internal control over compliance, such that there is
reasonable possibility that material noncompliance with a type of compliance requirement of a federal
program will not be prevented, or detected and corrected, on a timely basis. We did not identify any
deficiencies in internal control over compliance that we consider to be material weaknesses, as defined
above.

A significant deficiency in internal control over compliance is a deficiency, or a combination of
deficiencies, in internal control over compliance with a type of compliance requirement of a federal
program that is less severe than a material weakness in internal control over compliance, yet important
enough to merit attention by those charged with governance. We consider the deficiencies in internal
control over compliance described in the accompanying schedule of findings and questioned costs as item
10-02 to be a significant deficiency.

The Division’s responses to the findings identified in our audit are described in the accompanying
Schedule of Findings and Questioned Costs. We did not audit the Division's response and, accordingly,
We express no opinion on it.

This report is intended solely for the information and use of management, federal awarding agencies and
pass-through entities and is not intended to be and should not be used by anyone other than those
specified parties.

KmH ¢ep
KMH LLP

Honolulu, Hawaii
March 29, 2011
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State of Hawaiii,
Department of Transportation - Highways Division

Schedule of Findings and Questioned Costs
For the Year Ended June 30, 2010

Section | — Summary of Auditor’s Results

Financial Statements

Type of auditor’s report issued: Unqualified
Internal control over financial reporting:
e Material weakness (es) identified? ___yes vV no
o Significant deficiency(ies) identified that are not
considered to be material weaknesses? v yes ___no
e Noncompliance material to financial statements noted? ___yes \/_ no
Federal Awards
Internal control over major programs:
e Material weakness(es) identified? ___yes \/_ no
o Significant deficiency(ies) identified that are not
considered to be material weaknesses? \/_ yes ___no
Type of auditor’s report issued on compliance for major programs: Unqualified
Any audit findings disclosed that are required to be reported in
accordance with section 510(a) of Circular A-133? v yes __1no
Identification of major programs:
CFDA Number Name of Federal Program or Cluster
20.205 Highway Planning and Construction
Dollar threshold used to distinguish between
type A and type B programs? $3,000,000
Auditee qualified as low-risk auditee? ___yes vV o
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State of Hawaiii,
Department of Transportation - Highways Division

Schedule of Findings and Questioned Costs
For the Year Ended June 30, 2010

Section Il — Financial Statement Findings

Finding No.: 10-01 Accrual of Open-Ended Operations & Maintenance Contract Retainage —
Significant Deficiency

Criteria: In accordance with the Divisions’ Retention Provision Policy, retention payables should be
recognized on all applicable contracts, including selected open-ended Operations & Maintenance (O&M)
contracts.

Condition, cause, and context: During our audit, we noted that retention payable balances related to
open-ended O&M contracts were not recorded on the Division’s financial statements. Management

indicated that staff turnover was the primary reason for the oversight.

Effect: Failure to record retention payable related to the Division’s open-ended O&M contracts resulted
in a misstatement of approximately $557,000.

Recommendation: We recommend the Division comply with its Retention Provision Policy to ensure
that retention liabilities for all contracts, including open-ended O&M contracts, are properly recorded.

Management Response: Staff turnover was the primary reason for the oversight. We have resolved this
issue. In the future, retention payable balances related to open-ended O&M contracts will be recorded on
the Division’s financial statements.

Expected Completion Date: June 2011

Responsible Party: Jerry Sikorski, Accountant V

Contact Number: 808-587-2256
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State of Hawaiii,
Department of Transportation - Highways Division

Schedule of Findings and Questioned Costs
For the Year Ended June 30, 2010

Section 111 — Federal Award Findings

Department of Transportation — Highway Planning and Construction CFDA No. 20.205

Finding No.: 10-02 Special Tests and Provisions — Significant Deficiency

Criteria: The Division is required by CFR §637.205 to have a sampling program in place to ensure the
quality of materials and workmanship.

Condition, cause and context: In order to comply with the sampling program requirement, the Division
has established a materials testing program guide that establishes requirements over the frequency and
number of testing selections based on the materials used during construction. During our audit, we
selected 60 projects for testing and noted the following:

e For all projects, there is currently no monitoring control in place to ensure that a sufficient sample is
made in accordance with program requirements during the construction phase of a project.

e For 1 item, the Division did not receive a Certificate of Compliance

e For 3 projects for which a material certification was issued, the Division did not maintain a record of
all required sample cards.

Effect: Failure to properly implement monitoring controls and apply the sampling plan as required,
resulted in non-compliance with program requirements. As a result, the Division may be unable to
provide reasonable assurance that materials and workmanship generally conform to approved plans and
specifications of projects.

Questioned costs: None

Recommendations: We recommend the Division implement controls to ensure that compliance is
maintained with the Division’s materials testing program requirements. This could include:

e A summary schedule of sample materials for each project that details testing performed and results to
date. This schedule should be periodically reviewed by management throughout the construction
phase.

o Establishing the responsibilities of both the Materials Testing and Research Branch (HWY-L) and the
respective project managers to track the tested sample materials for a project to ensure that sufficient
amount of samples are being submitted, received, and approved for testing.
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Section 111 — Federal Award Findings

Management Response: The Division has implemented a monitoring control process including a Project
Summary Checklist of Materials and modified sample card that requires information regarding;:

e Project quantity to date;

e Minimum number of samples requested to date;

e Number of samples taken to date.
This new process and sample card was implemented in August 2010. HWY-L conducted site visit to all
construction field offices in April and May 2010 to discuss the new requirement for field offices to
develop and maintain a project summary checklist. Subsequent follow-up site visits were conducted
from July 2010 to February 2011 to ensure that the new sample cards were being used and Project
Summary Checklist were being completed properly. Although the modified sample cards were being
implemented, the new summary checklist was not implemented at some field offices due to a shortage of
manpower resources and the time consuming process of developing the checklist manually for all on-
going projects. HWY-L is working with the Highways Oahu district construction division (HWY-OC)
to upgrade the district’s Computerized Management System (CMS) that will incorporate the new sample
card and project summary checklist of materials. This computerized system will be implemented
statewide by May 2011 and will assist field offices with developing and maintaining the summary
checklist. HWY-L has started scanning and e-mailing advance copies of the completed sample cards
back to the field offices to help expedite the sample card review process. As part of their oversight
responsibility, HWY-L has been sending follow-up e-mail reminders to all field offices for non-
acceptable sample cards that were previously returned. Beginning February 2011, HWY-L has started
conducting site visits to all County Transportation Agencies to discuss the new requirement of
developing and maintaining a project summary checklist of materials. HWY-L will continue to monitor
the materials control process.

Expected Completion Date: June 2011
Responsible Party: Casey Abe, HWY-L Branch Manager

Contact Number: 808-483-2515
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SUMMARY SCHEDULE OF PRIOR AUDIT FINDINGS
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STATUS REPORT

This section contains the current status of our prior audit recommendations. The recommendations are
referenced to the pages of the previous audit report for the fiscal year ended June 30, 2009, dated
March 24, 2010.

Recommendations Status

Part 111 — Federal Award Finding and Questioned Costs Section

09-04 Special Tests and Provisions — Material
Weakness

Criteria: The Division is required by CFR §637.205 to Finding still partially applicable. See current
have a sampling program in place to ensure the quality of .
. . year finding 10-02.
materials and workmanship.
Condition, cause, and context: In order to comply with
the sampling program requirement, the Division has
established a materials testing program guide that
establishes requirements over the frequency and number
of testing selections based on the materials used during
construction. During our audit, we selected 38 items and
noted the following:

e For 28 items, there is currently no monitoring control
in place to ensure that a sufficient sample is made in
accordance with program requirements during the
construction phase of a project.

e For 6 items, the project file was not available to
corroborate that the samples submitted were in
compliance with the guidelines.

e For 3 items, one of two project binders was not
available to corroborate that the samples submitted
were in compliance with the guidelines.

e For 7 items, the selections examined lacked
documentation evidencing that the testing was
performed.

e TFor 1 item, the selection examined lacked
documentation to determine if a sample was done for
a pay item.

Effect: Failure to properly implement monitoring controls
and apply the sampling plan as required, resulted in non-
compliance with program requirements. As a result, the
Division may be unable to provide reasonable assurance
that materials and workmanship generally conform to
approved plans and specifications of projects.
Additionally, non-compliance could jeopardize the
Divisions’ federal funding.

Questioned costs: None
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Recommendations

Part 111 — Federal Award Finding and Questioned Costs Section (continued)

09-05 Corrective Action Plan/Summary Schedule of
Prior Audit Findings — Significant Deficiency

Criteria: In accordance with Circular OMB A-133, the
auditee is required to prepare a Summary Schedule of Prior
Audit Findings (Summary Schedule). A requirement of the
Summary Schedule is to present the status of all audit
findings included in the prior audit’s schedule of findings
and questioned costs relative to Federal awards.

Condition, cause, and context: During our review of the
Division’s 2010 Summary Schedule, management
indicated that prior year finding 08-09 Sampling was
resolved. However, during our current year testing,
we noted that this finding was not resolved and the
item was reported as a current year finding (09-04).

Effect: Failure to properly prepare a Summary Schedule is
a direct violation of Circular OMB A-133 and could lead
to action from the federal government up to and including
a reduction in funding. As a result, the Division may be
unable to provide reasonable assurance that the Division
administers Federal awards in compliance with law,
regulations, and the provisions of grant agreements which
could jeopardize the Division’s funding.

Questioned costs: None
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