JOINT SPECIAL COM. REP. NO. ’

Honolulu, Hawaii

JAN 28 61
RE: S.C.R. No. 18
S.D. 1
H.D. 1

Honorable Shan S. Tsutsui
President of the Senate
Twenty-Sixth State Legislature
Regular Session of 2011

State of Hawaii

Honorable Calvin K. Y. Say
Speaker, House of Representatives
Twenty-Sixth State Legislature
Regular Session of 2011

State of Hawaii

Mr. President and Mr. Speaker:

The Joint Legislative Investigating Committee created and by
Senate Concurrent Resolution No. 18, S.D. 1, H.D. 1, entitled:

"ESTABLISHING A JOINT LEGISLATIVE INVESTIGATING COMMITTEE TO
OVERSEE THE INVESTIGATION OF THE DEPARTMENT OF BUDGET AND
FINANCE'S HANDLING OF THE STATE'S INVESTMENT IN STUDENT LOAN
AUCTION RATE SECURITIES,"

begs leave to report as follows:
BACKGROUND

The need for this Joint Legislative Investigating Committee
(Committee) arose from the State's purchase of $1,100,000,000 in
student loan auction rate securities (SLARS) from Salomon Smith
Barney, representing nearly 25 percent of the State's total
investment in securities. Due to the financial collapse of the
securities market, the assets have been frozen, leaving the State
unable to utilize the $1,100,000,000 in SLARS. As a result, the
Auditor required the State to revalue the SLARS at $114,000,000
less than the amount that the State actually paid, and other
subsequent revaluations of the SLARS have estimated the loss at
$254,000,000. It has been asserted by the Auditor in the
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Auditor's Financial Examination of the Department of Budget and
Finance, Report No. 10-03, dated March 2010, that a portion of the
SLARS was purchased in violation of state laws that specify the
maximum period of maturity and the minimum financial rating for
state investment purchases. 1In this respect, the Auditor's
overall conclusion was that the Department of Budget and Finance's
lack of leadership and accountability puts the State's funds at
risk. There has been widespread disagreement between the Auditor,
the Director of Finance, and the Administration regarding the
legality and fiscal integrity of the SLARS investments.

In response, the Legislature adopted Senate Concurrent
Resolution No. 18, S.D. 1, H.D. 1, which tasks your Committee
with:

(1) Overseeing the investigation of the Department of Budget
and Finance's handling of the State's investment in
student loan auction rate securities; and

(2) Assisting the independent attorney in charge of the
investigation by holding meetings and hearings as
requested, receiving all information from the
investigation, and submitting a final report to the
Legislature.

COMMITTEE MEMBERSHIP, PROCEEDINGS, AND WORK

Pursuant to Senate Concurrent Resolution No. 18, S.D. 1,
H.D. 1, your Committee comprised six members, including Senators
Donna Mercado Kim, Shan S. Tsutsui, and Sam Slom; and
Representatives Marcus R. Oshiro, James K. Tokioka, and Gene Ward.

Your Committee met in one hearing on Monday, October 11,
2010. At this hearing, your Committee laid the organizational and
procedural ground work for further hearings, including adopting
committee rules and designating Senator Donna Mercado Kim and
Representative Marcus R. Oshiro as the Committee's co-chairs.

Pursuant to your Committee's recommendation at the hearing
co-chairs Kim and Oshiro submitted a letter, dated October 12,
2010, to the Attorney General inquiring whether litigation
regarding the State's SLARS had been undertaken by the State, and,
if not, whether such litigation is reasonably likely.
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By letter also dated October 12, 2010, the Attorney General
informed your Committee that litigation had not been undertaken.
The Attorney General also stated that he had been engaged for some
months in settlement negotiations with Citigroup Inc., Citigroup
Global Markets Inc., and Citigroup Global Markets Holdings Inc.
concerning the settlement of claims that could be asserted by the
State. Additionally, the Attorney General informed your Committee
that it was his belief that "it is more likely than not that these
negotiations will result in a settlement (which will mean there
will be no litigation), there is no certainty that such a
settlement will occur, and I believe there is more than a
possibility that such settlement will not occur. I also believe
that if such a settlement does not occur, there will
unquestionably be litigation against CITI." Based on the
foregoing, the Attorney General concluded that litigation
regarding the State's SLARS is reasonably likely.

SETTLEMENT AGREEMENT BETWEEN THE STATE
AND CITIGROUP GLOBAL MARKETS, INC.

By letter dated November 23, 2010, the Attorney General
informed your Committee that a settlement agreement had been
reached that day between the State and Citigroup Global Markets,
Inc. (CGMI). A copy of the settlement agreement was provided to
your Committee and it is attached hereto.

According to the Attorney General's summarization of the
settlement agreement, the principal terms of the agreement are as
follows:

(1) In June 2015, the State will have the option to require
CGMI to purchase some or all of the State's remaining
auction rate securities portfolio at par value, as well
as to have CGMI make up the difference between the
liguidation price and par value on any of the State's
auction rate securities which have been previously
involuntarily liquidated below par value. This means
that the State's taxpayers will lose no principal on any
of the State's auction rate securities investments;

(2) Starting in July 2012, the State will have the ability
to obtain interim liquidity on its auction rate
securities portfolio of up to $150 million worth of the
securities, at market value, with the difference between
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that market value and par value to be paid by CGMI by
July 2015; and

(3) The State releases potential claims against CGMI and any
affiliated entities and individuals in connection with
the State's investments in auction rate securities, and
CGMI admits no wrongdoing.

In his media statement, attached to his November 23, 2010
letter, the Attorney General stated his belief that "this
settlement is in the best interests of the State, and provides
substantial value to the State. The State will essentially get
back what it paid for these securities, plus interest collected on
them. The alternative - lengthy, expensive litigation — would
have provided no certainty, and might, in the end, have been
unsuccessful. Bottom line—taxpayers will not lose out on the
principal value of these securities, and that is a good result for
Hawaii and its citizens."

FINDINGS AND RECOMMENDATIONS OF THE JOINT LEGISLATIVE
INVESTIGATING COMMITTEE

Your Joint Legislative Investigating Committee finds that the
State's investment in the auction rate securities was fiscally
imprudent, based on the Auditor's Report No. 10-03, which stated
in pertinent part:

Our examination revealed a lack of proper leadership and
accountability in the Department of Budget and Finance and
resulting deficiencies in its execution of statutorily
mandated fiscal responsibilities. We found that the
department is not efficiently and effectively managing the
State's $3.8 billion treasury. Its investment policy, which
is meant to delineate investment procedures and requirements,
has neither been formally updated since 1999, nor reviewed in
detail since 2002. Management of state cash and investments
is governed by the 1999 policy and general statutory guidance
and is carried out via informal, manual procedures that
increase risk and hamper efficiency. Neither the director of
finance nor the Financial Administration Division (FAD)
administrator has exercised proper oversight of investment
decisions and activities.
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As a result, the state treasury now holds approximately $1
billion of illiquid auction-rate securities (ARS). We found
that the department significantly increased ARS holdings to
more than $1 billion in FY2008, shortly before the ARS market
froze. Although the investment policy states that yield is
of secondary importance to safety and liquidity, we found the
department continued investing in ARS primarily based on
their high yields, which generally indicate greater risk.
However, the department did not perform a risk assessment or
cost-benefit analysis prior to purchase, nor did it obtain

and review the securities' offering documents that disclose
related risks.

Your Joint Legislative Investigating Committee recommends
that the State recover its principal investments from CGMI and
related entities. Additionally, your Committee has continuing
concerns over the management and supervision of state funds and
investments by the Department of Budget and Finance. Your
Committee recommends that the Legislature further review the

Department's management and supervision of the State's funds and
investments.

Respectfully submitted on
behalf of the members of the
Joint Legislative Investigating
Committee,

Qs et K o v S

DONNA MERCADO KIM, Co-Chair RCUS R. OSHIRO, Co-Chair
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THE SENATE : 18
TWENTY-FIFTH LEGISLATURE, 2010 S ] C ] R ] N O _ SD.1
STATE OF HAWAII " H.D.1

SENATE CONCURRENT
RESOLUTION

ESTABLISHING A JOINT LEGISLATIVE INVESTIGATING COMMITTEE TO
OVERSEE THE INVESTIGATION OF THE DEPARTMENT OF BUDGET AND
FINANCE'S HANDLING OF THE STATE'S INVESTMENT IN STUDENT
LOAN AUCTION RATE SECURITIES.

WHEREAS, the State of Hawaii is currently in the midst of
an economic recession, whereby every dollar in the State's
budget would help the State maintain essential services and
reduce its budget deficit; and

WHEREAS, the State previously purchased $1,100,000,000 in
student loan auction rate securities (SLARS) from Salomon Smith
Barney, representing nearly 25 percent of the State's total
investment in securities; and

WHEREAS, due to the financial collapse of the securities
market, the assets have been frozen and the State is unable to
utilize the $1,100,000,000 in SLARS; and

WHEREAS, six months ago, the Auditor required the State to
revalue the SLARS at $114,000,000 less than the amount that the
State actually paid, and other subsequent revaluations of the
SLARS have estimated the loss at $254,000,000; and

WHEREAS, it has been asserted by the Auditor that a portion
of the SLARS was purchased in violation of state laws that
specify the maximum period of maturity and the minimum financial
rating that state investment purchases must have; and

WHEREAS, a secondary market reportedly exists for the State
tc sell the SLARS at a discount; and
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WHEREAS, the Auditor issued a report citing several
inadequacies, failures in oversight, and legal violations in the
purchase of SLARS by Department of Budget and Finance (B&F)
officials; and

WHEREAS, there has been widespread disagreement between the
Auditor, the Director of Finance, and the Administration
regarding the legality and fiscal integrity of the SLARS
investments; and

WHEREAS, a joint legislative investigating committee would
help to provide answers to questions surrounding the SLARS
investments and help to clear the record between the Auditor's
assertions and B&F's legal obligations; and

WHEREAS,' section 21-3, Hawaii Revised Statutes (HRS),
authorizes the establishment of a legislative investigating
committee by resolution, and Rule 14 (3} of the Rules of the
Senate and Rule 14 of the Rules of the House of Representatlves
allow for the establishment of special committees; now,
therefore,

BE IT RESOLVED by the Senate of the Twenty-fifth
Legislature of the State of Hawaii, Regular Session of 2010, the
House of Representatives concurring, that:

(1) The Legislature hereby jointly establishes a joint
legislative investigating committee (investigating
committee) pursuant to chapter 21, HRS, to oversee the
investigation of B&F's handling of the State's
investment in student loan auction rate securities;

(2) The purpose and the duties of the investigating
committee and the subject matter and scope of its
investigatory authority shall be to assist the
independent attorney in charge of the investigation by
holding meetings and hearings as requested, receiving
all information from the investigation, and submitting
a final report to the Legislature;

{3) The investigating committee shall have every power and
function allowed to an investigating committee under
the law, including without limitation the power to:

SCR18 HD1 HMS 2010-3258
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(4)

CR18

T

(A)

(B)

()

(D)

(E)

(F)

(G)

(H)

The
memb

S.C.R. NO. s

H.D. 1

Adopt rules for the conduct of its proceedings;

Issue subpoenas requiring the attendance and
testimony of witnesses and subpoenas duces tecum
requiring the production of books, documents,
records, papers, or other evidence in any matter
pending before the investigating committee;

Hold hearings appropriate for the performance of
its duties, at such times and places as the
committee determines;

Administer ocaths and affirmations to witnesses at
hearings of the investigating committee;

Report or certify instances of contempt as
provided in section 21-14, HRS;

Determine the means by which a record shall be
made of its proceedings in which testimony oxr
other evidence is demanded or adduced;

Provide for the submission, by a witness's own
counsel and counsel for another individual or
entity about whom the witness has devoted
substantial or important portions of the
witness's testimony, of written questions to be
asked of the witness by the chair; and

Exercise all other powers specified under chapter
21, HRS, with respect to an investigating
committee;

investigating committee shall consist of six
ers, composed of one budget chair from the Senate,

one budget chair from the House of Representatives,
one majority member from the Senate who shall be

appo
from
appo
Repr
who

inted by the Senate President, one majority member
the House of Representatives who shall be

inted by the Speaker of the House of

esentatives, one minority member from the Senate
shall be appointed by the Senate President, and

one minority member from the House of Representatives
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R
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who shall be appointed by the Speaker of the House of
Representatives; and

{5) Prior to issuing any subpoena for the testimony of any
witness, or to calling any witness, the investigating
committee shall determine whether litigation regarding
the State's SLARS has been undertaken by the State,
and, if not, shall inquire in writing of the Attorney
General whether such litigation is reasonably likely;
and if such litigation has been undertaken or if the
Attorney General indicates it is reasonably likely, no
such subpoena shall issue and no witness examined
prior to the investigating committee receiving the
written view of the Attorney General as to whether
examination of such witness could materially harm the
State's interests in such litigation; and if the
written view of the Attorney General is in the
affirmative, no subpoena shall issue and no
examination of such witness shall take place absent
the affirmative vote of four members of the
investigating committee to issue such subpoena and
conduct such examination;

and

BE IT FURTHER RESOLVED that the Senate President and the
Speaker of the House of Representatives, from time to time, may
refer to the investigating committee specific matters that are
within the scope of the investigating committee's jurisdiction,
and that the investigating committee shall work in cooperation
with the President and the Speaker for the purposes stated in
this Concurrent Resolution; and

BE IT FURTHER RESOLVED that the investigating committee
shall submit its findings and recommendations to the Legislature
no later than 20 days prior to the convening of the Regular
Session of 2011 and shall dissolve upon submission of its
report; and

BE IT FURTHER RESOLVED that certified copies of this
Concurrent Resolution be transmitted to the Governor, President
of the Senate, Speaker of the House of Representatives, Director
of Finance, Attorney General, and the Auditor.
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OBffice of the JPresident
The Senate

State of Hatuaii
State Qapital

Honolulu, Hataii August 16, 2010

gpg13

The Honorable Calvin K.Y. Say
Speaker of the House

State Capitol, Rm. 431
Honolulu, Hl 96813

Dear Speaker Say:
Pursuant to S.C.R. No. 18, 5.D. 1, H.D. 1, adopted by the 2010 Legislature, | hereby appoint the

following Senate members to the joint legislative investigating committee to oversee the
investigation of B&F's handling of the State's investment in student loan auction rate securities:

Senator Donna Mercado Kim, budget chair
Senator Shan Tsutsui, majority member

Senator Sam Slom, minority member

Thank you for your attention to this matter.

Sincerely, /
I .

U —4

Colleen Hangbusa
Senate Presjdent

& Senator Donna Mercado Kim
Senator Shan Tsutsui
Senator Sam Slom
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CALVIN K.Y. SAY .
SPEAKER HOUSE OF REPRESENTATIVES

STATE OF HAWAIL
STATE CAPITOL
HONOLULU, HAWAIL 96813

June 25, 2010

MEMORANDUM

TO: Representative Marcus R. Oshiro
Representative James Kunane Tokioka
Representative Gene Ward

FROM: Speaker Calvin K.Y. Say L“P\

RE: SCR 18 SD1 HD1 INVESTIGATIVE COMMITTEE

Please be advised that 1 am appointing you to the joint legislative investigative committee
established by Senate Concurrent Resolution No. 18, Senate Draft 1, House Draft 1. The
purpose of this investigative committee is to oversee the Department of Budget & Finance's
handling of the State's investment in student loan auction rate securities.

[ am certain that you will provide meaningful contributions to the committee's work. 1f you have

any questions, please do not hesitate to contact Brian Takeshita of my staff. Thank you very
much.

cc: Senate President Colleen Hanabusa
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Letter dated October 12, 2010,
to Attorney General Mark Bennett
from Co-Chairs Kim and Oshiro

Re: Student Loan Auction Rate Securities;
Legal Actions



The Legislature

STATE CAPITOL
HONOLULU, HAWAII 986813

October 12, 2010

Mr. Mark J. Bennett
Attorney General

Hale Auhau

425 Queen Street
Honolulu, Hawaii 96813

Dear Mr. Bennett:

Re: Student Loan Auction Rate Securities; Legal Actions

As you are aware, Senate Concurrent Resolution No. 18, S.D. 1, H.D. 1 (2010) (the
Resolution) established a joint legislative investigating committee (investigating
committee) pursuant to chapter 21, Hawaii Revised Statutes (HRS), to oversee the
investigation of the Department of Budget and Finance's (B&F) handling of the State's
investment in student loan auction rate securities (SLARS). The purpose of the
mvestlgatmg committee is to oversee the investigation of the handling of the State's
investment in the SLARS, and to assist the independent attorney in charge of the
investigation by holding meetings and hearings as requested, among other things. The
Resolution requires the investigating committee to ascertain whether your office is
|nvest|gat|ng issues and claims relating to the States investment in SLARS and if
litigation is reasonably likely.

Accordingly, this letter represents the investigating committee's official inquiry to you
pursuant to the Resolution regarding whether litigation regarding the State's SLARS has
been undertaken by the State. If not, is such litigation by your office reasonably likely?
Additionally, if litigation has been commenced or is reasonably likely, please provide a
list of all persons or parties against whom litigation has been or likely will be initiated,
specifically including but not limited to any employee or officer of, or person or entity
affiliated with, B&F.

We appreciate your prompt response to this matter.

Sincerely,

onna Mercado Kim Marcus R. Oshiro
Co-Chair, Investigating Committee Co-Chair, Investigating Committee
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Letter dated October 12, 2010,
to Co-Chairs Kim and Oshiro
from Attorney General Mark Bennett

Re: Student Loan Auction Rate Securities;
Legal Actions



MARK J. BENNETT

LINDA LINGLE
ATTORNEY GENERAL

GOVERNOR

STATE OF HAWAI e AT

DEPARTMENT OF THE ATTORNEY GENERAL
425 QUEEN STREET *
HonoruLu, Hawai 86813
(808) 588-1500

October 12, 2010

The Honorable Donna Mercado Kim
Co-Chair, Investigating Committee
State Capitol, Room 210

415 S. Beretania Street

Honolulu, Hawaili 96813

The Honorable Marcus R. Oshiro
Co-Chair, Investigating Committee
State Capitol, Room 306

415 S. Beretania Street

Honolulu, Hawaii 96813

Dear Co-Chairs Kim and Oshiro:

I am in receipt of your letter dated October 12, 2010
and respond as set out below.

You first ask whether "litigation regarding the
State's SLARS [student auction rate securities] has been
undertaken by the State." The answer is "No."

You then ask: "If not, is such litigation by your
office reasonably likely?" The term "reasonably likely" is not
defined in your letter or in Senate Concurrent Resolution No.
18, s8.D. 1, H.D. 1 (2010) and can have different meanings in
different contexts. I believe an appropriate (and often used)
definition is the SEC's in connection with Section 307 of the
Sarbanes-Oxley Act of 2002. In that context, the SEC has stated
that "reasonably likely" means "more than a mere possibility,
but it need not be 'more likely than not.'" SEC Final Rule:
Implementation of Standards of Professional Conduct for
Attorneys, 17 CFR Part 205 (Release Nos. 33-8185; 34-47276; IC-
25919; File No. S7-45-02), text accompanying note 50. See also,
Boyden v. California, 494 U.S. 370, 380 (1990) ("reasonable
likelihood" does not require a showing of "more likely than not"
but does require a showing of more than "only a possibility").




The Honorable Donna Mercado Kim
Co-Chair, Investigating Committee
The Honorable Marcus R. Oshiro
Co-Chair, Investigating Committee
October 12, 2010

Page 2

This is the definition I will employ in responding to your
guestion.

I have been engaged for some months in settlement
negotiations with Citigroup Inc., Citigroup Global Markets Inc.,
and Citigroup Global Markets Holdings Inc. {(including regarding
persons and entities for whose actions these three entities
would or could be legally responsible) (collectively "CITI").
These discussions. concern settlement of claims that could be
asserted by the State regarding the State's SLARS. While it is
my belief that it is more likely than not that these
negotiations will result in a settlement (which will mean there
will be no litigation), there is no certainty that such a
settlement will occur, and I believe there is more than a
possibility that such settlement will not occur. I also believe
that if such a settlement does not occur, there will
unquestionably be litigation against CITI. Thus, based on the
definition of "reascnably likely" discussed above, I believe
litigation regarding the State's SLARS is reasonably likely, and
thus respond to your guestion in the affirmative.

The persons or parties against whom litigation would
likely be initiated if there is no settlement with CITI, would
be CITI, that is, some or all of the three entities specifically
listed above, including based upon the conduct of persons and
entities for whose actions those three entities would or could
be legally responsible.?

Please write me if you have further questions.
Very truly yours,

Eon

Mark J. nnett
Attorney General

! It is possible, but not likely, that there could be other
defendants in SLARS litigation initiated by my office.
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Co-Chair, Investigating Committee
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Co-Chair, Investigating Committee
October 12, 2010
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cCc: Senator Shan S. Tsutsui
Senator Sam Slom
Representative James K. Tokioka
Representative Gene Ward
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from Attorney General Mark Bennett

Re: Settlement Agreement; News Release



MARK J. BENNETT

LINDA LINGLE
ATTORNEY GENERAL

GOVERNOR

RUSSELL A. SUZUKI
STATE OF HAWAIl FIRST DEPUTY ATTORNEY GENERAL
DEPARTMENT OF THE ATTORNEY GENERAL
: 425 QUEEN STREET
HonotuLu, Hawain 96813
(808) 586-1500

November 23 2010

The Honorable Donna Mercado Kim
Co-Chair Investigative Committee
State Capitol, Room .210

415 S. Beretania Street
Honolulu, Hawaii 96813

The Honorable Marcus R. Oshiro
Co-Chair Investigative Committee
State Capitol, Room 306

415 S. Beretania Street
Honolulu, Hawaii 96813

Dear Co-Chairs Kim and Oshiro,

Enclosed is a copy of the Settlement Agreement the
State today signed with Citigroup Global Markets, Inc (CGMI),
the Guarantee of CGMI's obligations by its parent Citigroup,
Inc., and the media statement I issued today regarding the
Agreement. '

Very truly yours,

Attorney General
Enclosure

cc: Senator Shan Tsutsuil
Senator Sam Slom
Representative James Tokioka
Representative Gene Ward



DEPARTMENT OF THE ATTORNEY GENERAL

News Release

LINDA LINGLE
GOVERNOR
Mark J. Bennett, Attorney General
Phone: (808) 586-1500
Fax: (808) 586-1239
For immediate release: November 23, 2010 News Release 2010-26

STATE OF HAWAII AND CITIGROUP GLOBAL MARKETS, INC. REACH RESOLUTION
CONCERNING STATE’S PURCHASE OF AUCTION RATE SECURITIES

HONOLULU - Hawaii Attorney General Mark Bennett and Citigroup Global Markets Inc.
(Citi) announced today that the State of Hawaii and Citi have reached a resolution
concerning the State’s purchase of auction rate securities.

The State currently owns approximately $869 million in such securities, which were the
subject of auction failures beginning in 2008. The State is currently earning interest on
these securities, but the market value of the State's portfolio has significantly
decreased. The State has already liquidated approximately $200 million worth of
securities at par value since February 2008.

The attached agreement (which the State and Citi have been negotiating for several
months since developing basic deal parameters in July), principally provides:

1) In June 2015, the State will have the option to require Citi to purchase some or all of
the State's remaining auction rate securities portfolio at par as well as to have Citi make
up the difference between liquidation price and par on any of the State's auction rate
securities which have been previously involuntarily liquidated below par, which means
the State's taxpayers will lose no principal on any of the State's auction rate securities
investments.

2) Starting in July 2012, the State will have the ability to obtain interim liquidity on its
auction rate securities portfolio of up to $150 million worth of the securities, at market
value, with the difference between that market value and par paid by Citi in July 2015.

3) The State has released potential claims against Citi and any affiliated entities or

individuals in connection with its investments in auction rate securities, and Citi admits
no wrongdoing.

399544_1.D00C (more)



News Release 2010-26

State of Hawaii and Citigroup Global Markets, Inc. Reach Resolution
Concerning State’s Purchase of Auction Rate Securities

Page 2 of 2

Attorney General Bennett stated: “These negotiations have been complex and difficult,
but from the beginning the State and Citi worked hard to find a resolution. | believe this
settlement is in the best interests of the State, and provides substantial value to the
State. The State will essentially get back what it paid for these securities, plus interest
collected on them. The alternative—lengthy, expensive litigation—would have provided
no certainty, and might, in the end, have been unsuccessful. Bottom line—taxpayers
will not lose out on the principal value of these securities, and that is a good resuilt for
Hawaii and its citizens. | would like to commend Citi for this agreement, for the way it
has approached this matter, and for its good faith efforts to resolve this issue.”

Georgina Kawamura, Director of the Hawaii Department of Budget and Finance stated:
“I believe this agreement makes sense for Hawaii. Our goal in these negotiations has
been to assure that our taxpayers will not receive less than par on these investments,
and this agreement provides for that.”

“We're pleased to provide this liquidity solution to the State,” said Alexander
Samuelson, Director, Citi Public Affairs. "We value our relationship with the State of
Hawaii and thank Attorney General Bennett for his dedication during the past several
months of negotiations to finding a solution.”

H#H

For more information, contact:

Bridget Holthus

Special Assistant

(808) 586-1284
bridget.holthus@hawaii.gov
www.hawaii.gov/ag

399544_1.00C
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SETTLEMENT AGREEMENT

This Settlement Agreement (“Agreement”) is dated as of November 23, 2010 and is by and
between THE STATE OF HAWAII (the “State”) and CITIGROUP GLOBAL MARKETS
INC., who hereby agree as follows:

The State currently owns the positions in auction-rate securities listed in Exhibit A hereto in
Morgan Stanley Smith Barney (“MSSB”’) Account No. 512-40249, carried by CGMI as clearing
broker for MSSB (the “State’s Account™) (each, a “Position” and collectively, the “Positions™,
with the respective Initial Qutstanding Principal Amount and Initial Unpaid Principal Balance set
forth in Exhibit A), in the Aggregate Principal Amount listed in Exhibit A, which Aggregate
Principal Amount as of November 22, 2010 is equal to $868,876,315.

As used throughout this Agreement, the terms Position or Positions also include portions of a
Position or Positions.

1. Option to Sell Positions and Receive Payment for Discharged Positions

(a) Beginning on June 1, 2015 and extending through and including June 30, 2015 (the “Sell
Period™), the State shall have the option, exercisable on no more than one occasion, (“Sell
Option™) to require CGMI to purchase for cash any or all of the Positions remaining in
the State’s Settlement Account as of June 30, 2015. Additionally, CGMI shall make a
payment as described below to the State in respect of all of the Discharged Positions.
The aggregate payment amount due to the State (i) upon exercise of the Sell Option
pursuant to this Section 1(a) and (ii) with respect to the Discharged Positions shall equal
the Aggregate Purchase Price. To exercise its Sell Option and exercise its right to require
CGMTI’s payment with respect to the Discharged Positions, the State shall deliver a notice
to CGM], in the manner specified in Section 12, during the Sell Period, specifying both
the Positions it requires CGMI to purchase and the Discharged Positions for which it
requires CGMI to make a payment hereunder (“Sell/Discharged Positions Notice”). The
Sell/Discharged Positions Notice shall be in substantially the form attached hereto as
Exhibit B and shall be executed on behalf of the State by an Authorized Signatory. The
State may amend a delivered Sell/Discharged Positions Notice to correct what the State
in its discretion believes to be errors or omissions by delivery of an amended
Sell/Discharged Positions Notice to CGMI in the manner specified in Section 12 on or
prior to June 30, 2015, which amended Sell/Discharged Positions Notice shall be in
substantially the form attached hereto as Exhibit B and executed on behalf of the State by
an Authorized Signatory. Settlement of such purchase and the payment of the Aggregate
Purchase Price in full shall take place within ten (10) Business Days after June 30, 2015.
CGMI shall not in any way be relieved of its obligation to make timely payment under
this Section 1(a) because of defects, errors, or omissions in the form of any
Sell/Discharged Positions Notice or amended Sell/Discharged Positions Notice that do
not limit or modify in any substantive respect the representations contained in Exhibit B.

®) Settlement of the transaction described in Section 1(a) will take place by CGMI’s
crediting all of the amounts owed thereon in the amount of the Aggregate Purchase Price
to the State’s Settlement Account wherever located at the time of payment, or to another
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account according to commercially reasonable delivery-versus-payment instructions in a
Notice by the State to CGM], and simultaneously debiting the purchased Positions from
the State’s Settlement Account (or in such other manner as is agreed between the parties).
If pursuant to Section 5 the Positions are no longer in a CGMI-affiliated account, the
State shall instruct the custodian or intermediary holding the Positions to deliver the
Positions to or at the direction of CGMI in a commercially reasonable manner as directed
by CGMI, and CGMI shall transfer or wire the funds to the State in a commercially
reasonable manner as directed by the State. If the relevant Sell/Discharged Positions
Notice, Acceleration Notice or Call Notice specifies any Discharged Positions, the State
shall take such reasonable measures as are requested by CGMI in order to assign to
CGMI any Residual Rights with respect to the Discharged Positions, but no dispute over
such assignment shall in any way relieve CGMI of the obligation to make the payment
specified in Section 1(a) by the date specified in Section 1(a) in the manner specified in
this Section 1(b).

(c)  Any and all obligations of CGMI to purchase Positions or make any payment with
respect to Discharged Positions under this Agreement shall be automatically extinguished
if, upon the conclusion of the Sell Period, the State has not delivered, in the manner
specified under Section 12, a Sell/Discharged Positions Notice (as described in Section
1(a)). For the avoidance of doubt, and subject to the provisions of Section 5(¢), CGMI
shall have no obligation to purchase or make payment with respect to any Position that
has not remained, or been deemed pursuant to Section 5 to have remained, continuously
in the State’s Settlement Account (whether such Settlement Account is at a CGMI-
affiliated entity or not) from the date of this Agreement through the date of delivery of
the State’s Sell/Discharged Positions Notice, Prepayment Notice or Acceleration Notice,
as applicable (it being understood that no part of the Sell Option, or the State’s right to
require CGMI to make any payment pursuant to Section 2 or Section 3, with respect to a
Discharged Position shall be extinguished just by the fact that such Position has been
fully discharged or cancelled and therefore is not actually held in the State’s Settlement
Account, if that fact is due to the cancellation or full discharge of such Position pursuant
to an Involuntary Discharge Event and there remains an Unpaid Principal Balance with
respect thereto).

(d  Without limiting the generality of Section 13, the rights of the State to require CGMI to
purchase Positions or make payments in respect thereof pursuant to Sections 1, 2 or 3
may not be assigned, pledged, sold or otherwise transferred without the prior written
consent of CGMI.

(¢)  The parties agree that the Initial Outstanding Principal Amount and the Initial Unpaid
Principal Balance with respect to each of the Positions set forth in Exhibit A as of
November 22, 2010 is the value set forth in Exhibit A opposite such Position under the
column labeled either “Initial Qutstanding Principal Amount” or “Initial Unpaid Principal
Balance”, as applicable. The parties intend that the Initial Outstanding Principal Amount
correspond to the amount of the outstanding principal in respect of such Position as of
November 22, 2010 without giving effect to any Involuntary Discharge Event that has
occurred during the period from July 1, 2010 to and including the date of execution and
delivery of this Agreement. If, after the execution and delivery of this agreement, the
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parties discover that the Initial Outstanding Principal Amount set forth in Exhibit A for
any Position does not correspond to such amount, the parties shall cooperate in good faith
to amend Exhibit A in order to conform to the intention of the parties set forth in the
preceding sentence. .

The parties agree that payment of principal has been made only in part with respect to the
Positions listed on Exhibit A as NextStudent Ed Loan Fund Fp 06A-1 (Cusip#
65337MAAG6), NextStudent Ed Loan Fund Fp 06A-2 (Cusip# 65337MAB4) and
NextStudent Ed Loan Fund Fp 06A-4 (Cusip# 65337MADO), and that the Unpaid
Principal Balance with respect to such Positions set forth in Exhibit A remains
outstanding, notwithstanding the fact that the holders of such Positions have been
cautioned by the indenture trustee not to assume that any funds will become available to
pay debt service on the Positions. Accordingly, if the Aggregate Purchase Price with
respect to such Positions were calculated as of the date of execution of this Agreement
and were payable on such date, the payment amount that the State would be entitled to
receive in respect of each such Position would be the Initial Unpaid Principal Balance
thereof, as set forth in Exhibit A.

Interim Prepayments

Commencing on July 1, 2012 and thereafter through May 1, 2015, the State, by giving notice to
CGMI in accordance with Section 12 in substantially the form attached hereto as Exhibit C
executed on behalf of the State by an Authorized Signatory (a “Prepayment Notice”), may
require CGMI to purchase Positions from the State’s Settlement Account sufficient to realize a
cash purchase price (excluding Accrued Unpaid Interest) not less than, and approximately equal
to, the cash amount specified in such Prepayment Notice, subject to the following terms and
conditions:

(a)

®

©

@

the maximum cash amount that may be specified in any Prepayment Notice shall be such
that the sum of (A) such cash amount, plus (B) the aggregate of the cash amounts paid to
the State pursuant to any and all prior Prepayment Notices, shall not exceed $150
million;

the cash amount specified in each Prepayment Notice shall not be less than the lesser of
(A) $25 million and (B) the remaining maximum cash amount that may be specified in
accordance with clause (a);

the State may deliver no more than four Prepayment Notices and no more than two
Prepayment Notices in any twelve calendar months;

solely for the purposes of this Section 2, the purchase price for any Position (or portion
thereof) (“Prepayment Price”) shall be the value thereof as determined in good faith by
CGMI as of the last Business Day prior to the date CGMI received the Prepayment
Notice, which value shall be no less than the fair value CGMI is then using for the same
auction rate security for corporate public reporting purposes for its own holdings (or, if
the same security is not held by CGMI at that time, the fair value CGMI would apply to
such security if it did hold it, based on the same valuation methodology used by CGMI
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for its own holdings). Within five (5) Business Days of delivery of a Prepayment Notice,
CGMI shall deliver to the State in the manner prescribed in Section 12, a list setting forth
the Prepayment Price for each of the Positions with an Unpaid Principal Balance greater
than zero (but not including any Discharged Positions or, for the avoidance of doubt, any
Excluded Positions). CGMI shall accompany the list with its certification that such
Prepayment Prices have been determined in good faith in accordance with this
Section 2(d). CGMI’s determination of the Prepayment Price shall be final for the
purposes of the respective Prepayment Notice;

at the same time CGMI delivers the list described in Section 2(d), CGMI shall also
deliver to the State in writing in the manner prescribed in Section 12, a separate list of
Positions whose aggregate value according to the list described in Section 2(d) is
approximately equal to half of the amount specified in the Prepayment Notice;

within five (5) Business Days of receiving such lists, the State shall either withdraw the
Prepayment Notice (and if it does so, such withdrawn Prepayment Notice shall not count
against the State’s aggregate limit of four Prepayment Notices but shall count against the
State’s limit of no more than two Prepayment Notices in any twelve-month period), or
deliver to CGMI in writing in the manner prescribed in Section 12, a list of Positions (or
portions thereof) not included in the list described in Section 2(e) and whose aggregate
value according to the list described in Section 2(d) is approximately equal to half of the
amount specified in the Prepayment Notice;

the Positions listed by CGMI and the State in their respective lists shall be the Positions
that CGMI shall purchase from the State pursuant to the Prepayment Notice (each, a
“Pre-Purchased Position™) for an aggregate purchase price (the “Aggregate Prepayment
Price”) equal to the sum of all such Pre-Purchased Positions at the Prepayment Prices
ascribed to them according to the list described in Section 2(d), plus all Accrued Unpaid
Interest thereon; provided that if such sum (exclusive of Accrued Unpaid Interest) would
be greater than the cash amount specified in the Prepayment Notice, then CGMI and the
State shall consult in good faith and adjust their respective lists so as to eliminate such
excess;

settlement of such purchase shall take place in the manner described in Section 1(b)
within five (5) Business Days of the date of delivery of the list described in Section 2(f);

the Positions (or portions thereof) purchased pursuant to this Section2 (each, a
“Pre-Purchased Position”) shall no longer constitute part of the Positions for purposes of
Sections 1, 2 (other than clause (j) thereof), 3, 4, or 5 of this Agreement and, accordingly,
no payment shall be due to the State under Section 1 or Section 3 with respect to any
Position (or portion thereof) purchased by CGMI pursuant to this Section 2, except that if
a Pre-Purchased Position is a portion (that is, amounting to less than 100%) of a Position,
then for the portion of such Position remaining in the State’s Settlement Account, the
Unpaid Principal Balance as of such purchase date for each such Position will be deemed
upon such settlement to be reduced pro rata based upon the percentage of such Position
Pre-Purchased to reflect the purchase of the Pre-Purchased Position, it being understood
that CGMI will still be responsible to pay the State any such (reduced) Unpaid Principal
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Balance for each such remaining Position as part of the Aggregate Purchase Price to the
extent provided in Sections 1, 3 and/or 4. By way of illustration, if a Position, as a
whole, has an Unpaid Principal Balance of $100, and a Pre-Payment Price of $80, and
one-half of the Position is subject to a Prepayment Notice, and thus purchased from the
State by CGMI for $40, the Unpaid Principal Balance for the Position remaining in the
State’s Settlement Account will be $50 (and as set forth in Section 2(j) below, CGMI
will have an obligation to later pay the State $10 with.regard to the Pre-Purchased
Position); and

f)) At the same time and in the same manner as CGMI makes payment to the State of the
Aggregate Purchase Price pursuant to Section 1 or Section 3, as the case may be, (or if
the State delivers no Sell/Discharged Positions Notice and no Acceleration Notice, within
ten (10) Business Days after June 30, 2015), CGMI shall pay the State, for each
Pre-Purchased Position, the difference between (A) the Unpaid Principal Balance of such
Pre-Purchased Position as of the date of its purchase pursuant to this Section 2 and (B)
the amount paid by CGMI pursuant to this Section 2 for such Pre-Purchased Position (for
which difference, until paid in full, CGMI shall continue to be liable to the State for
payment). By why of illustration, if as of the relevant purchase date, the Unpaid Principal
Balance of a Pre-Purchased Position was $100, and the amount paid by CGMI to the
State for such Pre-Purchased Position was $80, the remaining payment for such
Pre-Purchased Position, payable by CGMI to the State at the same time as the Aggregate
Purchase Price, would be $20.

3. Acceleration of Sell Option

If (i) at any time the long term unsecured, unsubordinated debt rating of Citigroup Inc. shall be
BB+ or lower by Standard & Poor’s Rating Group, a division of McGraw Hill Inc. (or any
successor) (“S&P”) or Bal or lower by Moody’s Investors Service, Inc. (or any successor)
(“Moody’s”) (it being understood that in the event of split rating classification, the rating for the
purpose of this Section 3 shall be based on the lower rating), or all outstanding long-term
unsecured, unsubordinated debt securities of Citigroup Inc. shall fail or cease to be rated by
either S&P or Moody’s (or the successor to either) unless such failure is due to the fact that S&P
and Moody’s (or their respective successors, as applicable) are no longer in the business of
issuing ratings (in which case the Parties shall work in good faith to amend this Agreement to
substitute the ratings of a Nationally Recognized Statistical Rating Organization that is then
rating the debt of Citigroup Inc.) or (ii) an Insolvency Event has occurred with respect to
Citigroup Inc. or CGMI or (iii) CGMI ceases to exist (whether through merger or otherwise) and
at such time no successor to CGMI shall have been substituted for CGMI in accordance with
Section 13, then the State, by giving notice to CGMI in accordance with Section 12 in
substantially the form attached hereto as Exhibit D executed on behalf of the State by an
Authorized Signatory (an “Acceleration Notice”), may require CGMI to (1) purchase any or all
of the Positions remaining in the State’s Settlement Account, (2) pay to the State any Unpaid
Principal Balances for Discharged Positions and (3) pay to the State all amounts due from
CGMI pursuant to Section 2(j) above in respect of any Pre-Purchased Positions, subject to the
following terms and conditions: '
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)] the aggregate payment amount due to the State pursuant to this Section 3 shall be
the Aggregate Purchase Price (it being understood that all amounts due from
CGMI pursuant to Section 2(j) above in respect of any Pre-Purchased Positions
shall be payable by CGMI at the same time and in the same manner as CGMI
makes payment to the State of the Aggregate Purchase Price pursuant to this
Section 3, as provided in such Section 2(j));

(i) payment in full of such purchase by CGMI to the State and delivery of the
relevant Positions by the State to CGMI shall take place in the manner specified
in Section 1(b) within five (5) Business Days of the date the State delivers, in the
manner specified under Section 12, its Acceleration Notice to CGMI; and

(iii)  upon such full payment of the amount specified in clause (i) above and delivery of
the relevant Positions, neither the State nor CGMI shall have any further rights or
obligations under Sections 1, 2, 3, 4, or 5.

Certain Rights of CGMI: Pending Notices

At all times following the execution of this Agreement and through and including
June 30, 2015, at 4 p.m. Eastern Daylight Time, CGMI shall have the right to require, on
one or more occasions from time to time, subject only to the express provisions of this
Agreement, that the State sell to CGMI all or any portion of any Position or Positions at a
purchase price equal to the Unpaid Principal Balance (or pro rata portion thereof, in the
case of a purchase of less than all of a Position) as of the date of purchase pursuant to this
Section 4, plus Accrued Unpaid Interest thereon. CGMI shall notify the State of such
request (such notice, a “Call Notice”) in the manner specified under Section 12 no later
than the fifth (5th) Business Day prior to the proposed trade date of such sale. Settlement
of such sale shall take place in the manner specified in Section 1(b) within the customary
settlement timeframe for the relevant Position or Positions (it being understood, for the
avoidance of doubt, that no such purchase will relieve CGMI of any existing obligation to
later make payment to the State pursuant to Section 2(j) with respect to any portion of
such Position previously or subsequently purchased by CGMI pursuant to Section 2). For
the avoidance of doubt, the State’s settlement obligation with respect to any Residual
Rights with regard to any Discharged Positions specified in a Call Notice shall be as set
out in Section 1(b).

Notwithstanding the foregoing, if the State notifies CGMI, in the manner specified under
Section 12 and in substantially the form attached hereto as Exhibit E executed on behalf
of the State by an Authorized Signatory (such notice, an “Exclusion Notice™), prior to the
close of trading on the Business Day immediately preceding such proposed trade date
that it does not wish to sell the Position or Positions (or any portion thereof) that were the
subject of CGMI’s notice (the Position or Positions (or portions thereof) specified in such
notice from the State, together with any Positions (or portions thereof) designated by
CGMI pursuant to the immediately following sentence, the “Excluded Positions™), then
the State shall not be required to sell the Excluded Positions to CGMI. Additionally, if
the State does not make timely delivery of any Positions (or-portions thereof) specified in
a Call Notice (other than Positions the custody of which is then maintained at CGMI or at
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any person or entity designated by CGMI to carry and clear the State’s Settlement
Account pursuant to Section 5(b)), then CGMI may elect, in its sole discretion, to
designate any such positions as “Excluded Positions”. Should any Positions (or portions
thereof) become Excluded Positions, the State’s right to require CGMI to purchase or
make a payment in respect of such Excluded Positions during the Sell Period pursuant to
Section 1 or pursuant to a Prepayment Notice as provided in Section 2 or an Acceleration
Notice as provided in Section 3, and CGMTI’s future rights to require the State to sell such
Excluded Positions pursuant to this Section 4, shall be simultaneously extinguished and
such Excluded Positions shall no longer constitute part of the Positions for purposes of
Sections 1, 2, 3, 4 or 5, it being agreed, however, that CGMI shall not be relieved of any
obligation to pay any amounts due pursuant to Section 2(j) above in respect of any
Pre-Purchased Position.

If a Sell/Discharged Positions Notice, Prepayment Notice, Acceleration Notice or Call
Notice (each, a “Notice”) is Pending at the time when a second Notice is delivered and
the same Position is specified in both Notices, then settlement of the amount of such
Position specified in the Notice for which the associated settlement date is the earlier
settlement date shall take place on such earlier settlement date and the other Pending
Notice shall be deemed amended to the extent necessary to remove such earlier-settled
portion of such Position from the parties’ settlement obligation under such other,
later-settling Pending Notice.

Account Obligations

As a condition to CGMI’s obligations under this Agreement, at all times through and
including June 30, 2015, the State shall: (i) maintain a securities customer account
carried and cleared at CGMI (or any successor, permitted assign or institution other than
CGMI pursuant to Sections 5(b), 5(c), and 5(¢) below) (“State’s Settlement Account™),
which may be the State’s Account so long as it continues to be carried and cleared at
CGMI and (ii) maintain in the State’s Settlement Account custody of all Positions (or
portions thereof) that remain outstanding. The State shall also use its best efforts to keep
the State’s Settlement Account and the Positions held therein free and clear of any
material liens, charges or encumbrances, except as might exist for the benefit of CGMI or
for the benefit of any person or entity designated by CGMI to carry and clear the State’s
Settlement Account pursuant to Section 5(b), but failure of the State to do so shall neither
excuse CGMI from performing any of its obligations under this Agreement, nor excuse
the State from making all representations and warranties that are prerequisites to CGMI
purchasing any Positions from the State;

CGMI shall have the right to designate a different account carried and cleared at CGMI
as the State’s Settlement Account or to transfer the State’s Settlement Account to an
Eligible Financial Institution that is either (i) Citigroup Inc. or an affiliate of Citigroup
Inc. or (ii) an institution engaged by CGMI to carry and clear accounts for CGMI’s
customers, but only if such new account provides the State with substantially equivalent
rights, benefits, and legal protections for the State with respect to the Positions as
currently exist with respect to the State’s Account , and without additional cost to the
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State (subject only to changes, if any, mandated by compliaice with legal and regulatory
obligations);

If CGMI (i) voluntarily or involuntarily terminates the State’s Settlement Account, or
gives notice of its intent to do so, or (ii) transfers the State’s Settlement Account
otherwise than in accordance with Section 5(b), and in case of any transfer, fails to make
available to the State another account that meets the requirements of Section 5(b) by
providing the State with substantially equivalent rights, benefits, and legal protections for
the State with respect to the Positions as currently exist with respect to the State’s
Account , and without additional cost to the State (subject only to changes, if any,
mandated by compliance with legal and regulatory obligations), then the State may
designate a securities custody account at an Eligible Financial Institution of the State’s
choice to serve as the State’s Settlement Account for purposes of this Agreement,
whereupon the State shall promptly transfer all Positions to that account (which will
become, for all purposes, the State’s Settlement Account), and the parties shall negotiate
in good faith to put in place arrangements at no additional cost to the State between
CGM], the State and such Eligible Financial Institution to preserve, as closely as is
reasonably practicable, the benefits to the parties of the State’s Settlement Account being
carried and cleared at CGM], including but not limited to making account information
available to CGMI, establishing the State’s eligibility to participate with customer
priority in lottery redemptions with respect to the Positions, and providing for
delivery-versus-payment settlement by CGMI versus such account (“Comparable
Arrangements™”). If there is such a transfer, the State may initiate, in its discretion, a
subsequent transfer of all the Positions to a securities custody account at another Eligible
Financial Institution of the State’s choice, but shall also negotiate in good faith to put in
place Comparable Arrangements. The Positions transferred to such new account or
subsequent new account shall be deemed to have remained continuously in the State’s
Settlement Account and, consequently, the transfer of the Positions to such new account
or subsequent new account in accordance with this Section 5(c), and maintaining custody
of such Positions in such new account or subsequent new account, shall not extinguish
any of the State’s rights or CGMI’s obligations under this Agreement, including relating
to the State’s Sell Option or right to deliver an Acceleration Notice or rights to require
CGMI to purchase Positions pursuant to Section 2. If, following any such transfer or
subsequent transfer, CGMI makes available to the State an account that meets the
requirements of Section 5(b), then the State shall, upon request from CGMI, transfer all
of the Positions to such account within a commercially reasonable period of time, subject
to CGMI reimbursing the State for its reasonable out-of-pocket costs incurred in making
such transfer at the request of CGML

CGMI shall provide the State at least thirty (30) Business Days prior written notice in the
event that CGMI terminates or transfers the State’s Settlement Account in accordance
with Section 5 of this Agreement.

In no case shall the State be deemed to have breached any of its obligations regarding
continuously maintaining Positions in the State’s Settlement Account, and in no case
shall CGMI be relieved of any of its obligations under this Agreement, including relating
to the State’s Sell Option or right to deliver an Acceleration Notice or rights to require
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CGMI to purchase Positions pursuant to Section 2, if compliance by the State with any
such obligation becomes impossible or impracticable (i) through no fault of the State, in
which case the parties shall negotiate and cooperate in good faith to remedy such
impossibility or impracticability or, should that not prove possible within a reasonable
period of time, to put in place Comparable Arrangements, (ii) as a result of the actions of
CGMI, or any assign, affiliated company, or parent company of CGMI, or (iii) as the
result of the actions of any person or entity designated by CGMI to carry and clear the
State’s Settlement Account pursuant to Section 5(b)

Notwithstanding the foregoing, the State may at any time remove all or any part of a
Position from the State’s Settlement Account; provided, however, that the State may not
remove any Position (or portion thereof) as to which CGMI has delivered a notice
pursuant to Section 4 and the State has not delivered an Exclusion Notice prior to the
deadline specified in Section 4. Upon such removal from the State’s Settlement Account
(other than any removal permitted to be made under Section 5(c) or Section 5(e) without
relieving CGMI of any of its obligations under this Agreement), CGMI shall thereafier
have no further obligation under Section 1, 2 or 3 or right. under Section 4 to purchase
from the State, or make any payment to the State in respect of, such removed Position or
portion thereof and the Positions (or portions thereof) so removed shall no longer
constitute part of the Positions for purposes of Sections 1, 2, 3, 4 or 5 (it being agreed,
however, that CGMI shall not be relieved of any obligation to pay any amounts due
pursuant to Section 2(j) above in respect of any Pre-Purchased Position). Nothing in this
Agreement limits any right of the State after June 30, 2015, to transfer the State’s
Account, the State’s Settlement Account, or any assets in either of them, except that the
State agrees not to move from the State’s Settlement Account any Position for which a
purchase or sale has been noticed under Section 1, 2, 3 or 4 of this Agreement. Nothing
in this Agreement limits any right of the State to transfer or remove from the State’s
Account or the State’s Settlement Account any cash or assets other than the Positions.

CGMI represents and warrants that neither it nor any of its affiliates receives any fees,
revenues, or commissions that are payable to it or such affiliate only if the State
maintains custody of the Positions in a customer account at CGMI instead of in an
account at another firm (“Custody Fees”). CGMI represents and warrants that it currently
receives compensation from certain issuers for processing auction bids (“Dealer Fees™),
which compensation is received with respect to certain Positions only if the auction
orders are submitted by or on behalf of the State through CGMI (irrespective of who
maintains custody of the Positions) and with respect to certain other Positions for so long
as bid rights with respect to the Positions are maintained at CGMI (irrespective of who
maintains custody of the Positions). Should CGMI or any of its affiliates receive any
Custody Fees in respect of the Positions during the period from the date of execution of
this Agreement through, and including, June 30, 2015, then CGMI shall account for and
pay no less frequently than annually any such Custody Fees to the State.

During the period commencing on the date of this Agreement for so long as the State’s
Account or the State’s Settlement Account remains with CGMI, CGMI agrees not to sell,
borrow, lend to others, transfer to anyone other than the State or its designee (except
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pursuant to this Agreement), pledge or hypothecate any Positions contained therein
without the State’s written consent.

6. Citigroup Inc. Guarantee

As a material inducement to the State to enter into this Agreement, the parent of CGMI,
Citigroup Inc., has issued a Guarantee to the State, guaranteeing the obligations of CGMI under
this Agreement (the “Guarantee”). A copy of the executed Guarantee is attached to this
Agreement as Exhibit F.

7. Intention of the Parties

The parties acknowledge their understanding and intention that with respect to the Positions
maintained in the State’s Settlement Account at CGMI: (i) the State is and shall be a “customer”
of CGMI within the meaning of Subchapter III of Chapter 7 of the United States Bankruptcy
Code (“Bankruptcy Code”) and the Securities Investor Protection Act of 1970, as amended
(“SIPA”) and (ii) such Positions are and shall be “fully-paid securities” within the meaning of
Rule 15¢3-3 under the Securities Exchange Act of 1934, as amended .

The parties acknowledge their understanding and intention that: (i) this Agreement is and shall
be considered and treated as a “securities conftract” as defined in Section 741(7) of the
Bankruptcy Code; and (ii) all payments made or to be made by CGMI or Citigroup Inc. under
this Agreement or the Guarantee are and shall constitute “settlement payments” as defined in
Section 741(8) of the Bankruptcy Code. The State hereby informs CGMI that the State is, at the
time of this Agreement, a “financial participant” as defined in Section 101(22A) of the
Bankruptcy Code. It is the intention of the parties that the provisions of the Bankruptcy Code
and SIPA that utilize the definitions in this Section 7 of the Agreement apply to the Parties and
the transactions contemplated under this Agreement and the Guarantee in the event of any
bankruptcy case or a proceeding under SIPA filed by or against CGMI or Citigroup, Inc, and it is
further intended that the State shall have the full benefit of all protections available to it as a
financial participant and a creditor under a securities contract pursuant to the Bankruptcy Code
and SIPA.

For the avoidance of doubt, the parties intend that this Agreement-shall operate such that upon
the timely exercise by the State of the Sell Option or the State’s rights in accordance with
Section 3 and the full settlement of all transactions contemplated hereunder, the aggregate sum
of (i) all amounts paid to the State by CGMI pursuant to Sections 1, 2, 3 and/or 4 (excluding
payments of Accrued Unpaid Interest), plus (ii) all amounts, if any, paid to or for the account of
the State as payment of principal in respect of any Position (or portion thereof), shall equal the
Aggregate Principal Amount specified in Exhibit A (which as of November 22, 2010 was
$868,876,315), minus (i) any amounts attributable to Positions that are not listed in any
Sell/Discharged Positions Notice or Acceleration Notice by the Staté and that need to be so listed
to give rise to a purchase or payment obligation by CGMI, (ii) any amounts attributable to
Positions that have become Excluded Positions, (iii) any amounts attributable to Positions which
through operation of this Agreement CGMI has no obligation to purchase from the State or make
any payments to the State with respect to, and (iv) amounts subtracted from the Unpaid Principal
Balance of a Position due to a Voluntary Discharge Event. For the avoidance of doubt, the
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foregoing is without prejudice to the rights and remedies of CGMI, if any, against the State with
respect to any damages, losses, claims, liabilities or expenses arising out of the inaccuracy or
breach of any representation or warranty in this Agreement.

8. Release

In consideration of the rights granted to the State under this Agreement and the Guarantee and as
an inducement for CGMI to grant such rights, and for Citigroup Inc. to enter into the Guarantee,
the State hereby irrevocably releases and forever discharges CGMI and each of its respective
present and former stockholders, predecessors, successors (including, but not limited to, MSSB),
affiliates, parents, subsidiaries, assigns, heirs, agents, directors, officers, employees,
representatives, financial consultants, brokers, lawyers, and all persons acting by, through, under
or in concert with them, or any of them, of and from any and all manner of action or actions,
cause or causes of action, in law or in equity, suits, contracts, agreements, promises, liability,
claims, demands, damages, losses, costs or expenses, of any nature whatsoever, known or
unknown, fixed or contingent, including, but not limited to, claims for alleged breach of contract,
violation of the implied covenant of good faith and fair dealing, fraud, breach of fiduciary duties,
unfair business practices, failure to act in good faith and with commercial honor, failure to
supervise, negligence, violations of state or federal securities laws, violations of NYSE or
FINRA rules, violation of settlements with regulatory authorities, conspiracy, lack of suitability
or any other claim, other than criminal liability of any kind (which criminal Liability, of any kind
whatsoever, is not released herein) arising from the State’s purchase of, investment in, holding
of, delivery of, disposition of, or any past, present or future difficulties the State may have
experienced or may experience in disposing of, auction rate securities sold by CGMI
(collectively “Released Claims™). The release contained herein shall be effective as a full and
final accord and satisfaction, and as a bar to all actions, causes of action, obligations, costs,
expenses, attorneys’ fees, damages, losses, claims, liabilities and démands of whatsoever nature,
character or kind, known or unknown, suspected or unsuspected, referred to hereinabove.
However, and not withstanding anything herein to the contrary, CGMI and the State expressly
agree that this Release is not intended to and does not release CGMI, Citigroup, Inc., or any
other person or entity from its obligations under this Agreement or the Guarantee, or with regard
to any conduct that takes place after the date of this Agreement. Additionally, and not
withstanding anything herein to the contrary, CGMI and the State expressly agree that this
Release is not intended to and does not release (i) any Residual Rights, or (ii) any right of the
State to assert any claim of any kind against any issuer, obligor, or guarantor of any Position.

9. Representations and Warranties
The State hereby represents and warrants that:

® this Agreement constitutes a legal, valid and binding obligation of the State
enforceable in accordance with its terms and the entry into this Agreement by the
State, through its Attorney General, is an authorized act of a state officer within
the meaning of Haw. Rev. Stat. § 661-1;

(i) any and all consents and approvals of any governmental authority, official,
legislative body, board, agency or commission having jurisdiction, or by ballot of
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the citizenry, that are required for the State to enter into and perform its
obligations, exercise its rights and take any actions contemplated, under this
Agreement have been obtained;

(iii)  the State’s execution and performance of its obligations, and exercise of its rights
and taking any actions contemplated, under this Agreement do not and will not
violate or conflict with or constitute a breach of any applicable constitutional
provision or law of Hawaii or the United States, any interstate compact to which
the State is a party, any order or judgment of any court, any material
administrative regulation or ordinance of Hawaii or the United States, or any
material agreements or obligations of the State;

(iv) it is the sole and the lawful owner of the Positions and of all rights, title and
interest in and to all claims it is releasing in Section 8, in each case free and clear
of any liens, encumbrances or charges except such as may exist for the benefit of
CGMLI, or for the benefit of any person or entity designated by CGMI to carry and
clear the State’s Settlement Account pursuant to Section 5(b), no person or entity
other than the State (including its Attorney General), has standing to bring any
action with respect to any claims it is releasing in Section 8 herein, and it has not
heretofore assigned, pledged or transferred or purported to assign, pledge or
transfer to any other person or entity any interest in the Positions, or any of the
claims it is releasing in Section 8 herein or any part or portion of them;

(v)  there is no action, suit, proceeding, inquiry or investigation, at law or equity,
before or by any court, agency, public board or body, pending or, to the
knowledge of the State, threatened that (a) would affect the validity of any of the
foregoing representations or the title or authorization of any individual executing
or negotiating this Agreement; or (b) seeks to prohibit or restrain or enjoin the
entering into of this Agreement, the State’s performance of its obligations, the
exercise of its rights or the taking of any actions contemplated hereunder, or any
legal or financial settlement or release described herein; and

(vi) at all times until June 30, 2015 or such earlier time at which the no Positions
remain subject to the State’s right to require CGMI to purchase, or make
payments in respect of, Positions pursuant to Section 1, the State, in providing the
release to CGMI and entering into and performing its obligations and exercising
its rights under this Agreement, is not, and is not acting on behalf of, a federal,
state or local governmental plan or non-U.S. plan that is subject to any federal,
state or local law that is materially similar to the provisions of Section 406 of
Title I of the Employee Retirement Income Security Act of 1974, as amended
(“ERISA”) or Section 4975 of the of the Internal Revenue Code of 1986, as
amended.

Upon the delivery by the State of a Sell/Discharged Positions Notice, Acceleration Notice,
Prepayment Notice, or Exclusion Notice or the removal of any Position (or portion thereof) from
the State’s Settlement Account pursuant to Section 5, the State shall be deemed to repeat the
representation set forth in clause (i) above.
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Upon the settlement of any delivery of Positions to CGMI pursuant to Section 1, 2, 3, or 4, the
State shall be deemed to represent that it has conveyed good and marketable title to such
Positions, free and clear of any liens, encumbrances or charges (except such as may exist for the
benefit of CGMI, or for the benefit of any person or entity designated by CGMI to carry and
clear the State’s Settlement Account pursuant to Section 5(b)), and the State shall be liable to
CGM]I, and shall promptly pay or reimburse CGMI, for all damages, losses, claims, liabilities
and expenses CGMI incurs as a result of any breach or inaccuracy of such representation.

CGMI hereby represents and warrants that:

@@ this Agreement constitutes a legal, valid and binding obligation of CGMI,
enforceable in accordance with its terms, and the performance of the obligations
of CGMI hereunder are guaranteed, pursuant to the Guarantee, by Citigroup Inc.;

(i)  the Guarantee issued by Citigroup, Inc. constitutes a legal, valid and binding
obligation of Citigroup Inc. egforceable in accordance with its terms;

(iii) ‘those signing the Guarantee on behalf of Citigroup, Inc. have the full legal right,
power, capacity, and authority to enter into the Guarantee on Citigroup Inc.’s
behalf;

(iv) any and all consents and approvals of any governmental authority or
self-regulatory organization that are required for CGMI to enter into and perform
its obligations, exercise its rights and take any actions, under this Agreement, or
that are required for Citigroup Inc. to enter into and perform its obligations under
the Guarantee have been obtained;

(v)  CGMTI’s execution and performance of its obligations, and exercise of its rights
and taking any actions contemplated, under this Agreement, and Citigroup Inc.’s
execution and performance of its obligations under the Guarantee do not and will
not violate or conflict with or constitute a breach of any law or administrative
regulation applicable to them, any provision of their articles of incorporation,
by-laws, charter or other governing or organic documents, any order or judgment
of any court, or any material agreements or obligations of CGMI or Citigroup
Inc.; and

(vi)  there is no action, suit, proceeding, inquiry or investigation, at law or equity,
before or by any court, agency, public board or body, pending or, to the
knowledge of CGMI, threatened that (a) would affect the validity of any of the
foregoing representations; or (b) seeks to prohibit or restrain or enjoin the entering
into of this Agreement or the Guarantee, CGMI’s and Citigroup Inc.’s
performance of its or their respective obligations under the Agreement or
Guarantee, or CGMI’s exercise of its rights or the taking of any actions
contemplated under the Agreement.

Upon the delivery of any notice by CGMI pursuant to Section 4, CGMI shall be deemed to
repeat the representation set forth in clause (i) above and, insofar as they relate to the delivery of
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such notice and the consequences there of under this Agreement, the representations set forth in
clauses (ii) and (iv) above.

Each Party hereby represents and warrants that:

)] in connection with the negotiation of, entry into, and performance of its
obligations and exercise of its rights under, this Agreement: (A) the other Party is
not acting as a fiduciary or financial or investment advisor for it; (B) it will make
no claim in the future that it was, to its detriment, relying upon any
representations (whether written or oral) of the other Party other than the
representations expressly set forth in this Agreement and in the Guarantee; and
(C) it has consulted with its own legal, regulatory, tax, business, investment,
financial, and accounting advisors to the extent it has deemed necessary, and it
has made and will make its own decisions based upon its own judgment and upon
any advice from such advisors as it has deemed necessary and not upon any view
expressed by the other party;

(i) it is an “accredited investor” as such term is defined in Regulation D as
promulgated under the Securities Act of 1933 (the “Securities Act”);

(iii) it is an “eligible contract participant” as such term is defined in the U.S.
Commodity Exchange Act; and : '

(iv)  its signatories to this Agreement have the full legal right, power, capacity and
authority to enter into the Agreement on its behalf.

Within thirty (30) days following each anniversary of the execution of this Agreement, CGMI
shall deliver to the State a written confirmation, executed by a duly authorized representative
thereof, certifying that it is in compliance as of such dates with its obligations under this
Agreement; provided, however, that failure by CGMI to provide such confirmation (but not any
other failure of CGMI to comply materially with the Agreement) shall not (i) constitute a breach
of this Agreement until thirty (30) days following delivery of a notice of such failure to CGMI
by the State in the manner described in Section 12 or (ii) excuse the State from performing its
obligations under, and being bound by the terms of, this Agreement. CGMI shall deliver to the
State, approximately concurrently with such written confirmation, a report identifying each
Position for which the Unpaid Principal Balance differs from the Initial Unpaid Principal
Balance set forth in Exhibit A, and the reasons for such differences, if any.

The undersigned signatories each represent and warrant that he or she is fully authorized to
execute this Agreement on behalf of the persons and entities indicated.

10. News Releases

The Parties have drafted a media statement attached as Exhibit G. The Parties agree that as
feasible, they will keep each other informed of plans regarding media releases, but no Party may
bring any claim for failure to abide by this section. )
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11. Acknowledgement

The State acknowledges and agrees that any disposition of its rights or interests in or under this
Agreement is or may be restricted under this Agreement, the Securities Act and state securities
laws. The Parties acknowledge that the auction rate securities market continues to experience
significant supply and demand imbalances, resulting in failed auctions and lack of liquidity for
many auction rate securities, and that there is currently no publicly-traded market or price for
auction rate securities that are experiencing failed auctions. The Parties acknowledge and agree
that CGMI has no obligation to provide indicative quotations or valuations with respect to the
Positions or the option rights of the State pursuant to Section 1, that traded instruments
corresponding to such option rights may not exist and that, consequently, it may be difficult to
establish an independent value for such option rights; provided, however, that CGMI shall use its
commercially reasonable efforts to continue to provide the State with information regarding the
Positions in substantially the same manner and of substantially the same type as it has
customarily provided to the State prior to the execution of this Agre¢ment.

12. Notices

Any notices, given hereunder shall be sent by facsimile, or email, with a confirmation copy via
overnight courier to the following addresses (or such other address as a party may designate as a
notice address upon ten (10) days prior written notice to the other party) and shall be deemed
delivered upon the earlier of (a) receipt of such confirmation copy by the receiving party (or if
received on a weekend or holiday or after the close of business, on the next Business Day) or (b)
receipt by the party giving such notice from the other party of written confirmation (via facsimile
or email) that the notice has been received.

If to the State:

Scott A. Kami

Administrator, Financial Administration Division
State of Hawaii Department of Budget and Finance
P.O. Box 150

Honolulu, Hawaii 96810-0150

Fax number: (808) 586-1644

Email: Scott.A.Kami@hawaii.gov

With a copy to:

Randall Nishiyama

Deputy Attorney General

425 Queen Street

Honolulu, Hawaii 96813

Fax Number: (808) 586-1372

Email: Randall.S.Nishiyama@hawaii.gov
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If to CGMI:

Office of the General Counsel
Attn: Edward Turan. Esq.
Citigroup Global Markets, Inc.
388 Greenwich Street

New York, NY 10013

(212) 816-0111

Email: Edward.turan@citi.com

With a copy to:

Wilmer Cutler Pickering Hale and Dorr LLP
Attn: Harry Weiss, Esq.

1875 Pennsylvania Avenue, NW
Washington, DC 20006

Fax: (202) 663-6363

Email: Harry. Weiss@wilmerhale.com

13. Amendment; Counterparts; Assignment

This Agreement may only be amended by written agreement of the State and CGMI. This
Agreement may be executed in counterparts and each counterpart, when duly executed, shall be
effective as an original and all counterparts taken together shall constitute one and the same
agreement. Except as set forth in Section 5, neither Party may assign its rights and obligations
pursuant hereto without the written consent of the other Party, except that CGMI may assign
and/or transfer all rights, obligations, title and interest, powers, privileges and remedies of
CGMI under this Agreement, in whole or in part, (i) without the consent of the State to Citigroup
Inc. or (ii) with the prior written consent of the State (which consent shall not be unreasonably
withheld or delayed) to (A) any of CGMI’s affiliates that has the financial capacity and
regulatory capability to perform fully the obligations of CGMI under this Agreement or (B) any
other person in connection with a consolidation or amalgamation with, or merger into, or transfer
of all or substantially all its assets to, or reorganization, incorporation, reincorporation, or
reconstitution into or as, such other person, provided that (x) in the case of an assignment or
transfer to a person other than Citigroup Inc., Citigroup Inc. affirms in writing to the State that it
consents to such assignment or transfer and that after the assignment or transfer the Guarantee
remains in full force and effect with respect to the obligations of CGMI so assigned or
transferred and (y) any assignee or transferee explicitly affirms in writing to the State its
acknowledgment and acceptance of all obligations of CGMI under this Agreement to be assigned
or transferred to it. Upon any assignment or transfer of this Agreement in whole in accordance
with this Section 13, such transferee or assignee shall succeed to, and be substituted for, and may
exercise every right and power of, CGMI, and be fully obligated to the State as CGMI was under
this Agreement with the same effect as if such transferee or assignee had been named as CGMI
herein, and thereafter CGMI shall be relieved of all obligations and liabilities hereunder. The

NYDOCS01/1242318.23 16



parties agree that, without prejudice to any other right or remedy of CGMI, the existence of a
dispute regarding whether the State’s withholding or delaying its consent to any such assignment
is reasonable shall not excuse CGMI from performing its obligations to the State arising under
Sections 1, 2, 3, and 4 including CGMI’s obligations to make payments to the State pursuant to
those Sections. Any assignment, transfer, or delegation in violation of this Section 13 shall be
null and void as between CGMI and the State.

14. Governing Law

This Agreement and all matters arising herein or in connection herewith will be governed by, and
construed and enforced in accordance with, the law of the State of Hawaii, and any lawsuits
brought by either party with regard to this agreement shall be brought in federal or state courts
located in the State of Hawaii, and venue shall only lie in the State of Hawaii.

15. Entire Agreement; Severability

This Agreement, including the Guarantee, is intended by the Parties as a final expression of their
agreement and as a complete and exclusive statement of the terms hereof, and supersedes all
prior understandings, oral and written, between the Parties. This Agreement may not be altered
or amended except in a writing signed by both Parties. If any provision of this Agreement is
held to be or becomes invalid or unenforceable under the law of any jurisdiction, the Parties shall
use all reasonable efforts to reform this Agreement to preserve as closely as possible the overall
effect on the Parties of this Agreement as if such invalid or unenforceable provision remained in
effect; provided that if either the rights of the State to receive payment from CGMI pursuant to
Sections 1 or 3 or the Release set forth in Section 8 is held to be materially invalid or materially
unenforceable in a final decision by a court of competent jurisdiction (after all appeal periods
have run), this Agreement shall then terminate, except that any rights or remedies that have
accrued prior to such termination for breaches of the representations and warranties contained
herein shall survive, and all provisions in this Section 15 relating to the statute of limitations
shall survive. Moreover, this Agreement shall be voidable at the option of the State, if the
Guarantee described in Section 6 is held to be materially invalid or materially unenforceable in a
final decision by a court of competent jurisdiction (after all appeal periods have run), except that
any rights or remedies that have accrued prior to such termination for breaches of the
representations and warranties contained herein shall survive, and all provisions in this
Section 15 relating to the statute of limitations shall survive. In the event that this Agreement
terminates pursuant to this section or is voided by the State pursuant to this section, the Parties
covenant, promise, and agree that the statute of limitations for any or all of the claims released
by the State in this Agreement that had not run as of the date of execution of this Agreement,
shall be deemed extended until one year after the date of such termination or voiding.

16. No Admissions

The State and CGMI mutually and expressly agree that by entering into this .Agreement, neither
makes any admission of any matter, including without limitation liability or wrongdoing.
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17.  Reliance on Legal Counsel

Without limiting the generality of any other representation or warranty in this Agreement, the
parties both warrant and represent that each has relied on its own legal counsel regarding the
proper, complete, and agreed-upon consideration for, and the terms and provisions of, this
Agreement, and that neither party will make any future claim against the other, or challenge the
validity of this Agreement, based on statements or representations made by any other Party or
any of its agents, employees, or legal counsel (other than statements or representations expressly
set forth in this Agreement or the Guarantee).

18. Construction

The Parties acknowledge and agree that: (i) each has substantial business experience and is fully
acquainted with the provisions of this Agreement, (ii) the provisions and language of this
Agreement have been fully negotiated, and (iii) no provision of this Agreement shall be
construed in favor of any Party or against any Party by reason of such provision of this
Agreement having been drafted on behalf of one Party rather than the other.

19. State Immunity

The State acknowledges that Haw. Rev. Stat. § 661-1 allows actions to be maintained against the
State in Hawaii courts for breach of contract.

20.  Applicable Currency

The Parties agree that, for avoidance of doubt, all amounts due to be paid hereunder shall be
denominated in United States dollars.

21. Definitions

“Acceleration Event” shall have the meaning set forth in Section 3 of this Agreement.
“Acceleration Notice” shall have the meaning set forth in Section 3 of this Agreement.

“Accrued Unpaid Interest” means, as of the time of any purchase of a Position pursuant to this
Agreement, all amounts accrued as interest on such Positions pursuant to the legally enforceable
obligations of the issuer with respect to the interest accrual period during which the relevant
purchase occurs, and shall include interest accruals from the first day of such interest accrual
period through but excluding the date of CGMI’s purchase. To the extent consistent with the
foregoing, all computations of Accrued Unpaid Interest shall be made consistently with bond
market practice.

“Aggregate Prepayment Price” shall have the meaning set forth in Section 2(g) of this
Agreement.

“Aggregate Principal Amount” means the amount referred to as such opposite the caption
“Aggregate Principal Amount” in Exhibit A of this Agreement, which as of November 22, 2010

was $868,876,315.
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“Aggregate Purchase Price” means the sum of the Unpaid Principal Balances for each Position
(including each Discharged Position) that is, in either case, specified in the relevant
Sell/Discharged Positions Notice or Acceleration Notice, as the ‘case may be, plus Accrued
Unpaid Interest on each such Position, notwithstanding that any such Discharged Positions have
been fully discharged or cancelled and therefore cannot be delivered by the State to CGMI.

“Authorized Signatory” means those persons authorized to give instructions with respect to the
State’s Account and such other persons for which the State furnishes to CGMI satisfactory
evidence of signing authority. Authorized Signatories shall initially be the then State of Hawaii
Director of Budget and Finance, Deputy Director of Budget and Finance, Attorney General, and
First Deputy Attorney General, and then each other person that either the Director of Budget and
Finance or Attorney General designates as an Authorized Signatory by providing CGMI notice
in the manner specified in Section 12, which notice shall include evidence reasonably
satisfactory to CGMI of such designee’s signing authority and a specimen of such designee’s
signature.

“Bankruptcy Code” shall mean the United States Bankruptcy Code, as codified in 11 U.S.C. 101
et seq., as amended. )

“Business Day” means, any day on which (i) commercial banks in New York City are required
to be open for business and (ii) markets for the trading of fixed income securities in New York
City are open for business for the full trading day.

“Call Notice” shall have the meaning set forth in Section 4(a) of this Agreement.

“CGMI” means Citigroup Global Markets Inc.; provided, however, that if any successor éntity or
person is substituted for Citigroup Global Markets Inc. pursuant to Section 13 then “CGMI”
shall thenceforth refer to such successor. ;

“Comparable Arrangements™ shall have the meaning set forth in Section 5(c) of this Agreement.

“Custody Fees” shall have the meaning set forth in Section 5(f) of this Agreement.
“Dealer Fees” shall have the meaning set forth in Section 5(f) of this Agreement.

“Discharged Position™ means any Position with respect to which the issuer’s (and, if applicable,
each other primary obligor’s) obligation to make any further payments has been fully discharged
and cancelled but which Position has a positive Unpaid Principal Balance.

“Eligible Financial Institution” means a securities broker or dealer that is registered as such with
the Securities and Exchange Commission, a member in good standing of FINRA, a participant in
The Depository Trust & Clearing Corporation and has regulatory capital in excess of
$1,000,000,000.

“ERISA” shall have the meaning set forth in Section 9(vi) of this Agreement.

“Excluded Positions™ shall have the meaning set forth in Section 4(b) of this Agreement.
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“Exclusion Notice™ shall have the meaning set forth in Section 4(b) of this Agreement.

“Guarantee” shall have the meaning set forth in Section 6 of this Agreement.

“Initial QOutstanding Principal Amount” means the amount referred to in Exhibit A of this
Agreement.

“Initial Unpaid Principal Balance” means the amount referred to in Exhibit A of this Agreement.

“Insolvency Event” means, with respect to any person (including, but not limited to Citigroup,
Inc. and CGMI), that such person (A) itself institutes a proceeding seeking a judgment of
insolvency or bankruptcy or any other relief under any bankruptcy or insolvency law or other
similar law affecting creditors’ rights, or a petition is presented for its winding-up or liquidation
by it, or (B) has instituted against it, by a regulator, supervisor or any similar official with
primary insolvency, rehabilitative or regulatory jurisdiction over it (including, without limitation,
the Securities and Exchange Commission, the Federal Deposit Insurance Corporation, the
Financial Stability Oversight Council, Federal Reserve Board and any similar federal regulatory
agencies) or any regulator in the jurisdiction of its incorporation or organization or the
jurisdiction of its head or home office, a proceeding seeking a judgment of insolvency or
bankruptcy or any other relief under any bankruptcy or insolvency law or other similar law
affecting creditors’ rights, or a petition is presented for its winding-up or liquidation by it or such
regulator, supervisor or similar official, or (C) has instituted against it a proceeding seeking a
judgment of insolvency or bankruptcy or any other relief under any bankruptcy or insolvency
law or other similar law affecting creditors’ rights, or a petition is presented for its winding-up or
liquidation, and such proceeding or petition is instituted or presented by a person or entity not
described in clause (A) or (B) above and either (I) results in a judgment of insolvency or
bankruptcy or the entry of an order for relief or the making of an order for its winding-up or
liquidation or (II) throughout any 30 consecutive day period following the institution or
presentation thereof, remains unstayed, unrestrained, undismissed and not discharged.

“Involuntary Discharge Amount” means any amount by which the issuer’s (and, if applicable,
each other primary obligor’s) obligation to repay all or any portion of the principal in respect of
such Position has been satisfied and discharged during the period from July 1, 2010 to and
including such determination date other than by (i) full payment of the amount discharged or
(ii) action by the State, in its capacity as holder of such Position, consenting to or facilitating
such discharge by means of (a) noteholder consent to an amendment or waiver of the governing
instruments for such Position, (b) entry into a forbearance agreement with the issuer, (c) voting
in favor of a plan of reorganization or liquidation for the issuer, (d) assigning, delegating or
otherwise transferring its voting, consent or any other rights to any other person, or (e)
transferring any portion of a Position to any transferee that, to the State’s knowledge, has
solicited such transfer in connection with a plan or proposal to effect a discharge of principal
otherwise than by full payment of the amount discharged.

“Involuntary Discharge Event” means any event with respect to a Position that gives rise to an
Involuntary Discharge Amount. In the event of any Involuntary Discharge Event that is
accompanied by a payment to holders of such affected Position, the Unpaid Principal Balance of
such affected Position shall be reduced solely by the respective amount (excluding any amounts
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received as interest payments) paid to or for the account of the State in connection therewith. By
way of illustration, if the Unpaid Principal Balance for a Position was $100, and the issuer’s
(and, if applicable, each other primary obligor’s) obligation to repay principal in respect of the
entirety of such Position is wholly satisfied/ discharged by the payment to the State of $90
pursuant to an Involuntary Discharge Event, then the Unpaid Principal Balance for such
satisfied/discharged Position would thereafier be $10.

“Moody’s” shall have the meaning set forth in Section 3 of this Agreement.
“MSSB” shall have the meaning set forth in the preamble of this Agreement.

“Nationally Recognized Statistical Rating Organization™ shall have the meaning given to such
term by the Securities and Exchange Commission under the Securities Exchange Act of 1934, as
amended.

“Notice” shall have the meaning set forth in Section 4(c) of this Agreement.

“Parties” means CGMI and the State.

“Pending” means that a Notice has been delivered in the manner specified in Section 12 of this
Agreement and all conditions required under this Agreement for the valid delivery of such
Notice have been met, but the settlement of the purchase of Positions (or portions thereof)
associated with such Notice has not yet occurred.

“Position” shall have the meaning set forth in the preamble to this Agreement.

“Pre-Purchased Position” shall have the meaning set forth in Section 2(g) of this Agreement.

“Prepayment Notice” shall have the meaning set forth in Section 2 of this Agreement.
“Prepayment Price” shall have the meaning set forth in Section 2(d) of this Agreement.
“Released Claims” shall have the meaning set forth in Section 8 of this Agreement.

“Residual Rights” means any and all of the State’s right, title, and interest in all claims
(including “claims” as defined in Bankruptcy Code §101(5)), suits, causes of action, and any
other right of the State, whether known or unknown, against any issuer, other obligor or
guarantor of a Discharged Position, relating to the State’s right to collect any monies due from
any such issuer, obligor or guarantor, on account of such Discharged Position.

“Securities Act” shall have the meaning set forth in Section 9(ii) of this Agreement.
“S&P” shall have the meaning set forth in Section 3 of this Agreement.

“Sell/Discharged Positions Notice” shall have the meaning set forth in Section 1(a) of this
Agreement.

“Sell Option” shall have the meaning set forth in Section 1(a) of this Agreement.
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“Sell Period” shall have the meaning set forth in Section 1(a) of this Agreement.
“SIPA” shall have the meaning set forth in Section 6 of this Agreement.
“State’s Account” shall have the meaning set forth in the preamble of this Agreement.

“State’s Settlement Account” shall have the meaning set forth in Section 5(a) of this Agreement.

“Unpaid Principal Balance” means, with respect to a Position and as of any time of
determination, the Initial Outstanding Principal Amount, reduced by all repayments of principal
paid to or for the account of the State, and firther reduced by the amount of principal, if any,
discharged pursuant to a Voluntary Discharge Event. For the avoidance of doubt, if any portion
(that is, amounting to less than 100%) of any Position has become a Pre-Purchased Position
pursuant to Section 2 or an Excluded Position pursuant to Section 4(b), or has been purchased by
CGMI pursuant to Section 4 or has ceased to be a Position pursuant to Section 5(f), then with
respect to the portion of such Position that was not so transferred or excluded, the Unpaid
Principal Balance will be deemed upon such transfer or exclusion to be reduced pro rata based
upon the percentage of such Position so transferred or excluded.

“Voluntary Discharge Event” means, with respect to any Position, any event, action or legal
process (other than full payment of the amount discharged) pursuant to which the issuer’s (and, if
applicable, each other primary obligor’s) obligation to repay all or any portion of the principal in
respect of such Position has been satisfied and discharged during the period from the execution
of this Agreement to and including such determination date and to which the State has given its
written consent, or which the State has facilitated, by means of (a) written noteholder consent to
an amendment or waiver of the governing instruments for such Position, (b) entry into a written
forbearance agreement with the issuer, (c) voting in favor of a plan of reorganization or
liquidation for the issuer, (d) in writing, assigning, delegating or otherwise transferring its voting,
consent or any other rights to any other person, or (e) transferring any portion of a Position to
any transferee that, to the State’s knowledge, has solicited such transfer in connection with a plan
or proposal to effect a discharge of principal otherwise than by full payment of the amount
discharged.
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In Witness Whereof, the State and CGMI have executed this Agreement effective as of this 23rd
day of November, 2010.

STATE OF HAWAII CITIGROUP GLOBAL MARKETS INC.
By: MW By:
[ v
Name: Georgina K. Kawamura Name: Elaine H. Mandelbaum
Title: Director, Department of Budget and Title: Deputy General Counsel
Finance

Date: W}3, Re/o Date:

STATE OF HAWAII

b Bt

Name: Mark J%ennett

Title: Attorney General

Date: 23 / ZO 0
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In Witness Whereof, the State and CGMI have executed this Agreement cﬁ'cctivé as of this 23rd

day of November, 2010.

STATE OF HAWALII

By:

Name: Georgina K. Kawamura

Title: Director, Department of Budget and
Finance

Date:

STATE OF HAWAN

By:

Name: Mark J. Bennett
Title: Attorney General

Date:

NYDOCS01/1242318.23

CITIGROUP GL.OBAL MARKETS INC.

By: &&_,%////,ZWM\-

Name: Elaine 1. Mandelbaim

Title: Deputy General Counsel

Date: //1/(//‘le-" X3 Moo
7
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Position

Brazos H.E.A. Fp 06-II-A-13 (DBRS AAA)

Cusip# 10620NBAS

Brazos H.E.A. 06 A-9 Fp (DBRS AAA)
Cusip# 10620NBG2

Brazos H.E.A. 06 A-14 Fp (DBRS AAA)
Cusip# 10620NBM9

Brazos H.E.A. 06 A-15 Fp (DBRS AAA)
Cusip# 10620NBN7

Brazos S.F.C. Ser 1998 A-3
Cusip# 10623PBC3

Brazos S.F.C. 99A-2
Cusip# 10623PBF6

BRAZOS STDNT FIN CORP STND LN
Cusip# 10623PBV1

Brazos S.F.C. Ser 2003 A-3
Cusip# 10623PCK4

BRAZOS STDT FIN CRP STD LN
Cusip# 10623PCZ1

Brazos S.F.C. 06 A-3 (DBRS AAA)
Cusip# 10623PDG2

Brazos S.F.C. 06 A-4 (DBRS AAA)
Cusip# 10623PDH0

Brazos S.F.C. 06 A-5 (DBRS AAA)
Cusip# 10623PDJ6

Brazos H.E.A. Fp 99A-6
Cusip# 106238FK9

Brazos H.E.A. Fp 99A-11
Cusip# 106238FU7
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EXHIBIT A

Initial Unpaid

Principal Balance

$8,950,000

$3,950,000

$10,000,000

$20,000,000

$6,750,000

$2,100,000

$30,000,000

$7,800,000

$8,550,000

$21,900,000

$25,000,000

$15,500,000

$25,000,000

$5,400,000

Initial Qutstanding

Principal Amount

$8,950,000

$3,950,000

$10,000,000

$20,000,000

$6,750,000

$2,100,000

$30,000,000

$7,800,000

$8,550,000

$21,900,000

$25,000,000

$15,500,000

$25,000,000

$5,400,000



Position
Brazos H.E.A. Fp 01A-6
Cusip# 106238GV4

Brazos H.E.A. Fp 03A-5
Cusip# 106238TH2

Brazos H.E.A. Fp 03A-13
Cusip# 106238JS58

Brazos H.E.A. Fp 06A-4
Cusip# 106238MA3

CLC Fp 07-2 A-9 Act-Act
Cusip# 194262DG3

EDINVEST CO STDT LN ASSET BK
Cusip# 280850AES

Ed Fund.Cap. Fp 2003-Ii A-7
Cusip# 28140EAG6

EDUCATION FDG CAP TRII SR A-8
Cusip# 28 140EAH4

Ed Fund.Cap. Fp 2003-lii A5
Cusip# 28140UAES

Ed Fund.Cap. Fp 2003-lii A6
Cusip# 28140UAF2

Ed Fund.Cap. Fp 2003-Tii A7
Cusip# 28140UAGO

Ed Fund.Cap. Fp 2003-Lii A8
Cusip# 28140UAHS

EDUCATION FDG CAP TR -IV ED
Cusip# 28140VAE3

Ed Fund.Cap. Fp 2004-Iv A-6
Cusip# 28140VAFO

Edsouth Fp Ser. 2001 B-3
Cusip# 28148NAW3
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Initial Unpaid -
Principal Balance
$24,400,000
$10,000,000
$6,500,000
$9,000,000
$27,725,000
$10,000,000
$10,000,000
$8,150,000
$5,550,000
$5,250,000
$5,000,000
$10,400,000
$12,100,000

$11,550,000

$3,950,000

Initial Qutstanding

Principal Amount

$24,400,000

$10,000,000

$6,500,000

$9,000,000

$27,725,000

$10,000,000

$10,000,000

$8,150,000

$5,550,000

$5,250,000

$5,000,000

$10,400,000

$12,100,000

$11,550,000

$3,950,000



Position
GCO Ed Loan Funding Tr 1 Fp I-03 A-4
Cusip# 36156HAFS

GCO ELF STUDENT LN ASSET BK
" Cusip# 36156YAG6

GCO Ed Loan Funding Tr Fp 07-1 A-7
Cusip# 36156 YATS

Miississippi H.E.A.C. Fp 00-Al
Cusip# 605354EA3

Mississippi H.E.A.C. Fp 00-A3
Cusip# 605354ED7

MISS HGHR ED ASST CORP
Cusip# 605354EK 1

Nelnet 2003-1 A9 Fp
Cusip# 64031RAJ8

Nelnet 2003 -1 A1l Fp
Cusip# 64031RAL3

NextStudent Ed Loan Fund Fp 06A-1
Cusip# 65337MAA6

NextStudent Ed Loan Fund Fp 06A-2
Cusip# 65337MAB4

NextStudent Ed Loan Fund Fp 06A-4
Cusip# 65337MADO

Northstar Education Finance Fp 07-1 A-8
Cusip# 66704JCA4

PANHANDLE-PLAINS STDT FIN CRP
Cusip# 69847RAA0

PANHANDLE-PLAINS STDT FIN CRP
Cusip# 69847RABS

PANHANDLE-PLAINS TX HEA STNDT

Cusip# 698476DA3
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Initial Unpaid '
Principal Balance
$4,500,000
$11,550,000
$32,250,000
$5,500,000
$4,800,000
$5,000,000
$11,000,000
$18,800,000
$57,836.24
$642,624.91
$600,854.29
$10,000,000
$15,000,000

$23,500,000

$5,200,000

Imitial Outstanding

Principal Amount

$4,500,000

$11,550,000

$32,250,000

$5,500,000

$4,800,000

$5,000,000

$11,000,000

$18,800,000

$57,836.24

$642,624.91

$600,854.29

$10,000,000

$15,000,000

$23,500,000

$5,200,000



Position
Panhandle-Plains Hea Fp 03 A-1
Cusip# 698476DJ4

Pheaa Ser. 2001 L-1
Cusip# 709163CHO

Pheaa Ser. 2001 L-2
Cusip# 709163CJ6

Pheaa Ser. 2002 T-1
Cusip# 709163DCO

Pheaa Ser. 2002 T-3
Cusip# 709163DE6

Pheaa Ser 2002 T-4
Cusip# 709163DF3

Pheaa Ser. 2002 T-5
Cusip# 709163DG1

Pheaa Ser 2005 DD-1
Cusip# 709163EQ8

Pheaa Ser 2005 EE-1
Cusip# 709163ES4

Pheaa Ser 2005 EE-2
Cusip# 709163ET2

Pheaa Ser 2005 EE-3
Cusip# 709163EU9

Pheaa Ser 2005 EE-4
Cusip# 709163EV7

Pheaa Tr 1 Ser 2003 A-3
Cusip# 71722TABO

SLMA 2002-7 A7
Cusip# 78442GET9

SLMA 2003-2 A8
Cusip# 78442GFV3
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Initial Unpaid "

Principal Balance

$6,600,000

$56,750,000

$20,650,000

$19,450,000

$22,850,000

$10,150,000

$53,800,000

$23,900,000

$24,700,000

$34,200,000

$15,600,000

$7,900,000

$20,000,000

$9,850,000

$5,000,000

Initial Outstanding

Principal Amount

$6,600,000

$56,750,000

$20,650,000

$19,450,000

$22,850,000

$10,150,000

$53,800,000

$23,900,000

$24,700,000

$34,200,000

$15,600,000

$7,900,000

$20,000,000

$9,850,000

$5,000,000



Position
SLMA 2003-A A4
Cusip# 78443CAKO

SLMA 2003-B A4
Cusip# 78443CAP9

SLMA 2003-C A4
Cusip# 78443CBB9

Initial Unpaid
Principal Balance
$9,850,000

$16,900,000

$11,850,000

Initial Qutstanding
Principal Amount
$9,850,000

$16,900,000

$11,850,000

Aggregate Principal Amount
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EXHIBIT B

[Sell/Discharged Positions Notice] .

Date:

To: Citigroup Global Markets Inc. (“CGMI”)
From: The State of Hawaii (the “State”)

Re: Exercise of Sell Option

Pursuant to Section 1 of that certain Settlement Agreement between the State and
CGMI dated November 23, 2010 (the “Agreement”), the State hereby exercises its Sell Option
(as defined in the Agreement) with respect to each Position listed below and requires CGMI to
pay for each Discharged Position listed below by delivery of this Sell/Dlscharged Positions
Notice. Capitalized terms used herein but not defined herein shall have the meanings ascribed to
them in the Agreement.

Position

[SECURITY NAME/DESCRIPTION]
Cusip# .

Discharged Position
[Appropriate Description]

In connection with the exercise by the State of its Sell Option with respect to the
Positions listed above, the State hereby represents and warrants that:

6)) any and all consents and approvals of any governmental authority, official,
legislative body, board, agency or commission having jurisdiction, or by ballot of
the citizenry, that are required for the State to deliver this Sell/Discharged
Positions Notice, and sell the Positions specified above to CGMI pursuant to
Section 1 of the Agreement, have been obtained;

(ii)  the State’s delivery of this Sell/Discharged Positions Notice, and the ensuing sale
of the Positions specified above to CGMI pursuant to Section 1 of the Agreement,
do not and will not violate or conflict with or constitute a breach of any applicable
constitutional provision or law of Hawaii or the United States, any interstate
compact to which the State is a party, any order or judgment of any court, any
material administrative regulation or ordinance of Hawaii or the United States, or
any material agreements or obligations of the State; and
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(iii)

@v)

V)

it is the sole and the lawful owner of the Positions specified above, in each case
free and clear of any liens, encumbrances or charges, except such as may exist for
the benefit of CGMI, or for the benefit of any person or entity designated by
CGMI to carry and clear the State’s Settlement Account pursuant to Section 5(b),
and it has not heretofore assigned, pledged or transferred or purported to assign,
pledge or transfer to any other person or entity any interest in such Positions;

without prejudice to any right or remedy the State may have for any material
breach of the Agreement by CGMI, the Agreement is the legal, valid and binding
obligation of the State enforceable against the State in accordance with its terms;
and

the undersigned signatory is fully authorized to execute and deliver this
Sell/Discharged Positions Notice on its behalf.

Very truly yours,

- STATE OF HAWAII

By:
Name:

Title:
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Date:
To:
From:

Re:

EXHIBIT C

[Prepayment Notice]

Citigroup Global Markets Inc. (“CGMI™)
The State of Hawaii (the “State™)
Prepayment Notice

Pursuant to Section 2 of that certain Settlement Agreement between the State and

CGMI dated November 23, 2010 (the “Agreement”), the State hereby exercises its option to
require CGMI to purchase Positions sufficient to realize a cash purchase price not less than, USD

. Capitalized terms used herein but not defined herein shall have the meanings

ascribed to them in the Agreement.

In connection with the delivery by the State of this Prepayment Notice, and the

exercise by the State of its rights under Section 2 of the Agreement with respect to the Positions
listed above, the State hereby represents and warrants that:

®

(ii)

(iii)

any and all consents and approvals of any governmental authority, official,
legislative body, board, agency or commission having jurisdiction, or by ballot of
the citizenry, that are required for the State to deliver to CGMI this Prepayment
Notice, and sell the Positions specified pursuant to Section 2 of the Agreement,
have been obtained;

the State’s delivery of this Prepayment Notice, and the ensuing sale to CGMI of
the Positions specified pursuant to Section 2 of the Agreement, do not and will
not violate or conflict with or constitute a breach of any applicable constitutional
provision or law of Hawaii or the United States, any interstate compact to which
the State is a party, any order or judgment of any court, any material
administrative regulation or ordinance of Hawaii or the United States, or any
material agreements or obligations of the State;

it is the sole and the lawful owner of the Positions being sold pursuant to this
Prepayment Notice, in each case free and clear of any liens, encumbrances or
charges, except such as may exist for the benefit of CGMI, or for the benefit of
any person or entity designated by CGMI to carry and clear the State’s Settlement
Account pursuant to Section 5(b), and it has not heretofore assigned, pledged or
transferred or purported to assign, pledge or transfer to any other person or entity
any interest in such Positions;
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(iv)  without prejudice to any right or remedy the State may have for any material
breach of the Agreement by CGMI, the Agreement is the legal, valid and binding
obligation of the State enforceable against the State in accordance with its terms;
and

(v)  the undersigned signatory is fully authorized to execute and deliver this
Prepayment Notice on its behalf.

Very truly yours,
STATE OF HAWAII
By:

Name:

Title:
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EXHIBIT D

[Acceleration Notice]
Date:
To: Citigroup Global Markets Inc. (“CGMI™)
From: The State of Hawaii (the “State™)
Re: Acceleration of Sell Option

Pursuant to Section 3 of that certain Settlement Agreement between the State and
CGMI dated November 23, 2010 (the “Agreement”), the State hereby requires CGMI to
purchase each Position listed below and pay for each Discharged Position listed below by
delivery of this Acceleration Notice. Capitalized terms used herein but not defined herein shall
have the meanings ascribed to them in the Agreement.

Position

[SECURITY NAME/DESCRIPTION]
Cusip#

Discharged Position
[Appropriate description]

In connection with the delivery by the State of this Acceleration Notice, and the exercise
by the State of its rights under Section 3 of the Agreement with respect to the Positions listed
above, the State hereby represents and warrants that:

@ any and all consents and approvals of any governmental authority, official,
legislative body, board, agency or commission having jurisdiction, or by ballot of
the citizenry, that are required for the State to deliver this Acceleration Notice,
and sell the Positions specified above to CGMI pursuant to Section 3 of the
Agreement, have been obtained;

(ii)  the State’s delivery of this Acceleration Notice, and the ensuing sale of the

Positions specified above to CGMI pursuant to the Agreement, do not and will not

- violate or conflict with or constitute a breach of any applicable constitutional

provision or law of Hawaii or the United States, any interstate compact to which

the State is a party, any order or judgment of any court, any material

administrative regulation or ordinance of Hawaii or the United States, or any
material agreements or obligations of the State;

(iii) it is the sole and the lawful owner of the Positions specified above, in each case
free and clear of any liens, encumbrances or charges, except such as may exist for
the benefit of CGMI, or for the benefit of any person or entity designated by
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CGMI to carry and clear the State’s Settlement Account pursuant to Section 5(b),
and it has not heretofore assigned, pledged or transferred or purported to assign,
pledge or transfer to any other person or entity any interest in such Positions;

(iv)  the conditions set forth in Section 3 of the Agreement that give the State the right
to deliver this Acceleration Notice have been met;

(v)  without prejudice to any right or remedy the State may have for any material
breach of the Agreement by CGMI, the Agreement is the legal, valid and binding
obligation of the State enforceable against the State in accordance with its terms;
and

(vi) the undersigned signatory is fully authorized to execute and deliver this
Acceleration Notice on its behalf.

Very truly yours,
STATE OF HAWAII
By:

Name:

Title:
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EXHIBIT E

[Exclusion Notice]
Date:
To: Citigroup Global Markets Inc. (“CGMI”)
From: The State of Hawaii (the “State™)
Re: Delivery of Exclusion Notice

Pursuant to Section 4 of that certain Settlement Agreement between the State and
CGMI dated November 23, 2010 (the “Agreement”), the State hereby notifies CGMI by delivery
of this Exclusion Notice that it does not wish to sell the Position or Positions (or any portion
thereof) listed below. Capitalized terms used herein but not defined herein shall have the
meanings ascribed to them in the Agreement.

Position Outstanding principal amount

[SECURITY NAME/DESCRIPTION]

(principal amount § )
Cusip#

In connection with the delivery by the State of this Exclusion Notice, and the exercise by
the State of its rights under Section 4 of the Agreement with respect to the Positions listed above,
the State hereby represents and warrants that:

® any and all consents and approvals of any governmental authority, official,
legislative body, board, agency or commission having jurisdiction, or by ballot of
the citizenry, that are required for the State to deliver this Exclusion Notice
pursuant to Section 4 of the Agreement, have been obtained;

(i) the State’s delivery of this Exclusion Notice pursuant to Section4 of the
Agreement, does not and will not violate or conflict with or constitute a breach of
any applicable constitutional provision or law of Hawaii or the United States, any
interstate compact to which the State is a party, any order or judgment of any
court, any material administrative regulation or ordinance of Hawaii or the United
States, or any material agreements or obligations of the State; and
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(iii) the undersigned signatory is fully authorized to execute and deliver this Exclusion
Notice on its behalf.

Very truly yours,
STATE OF HAWAII
By:

Name:

Title:
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EXHIBIT F

[Executed Copy of Guarantee appears on following five pages]
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Citigroup inc.
153 East 53rd Street
New York, NY 10022

November 23, 2010

State of Hawaii

State of Hawaii Department of Budget and Finance
Attn: Scott A. Kami :

Administrator, Financial Administration Division
P.O. Box 150

Honolulu, Hawaii 96810-0150

Fax number: (808) 586-1644

Gentlemen:

In consideration of the State of Hawaii (the “State”) entering into that certain Settlement
Agreement with Citigroup Global Markets Inc., an indirect- wholly-owned subsidiary of
Citigroup Inc. (together with its successors, transferees, and assigns under the Agreement, the
“Subsidiary”), dated November 23, 2010 (the “Agreement”, attached hereto as Exhibit “A”),
Citigroup Inc., a corporation incorporated under the laws of Delaware, hereby agrees and
guarantees in accordance with the following:

1.

Citigroup Inc. guarantees to the State the full payment and performance of the obligations
of the Subsidiary in accordance with the provisions of the Agreement (“Obligations™),
subject only to the terms set forth below (the “Guarantee™). This Guarantee shall be
irrevocable, absolute, continuing and unconditional (except for delivery of a Payment
Notice as expressly set forth in paragraph 2 below), This Guarantee is a guaranty of
payment and not of collection. Citigroup Inc. agrees that the State need not attempt to
collect any Obligations from the Subsidiary, but may require, by delivery of a Payment
Notice as expressly set forth in paragraph 2 below, that Citigroup Inc. make immediate
payment of the Obligations to the State that have become due. Citigroup Inc. shall make
all payments to the State on the Obligations free and clear of any deductions, setoff,
counterclaim, restrictions or conditions of any kind. .

Notice of acceptance of the Guarantee, presentment, demand, protest, notice of protest,
notice of default or non-payment by the Subsidiary is expressly waived, and performance
under this Guarantee shall be subject to no condition other than the giving of a written
request by the State prior to the Final Termination Date (each a “Payment Notice”), stating
the fact of default or non-payment, mailed, hand delivered or sent by overnight courier to
Citigroup Inc, at the following address: Citigroup Inc., Corporate Treasury, 153 East 53rd
Street, 5th Floor, New York, New York 10043. Any communication from Citigroup Inc. to
the State in connection with this Guarantee shall be in writing and shall be mailed, hand
delivered or sent by overnight courier to the State at the address set forth in the Agreement.




3. The obligations of Citigroup Inc. under the Guarantee shall in no way be impaired by:

° any extension, amendment, modification or renewal of the Agreement or of the
Obligations; .
. any waiver of any event of default, extension of time, delay in enforcing or failure to

enforce any of the Obligations;

. the release or discharge of the Subsidiary in any creditors’ rights, receivership,
bankruptcy or other proceedings (collectively, “Proceedings”), the impairment, limitation
or modification of the liability of the Subsidiary or the estate of the Subsidiary in any
Proceedings, or any remedy for the enforcement of the Subsidiary’s said liability under
the Agreement resulting from the operation of any present or future provision of the

" United States Bankruptcy Code, as amended, or other statutes or from the decisions in
any court in any Proceedings, or the rejection or disaffirmance of the Agreement in any

Proceedings;

° any extension, moratorium or other relief granted to the Subsidiary pursuant to any
applicable law or statute;

° the sale of stock, sale of assets, merger, consolidation, discontinuance of its business

operations (in whole or in part), termination of its charter, dissolution or any other
corporate transaction involving the Subsidiary or the lack of authority of the Subsidiary;

. invalidity, irregularity, or unenforceability of the Agreement or the Obligations, or the
cessation (in whole or in part) from any cause whatsoever of the liability of the
Subsidiary under the Agreement or the Obligations, except in any such case as is
expressly provided in the Agreement, including without limitation any termination of an
Obligation pursuant to the severability provisions of Section 15 of the Agreement;

* any assignment of the Subsidiary’s rights, title and interest, powers, privileges or
remedies under the Agreement (including, without limitation, any such assignment
resulting from a transfer or change in the State’s Account to another account, including
the State’s Settlement Account, as those foregoing terms are defined in the Agreement);
or

. any other event or circumstance that might otherwise constituté a legal or equitable
discharge or defense of a guarantor generally, other than the defense of full payment and
petformance by the Subsidiary of all Obligations.

4.  This Guarantee is continuing, and all Obligations shall be conclusively presumed to have
been created in reliance on this Guarantee. This Guarantee shall remain in full force and
effect until the earlier of: .




return by the State of the original of this Guarantee or

full paymént and performance of the Obligations (i) with respect to all Payment Notices
delivered on or before the Final Termination Date (as defined below) and/or (ii)
referenced in Section 5 hereof.

Except as set forth in paragraph 7 below, no Payment Notice may be given under this Guarantee
after 5:00 p.m. New York time on the date that is 150 days after the end of the Sell Period (as
defined in the Agreement) (“Final Termination Date”). For purposes of clarity, the State may
deliver any number of Payment Notices prior to the Final Termination Date.

5.

Notwithstanding anything to the contrary contained herein or any of the terms of the
Agreement, the liability of Citigroup Inc. to make immediate payment of the entire
Obligations that have become due and payable as a result of-the delivery of an Acceleration
Notice in respect of an Insolvency Event (as such terms are defined in the Agreement) with
respect to Citigroup Inc. shall not be conditional on the delivery of a Payment Notice.

Unless and -until the payment in full of the Obligations, Citigroup Inc. hereby irrevocably
and unconditionally agrees not to assert any statutory, contractual, common law, equitable
or any other claims against the Subsidiary, any collateral for the Obligations or other assets
of the Subsidiary, for subrogation reimbursement, exoneration, contribution,
indemnification, setoff or other recourse in respect to sums pa1d or payable to the State by
Citigroup Inc. hereunder.

This Guarantee shall continue to be effective, or be reinstated, as the case may be, if at any
time payment, or any part thereof, of any of the Obligations is rescinded or must otherwise
be restored or returned by the State in an insolvency, bankruptcy, dissolution, liquidation or
reorganization proceeding of the Subsidiary or Citigroup Inc., or under any law affecting
creditors’ rights or upon or as a result of the appointment of a receiver, intervenor or
conservator of, or trustee or similar officer for, the Subsidiary or Citigroup Inc. or any
substantial part of their property, or otherwise, all as though such payments had not been
made,

This Guarantee and all matters arising herein or in connection herewith will be governed
by, and construed and enforced in accordance with, the law of the State of Hawaii, and any
lawsuits brought with regard to this Guarantee shall be brought in federal or state courts
located in the State of Hawalii, and venue shall only lie in the First Circuit in the State of
Hawaii. Citigroup Inc. hereby submits to the jurisdiction of the courts of the State of
Hawaii. Citigroup Inc. shall be obligated to make payment hereunder only by means of
wiring funds to an account located in the United States designated by the State.

Citigroup Inc. hereby represents and warrants to the State that: (A) its execution, delivery
and performance of its obligations under this Guarantee have been duly authorized by all
necessary corporate and other required action and do not contravene any provision of its
certificate of incorporation or by-laws or any law, regulation, order or judgment of any
court, or any material contractual restrictions binding on it gr its assets; (B) this Guarantee,




10.

11.

12.

13,

14,

constitutes a legal, valid and binding obligation enforceable against Citigroup Inc. in
accordance with its terms; (C) the undersigned signatory is fully authorized to execute this
Guarantee on behalf of Citigroup Inc.; (D) it has received reasonably equivalent value in
exchange for this Guarantee by virtue of the benefits derived by the Subsidiary from the
Agreement; (E) it (i) is not insolvent, does not have unreasonably small capital and will not
be rendered insolvent or left with unreasonably small capital as a result of the execution
and delivery (and, as applicable, payment and performance) to the State of this Guarantee
and (ii) does not intend to incur, or believe that it has incurred, debts beyond its ability to
pay such debts as they mature; (F) any and all consents and approvals of any governmental
authority or self-regulatory organization that are required for Citigroup Inc. to enter into
and perform its obligations under this Guarantee have been obtained; (G) its execution and
performance of its obligations under this Guarantee do not and will not violate or conflict
with or constitute a breach of any law or administrative regulation applicable to it, any
provision of its organic documents, any order or judgment of any court, or any of its
material agreements or obligations; and (H) there is no action, suit, proceeding, inquiry or
investigation, at law or equity, before or by any court, agency, public board or body,
pending or, to the knowledge of Citigroup Inc. threatened that (i) would affect the validity
of any of the foregoing representations, warranties or covenants; or (ii) seeks to prohibit or
restrain or enjoin the entering into this Guarantee or Citigroup Inc.’s performance of its
obligations under this Guarantee.

Citigroup Inc. shall pay the State’s reasonable aftorneys’ fees and all costs and other
expenses incurred in the enforcement of this Guarantee against Citigroup Inc.

The terms of this Guarantee may not be modified or amended, except by a written
agreement executed by Citigroup Inc. and the State.

All rights and remedies of the State under this Guarantee are cumulative, may be exercised
singly or concurrently and are not exclusive of any other rights or remedies provided by
law. The State shall not by any act, delay, omission or otherwise be deemed to have
expressly or impliedly waived any of its rights, powers and/or remedies unless such waiver
shall be in writing and signed by an authorized officer of the State. Any such waiver shall
be enforceable only to the extent specifically set forth therein. A waiver by the State of any
right, power and/or remedy on any one occasion shall not be construed as a bar to or waiver
of any such right, power and/or remedy which the State would otherwise have on any
future occasion, whether similar in kind or otherwise.

If any provision of this Guarantee is held to be invalid or unenforceable, such invalidity or
unenforceability shall not invalidate this Guarantee as a whole, but this Guarantee shall be
construed as though it did not contain the particular provision held to be invalid or
unenforceable and the rights and obligations of the parties shall be construed and enforced
only 1o such extent as shall be permitted by applicable law.

The terms and provisions of this Guarantee shall be binding upon any successors or assigns
of Citigroup Inc., provided that Citigroup, Inc. shall not transfer, assign or delegate its
obligations hereunder without the prior written consent of the State, and any transfer,
assignment, or delegation in violation of this provision shall be null and void.




15. EACH OF CITIGROUP INC. AND THE STATE HEREBY WAIVES ANY RIGHT TO
TRIAL BY JURY OF ANY CLAIM, DEMAND, ACTION OR CAUSE OF ACTION (A)
ARISING UNDER THIS GUARANTEE OR (B) IN ANY WAY CONNECTED WITH
OR RELATED OR INCIDENTAL TO THE DEALINGS OF CITIGROUP INC., THE
SUBSIDIARY OR THE STATE IN RESPECT OF THIS GUARANTEE OR THE
AGREEMENT OR THE TRANSACTIONS RELATED HERETO OR THERETO.

IN WITNESS WHEREOF, Citigroup Inc. has caused these presents to be executed by its duly
authorized officer this 23™ day of November two thousand ten.

Very truly yours,
CITIGROUP INC.
By:

Martin A. Waters
Assistant Treasurer




EXHIBIT A
Settlement Agreement




EXHIBIT G

[Media Statement]

Hawaii Attorney General Mark Bennett and Citigroup Global Markets Inc. (Citi) announced
today that the State of Hawaii and Citi have reached a resolution concerning the State’s purchase
of auction rate securities.

The State currently owns approximately $869 million in such securities, which were the subject
of auction failures beginning in 2008. The State is currently earning interest on these securities,
but the market value of the State's portfolio has significantly decreased. The State has already
liquidated approximately $200 million worth of securities at par value since February 2008.

The attached agreement (which the State and Citi have been negotiating for several months since
developing basic deal parameters in July), principally provides:

1) In June 2015, the State will have the option to require Citi to purchase some or all of the
State's remaining auction rate securities portfolio at par as well as to-have Citi make up the
difference between liquidation price and par on any of the State's auction rate securities which
have been previously involuntarily liquidated below par, which means the State's taxpayers will
lose no principal on any of the State’s auction rate securities investments.

2) Starting in July 2012, the State will have the ability to obtain interim liquidity on its auction
rate securities portfolio of up to $150 million worth of the securities, at market value, with the
difference between that market value and par paid by Citi in July 2015.

3) The State has released potential claims against Citi and any affiliated entities or individuals in
connection with its investments in auction rate securities, and Citi admits no wrongdoing.

Attorney General Bennett stated: “These negotiations have been complex and difficult, but from
the beginning the State and Citi worked hard to find a resolution. I believe this settlement is in
the best interests of the State, and provides substantial value to the State. The State will
essentially get back what it paid for these securities, plus interest collected on them. The
alternative—lengthy, expensive litigation—would have provided no certainty, and might, in the
end, have been unsuccessful. Bottom line—taxpayers will not lose out on the principal value of
these securities, and that is a good result for Hawaii and its citizens. I would like to commend
Citi for this agreement, for the way it has approached this matter, and for its good faith efforts to
resolve this issue.”

Georgina Kawamura, Director of the Hawaii Department of Budget and Finance stated: “I
believe this agreement makes sense for Hawaii. Our goal in these negotiations has been to
assure that our taxpayers will not receive less than par on these investments, and this agreement
provides for that.”

“We’re pleased to provide this liquidity solution to the State,” said Alexander Samuelson,
Director, Citi Public Affairs. “We value our relationship with the State of Hawaii and thank
Attorney General Bennett for his dedication during the past several months of negotiations to
finding a solution.”
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Appendix H

Rules of the Joint Senate-House
Investigative Committee



RULES OF THE JOINT SENATE-HOUSE INVESTIGATIVE COMMITTEE TO
INVESTIGATE THE DEPARTMENT OF BUDGET AND FINANCE'S
HANDLING OF THE STATE'S INVESTMENT IN STUDENT LOAN AUCTION
RATE SECURITIES ("SLARS").

Preface

The purpose of these rules is to enable the investigative committee to perform properly
the powers and duties invested in the committee, including the conduct of hearings, in a fair and
impartial manner, consistent with protection of the constitutional rights of persons called to
testify at such hearings and preservation of the public good.

Part 1. Definitions

1.1 Definitions. (a) As used in these rules, and unless a different meaning is clearly
intended by the context in which the word is used:

"Authorized Membership" means the total number of members appointed to the
committee.

"Chair" includes the two co-chairs appointed by the presiding officers of the two houses,
or in the absence of one of the co-chairs, the remaining co-chair, or in the absence of both co-
chairs, the member who is selected by the majority of the authorized membership who are
present at the meeting.

"Committee" means the Joint Senate-House Investigative Committee to Investigate the
Department of Budget and Finance, a joint committee of both houses established by Senate
Concurrent Resolution No. 18 SD 1 HD 1, establishing a Joint Senate-House Investigative
Committee to investigate the handling of the State's investment in SLARS, adopted by the
Legislature of the State of Hawaii, Regular Session of 2010, as an investigating committee
pursuant to chapter 21, Hawaii Revised Statutes.

"Executive session" means a session at which only members of the committee, staff
personnel, the witness, and counsel for the witness are permitted to be present. An executive
session may be convened by two-thirds vote of the authorized membership.

"Hearing" means any meeting in the course of an investigatory proceeding, other than a
preliminary conference or interview at which no testimony is taken under oath, conducted by the
committee for the purpose of taking testimony or receiving other evidence. A hearing may be
open to the public or closed to the public.

"Interested person" means any person whose name is mentioned or who is otherwise

identified during a hearing of the committee, and who, in the opinion of the committee, may be
adversely affected thereby.
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"Member" means any member of either the Senate or the House of Representatives
appointed to serve on the committee.

"Public hearing" means any hearing open to the public, or the proceedings of which are
made available to the public.

"Quorum" means a majority of the authorized membership.

(b) Unless otherwise specifically stated, the terms used in these rules shall have the
meanings ascribed to them under chapter 21, Hawaii Revised Statutes.

Part II. Rules of Procedure

2.1 Committee Action. No action shall be taken by the committee at any meeting
unless notice of the meeting was duly given and a quorum is present. The committee may act by
a majority vote of the members present, constituting a quorum, except as otherwise provided by
these rules or by any statute requiring an affirmative vote by a larger number or proportion of the
members of the committee.

2.2 Issunance of Subpoena. (a) The investigative committee may issue, by majority
vote of all its members, subpoenas requiring the attendance of witnesses and subpoenas duces
tecum requiring the production of books, documents, or other evidence, in any matter pending
before the committee.

(b) The form of subpoenas, the manner of service, and witness and service fees shall be
as provided in section 21-8, Hawaii Revised Statutes.

, (c) Every subpoena and subpoena duces tecum authorized to be issued by the committee
shall be issued under the signature of the chair and shall command each person to whom it is
directed to attend and give testimony at a time and place thereon specified, and if requested by
the committee, to produce the books, papers, documents, or tangible things designated therein.

(d) The committee may delegate to the chair the authority to specify the time and place
at which the person subpoenaed is to attend and give testimony and to designate the books,
papers, documents, or tangible things required by the committee to be produced.

2.3 Hearings. The committee may hold hearings appropriate to the performance of its
duties at such times and places as the committee determines. The committee shall not conduct a
hearing unless the appropriate notice of the meeting is given and a quorum is present.

- 2.4 Notice Requirements. (a) All notices of meetings shall be in writing and shall
include a brief statement of the subject matter of the hearing, and the date, time and place of the
meeting,
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(b) Notice to members of hearings and of executive sessions shall be given to each
member at least three days before any hearing or executive session to be held while the
Legislature is in session, and at least seven days before any hearing or executive session to be
held while the Legislature is not in session; provided that the time periods of this rule may be
waived by the chair, and such waivers shall not invalidate any action taken by the committee.

(c) Notice to witnesses shall be given by service of a subpoena requiring the attendance
of the person at a hearing of the committee at least ten days prior to the date of the hearing. The
chair may waive the ten days notice if the witness so agrees.

(d) Any person served with a subpoena requiring attendance at a hearing of the
committee shall also be served with a copy of the resolution establishing the committee, a copy
of thése rules, a general statement informing the person of the subject matter of the committee's
investigation or inquiry, a list of or copies of the principal documents about which that
witness may be questioned, and a notice that the person may be accompanied at the hearing
by counsel of the person's own choosing.

(e) Notice of public hearings shall be given by publicly posting the notice at least
three days before any public hearing to be held while the Legislature is in session, and at
least seven days before any public hearing to be held while the Legislature is not in session,
provided that the time periods of this rule may be waived by the Chair for good cause shown,
and such waivers shall not invalidate any action taken by the committee.

2.5 Conduct of Hearing. (a) All hearings of the committee shall be public unless
the committee, by two-thirds vote of all its members, determines that a hearing should not be
open to the public in a particular instance and should be held in executive session.

(b) The chair shall preside at all hearings of the committee and shall conduct the
examination of witnesses alone or supervise examination by other members of the
committee, the committee's counsel, or members of the committee's staff who are so
authorized. Any official position or statement of the committee shall be made by the chair or
have received approval from the chair prior to its issuance.

(c) No member shall ask more than two questions on the same subject or of a witness
without leave of the chair. The posing of a first question of a member shall not exceed three
minutes and not more than two minutes for any subsequent question on the same issue or of
the same witness; provided, however, that any member may yield his or her option to
question to another member.

2.6 Oath or Affirmation. (a) All testimony given or adduced at a hearing shall be
under oath or affirmation unless the requirement is dispensed with in a particular instance by
a majority vote of the committee members present at the hearing. Any member may
administer an oath or affirmation to a witness at a hearing of the committee.

SCR 18 Committee Rules (3).docx -3-



(b) The form of the oath or affirmation shall be: "Do you solemnly swear or affirm
that the testimony you are about to give will be the truth, the whole truth, and nothing but the
truth?"

2.7 Records. (a) The committee shall cause a record to be made of all proceedings
in which testimony or other evidence is demanded or adduced, which record shall include
rulings of the chair, questions of the committee and its own staff, the testimony or responses
of witnesses, sworn written statements submitted to the committee, and such other matters as
the committee or its chair may direct.

(b) For the purpose of recording its proceedings, the committee may contract video
recording services and utilize the recordings as a record of its proceedings.

(c) All records of the committee shall be maintained by the Clerk of the Senate.

(d) The committee shall make available to all those entities or persons who were the
subjects of or who were witnesses who testified at any hearing a draft report of the
committee's findings and/or conclusions concerning any matter that is the subject of its
hearings.

(e) Any person or entity to whom a draft report is made available shall be given a
period of not less than fourteen days within which to make written responses to the draft
findings and/or conclusions. The written responses, if any, shall be included as an appendix
to the final report of the committee.

2.8 Contempt. (a) A person shall be in contempt if the person:

(1)  Fails or refuses to appear in compliance with a subpoena or, having appeared,
fails or refuses to testify under oath or affirmation;

(2)  Fails or refuses to answer any relevant question or fails or refuses to furnish
any relevant book, paper, or other document subpoenaed by or on behalf of the
committee; or

(3) Commits any other act or offense against the committee, which, if committed
against the Legislature or either house thereof, would constitute contempt.

(b) The committee may, by majority vote of its authorized membership, report to the
Senate and the House of Representatives any instance of alleged contempt. The President of
the Senate and the Speaker of the House of Representatives shall certify the report of such
contempt, under their signatures as President or Speaker to the attorney general who shall
prosecute the offender in any court of the State. If the Legislature is not in session, a
statement of the alleged contempt shall be certified by the chair. An instance of alleged
contempt shall be considered as though committed in or against the Legislature.
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(c) A person guilty of contempt shall be fined not more than $1,000 or imprisoned
not more than one year or both.

Part III. Rules Governing Rights of Witnesses

3.1 Right to Counsel. Every witness at a hearing of the committee may be
accompanied by counsel of the witness' own choosing, who may advise the witness as to his
or her rights, subject to reasonable limitations which the committee may prescribe to prevent
obstruction of or interference with the orderly conduct of the hearing.

3.2 Compelling Testimony. The chair may order a witness to answer any relevant
question or furnish any relevant book, paper or other document, the production of which has
been required by subpoena duces tecum. Unless the order is overruled by majority vote of
the committee members present, disobedience shall constitute contempt.

3.3 Statements and Proposed Questions. (a) A witness at a hearing or the
witness's counsel, with the consent of a majority of the committee members present at the
hearing, may file with the committee for incorporation into the record of the hearing sworn
written statements relevant to the purpose, subject matter, and scope of the committee's
investigation or inquiry.

(b) A witness at a hearing or the witness's counsel may submit to the committee
proposed questions to be asked of the witness or any other witness relevant to the matters
upon which there has been any questioning or submission of evidence, and the committee
shall ask those questions that the committee determines to be appropriate to the subject
matter of the hearing.

3.4 Transcript. A witness at a hearing, upon advance request and at the witness's
expense, shall be furnished with a certified transcript of his or her own testimony; provided
that no witness shall be entitled to the executive session testimony of any other witness.

3.5 Privileges. The rules of evidence shall not apply at proceedings of the
committee, except that a witness may claim any privilege provided by the state or federal
constitution.

3.6 Rights of Interested Persons. (a) Any interested person may, upon the person's
request or upon the request of any member of the committee, appear personally before the
committee and testify in the person's own behalf, or, with the committee's consent, file a
sworn written statement of facts or other documentary evidence for incorporation into the
record.

(b) With the consent of a majority of its authorized membership, the committee may

permit any other person to appear and testify at a hearing or submit a sworn written statement
of facts or other documentary evidence for incorporation into the record; provided that no
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request to appear, appearance, or submission of evidence shall limit in any way the
committee's power of subpoena.

(c) Any person who appears before the committee pursuant to this rule shall have all
the rights, privileges, and responsibilities applicable to a witness under these rules.

Part IV. Rules Governing Disclosure

4.1 Disclosure of Proceedings in Executive Session. Testimony and other evidence
given or adduced at a hearing closed to the public shall not be made public unless authorized by
majority vote of the authorized membership, which authorization shall also specify the form and
manner in which the testimony or other evidence may be released.

4.2 Disclosure of Proceedings by Staff. No staff member of the committee shall
disclose information regarding testimony given or adduced at any proceeding unless otherwise
authorized by the committee.

4.3 Television, Films, Radio. Hearings may be televised, filmed or otherwise recorded
and made public, unless otherwise determined by majority vote of the authorized membership.

4.4 Confidential Information. All information of a defamatory or highly prejudicial
nature received by or for the committee other than in an open or closed hearing shall be deemed
to be confidential. No such information shall be made public unless authorized by majority vote
of the authorized membership for legislative purposes, or unless its use is required for judicial

purposes.

4.5 Disclosure of Committee Activities to the Public and the Media. All information
of official actions, statements, or positions of the committee shall be made by the chair.

Part V. Rules of General Applicability

5.1 Powers of Presiding Officers of the Respective Houses. The Senate President
and the Speaker of the House of Representatives shall have administrative authority over the
activities and operations of the committee to: (a) assign appropriate staff and to direct
appropriate services to assist the committee in accomplishing its mandated purpose; (b) adjust
the respective membership of the committee as the Senate President and the Speaker of the
House of Representatives deem necessary; and (c) in the absence of the chair, sign hearing
notices or subpoenas and subpoena duces tecum, as the case may be, as authorized to be issued
by the committee.

5.2 Rules Consistent with Applicable Laws and Rules; Severability. These rules
govern procedure in and before the committee, and are adopted pursuant to section 21-4,
Hawaii Revised Statutes. If any provision of these rules, or the application thereof to any
person or circumstances is determined to be invalid, the invalidity does not affect other
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provisions or applications of these rules that can be given effect without the invalid provision
or application, and to this end the provisions of these rules are severable.

5.3 Limitations. Nothing in these rules shall be construed to limit or prohibit the
acquisition of evidence or information by the committee through any lawful means.
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October 11, 2010

Hearing Notice



TH .'}:Séﬁfa £
ELERKS OFFi(®
THE TWENTY-FIFTH LEGISLATURE 2 N
INTERIM OF 2010 STATE GF HAWAI!

JOINT LEGISLATIVE INVESTIGATING COMMITTEE TO OVERSEE GATIONAF THE
DEPARTMENT OF BUDGET AND FINANCE'S HANDLING OF THE STA%E%S % [\_/égqglﬁgg ’i; IN
STUDENT LOAN AUCTION RATE SECURITIES.

Senator Donna Mercado Kim

Senator Shan S. Tsutsui
Senator Sam Slom
Representative Marcus R. Oshiro
Representative James K. Tokioka
Representative Gene Ward

NOTICE OF HEARING

DATE: Monday October 11, 2010
TIME: 10:00 a.m.
PLACE: Conference Room 211
State Capitol
415 South Beretania Street

SENATE CONCURRENT RESOLUTION NO. 18 SD1 HD1, ESTABLISHES A JOINT LEGISLATIVE
INVESTIGATING COMMITTEE, PURSUANT TO CHAPTER 21, HRS, TO OVERSEE THE INVESTIGATION OF
THE DEPARTMENT OF BUDGET AND FINANCE'S HANDLING OF THE STATE'S INVESTMENT IN STUDENT

LOAN AUCTION RATE SECURITIES (SLARS).
1. Adopt rules for the conduct of the investigation,;

2. Discuss organizational and procedural matters for future hearings, including securing the attendance of witnesses and
the production of documents.

3. Decision-making, including decision-making on the issuance of subpoenas and subpoenas duces tecum, may occur
regarding items on the agenda.

The Committee may meet in executive session to discuss matters as it deems necessary or as requested by a witness.

No public testimony will be accepted.

If you require special assistance or auxiliary aids or services to participate in the public hearing process (i.e., sign or foreign
language interpreter or wheelchair accessibility), please contact the committee clerk 24 hours prior to the hearing so
arrangements can be made.

FOR FURTHER INFORMATION, PLEASE CALL THE HOUSE FINANCE COMMITTEE CLERK AT 586-6200 OR
THE SENATE WAYS AND MEANS COMMITTEE CLERK AT 586-6800.

L d
o’ .
' Senator Colleen H
resentafives

Rep. Calvin K.Y. Say abusa
Speaker, Hawaii State House of Rep President, Hawaii State Senate

Hearing SLARS 10-11-

WiNTisEssmiRinenm
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Agenda for October 11, 2010, hearing



Date: October 11, 2010

Time: 10:00 am
Place: Conference Room 211
State Capitol

415 South Beretania Street

Subject: SCR 18 SD1 HD1 — SLARS Investigating Committee Proposed Agenda

1. Call to Order

2. Members

a. Senator Donna Mercado Kim
Senator Shan S. Tsutsui
Senator Sam Slom
Representative Marcus R. Oshiro
Representative James K. Tokioka
Representative Gene Ward

o o o

3. General Business
a. Adoption of Chair or Co-Chairpersons
b. Adoption of Rules for the Conduct of the Investigation
i. Determination of staff that will be the custodian of records
ii. Determination of budget for the committee and source of funds
iii. Determination of method of recording hearings
Discussion/Approval of Letter to Send to the Attorney General
Discuss Organizational and Procedural Matters for Future Hearings
Determine a Regular Schedule for Future Hearings
Agenda Items for the Next Hearing

oo Ao

4. New Business
a. Other Items

5. Next Hearing

6. Adjournment
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Twenty-Fifth Legislature

State of Hawai‘i

Record of Votes

Senate-House Joint Legislative Investigative Committee
to Oversee the Investigation of the Department of Budget and Finance's
Handling of the State's Investment in
Student Loan Auction Rate Securities

|___| The Committee is considering the issuance of a subpoena.

If so, then the subpoena shall be issued to:

D The Committee is considering the issuance of a subpoena duces tecum.

If so, then the subpoena duces tecum shall be issued to:

/] The Committee is considering LETTER. T0 THE KTTORNEY ganNepAL

(If considering convening in executive session, such action requires a 2/3 majority vote to do s0.)

Senate Members Aye Aye (WR) Nay Excused
KIM, Donna Mercado 7
TSUTSUI, Shan S. ~
SLOM, Sam 7
House Members Aye Aye (WR) Nay Excused
OSHIRO, Marcus R. 7
TOKIOKA, James Kunane 7
WARD, Gene -
TOTAL
Recommendation:
IZ Adopted I:l Not Adopted
Chair’s or Designee’s Signature: Date:
10-11-10
Distribution: Original Yellow Pink
File with Committee House Clerk's Office Senate Clerk's Office

2010 SLARS ROV Form.doc



Twenty-Fifth Legislature
State of Hawai‘i

Record of Votes
Senate-House Joint Legislative Investigative Committee
to Oversee the Investigation of the Department of Budget and Finance's
Handling of the State's Investment in
Student Loan Auction Rate Securities

|:| The Committee is considering the issuance of a subpoena.

If so, then the subpoena shall be issued to:

D The Committee is considering the issuance of a subpoena duces tecum.

If so, then the subpoena duces tecum shall be issued to:

ZThe Committee is considering CHAVR 0R CHAIR PERSONS

(If considering convening in executive session, such action requires a 2/3 majority vote to do so.)

Senate Members Aye Aye (WR) Nay Excused
KIM, Donna Mercado /
TSUTSUI, Shan S. /
SLOM, Sam e

House Members Aye Aye (WR) Nay Excused
OSHIRO, Marcus R. /
TOKIOKA, James Kunane g
WARD, Gene s

TOTAL
Recommendation:
E Adopted D Not Adopted
Chair’s or Designee’s Signature: Date:
QBM e ——— lo _-\ ‘ - ‘ o}

Distribution: Original Yellow Pink

File with Committee House Clerk's Office Senate Clerk's Office

2010 SLARS ROV Form.doc



Twenty-Fifth Legislature
State of Hawai‘i

Record of Votes
Senate-House Joint Legislative Investigative Committee
to Oversee the Investigation of the Department of Budget and Finance's
Handling of the State's Investment in
Student Loan Auction Rate Securities

I:] The Committee is considering the issuance of a subpoena.

If so, then the subpoena shall be issued to:

D The Committee is considering the issuance of a subpoena duces tecum.

If so, then the subpoena duces tecum shali be issued to:

[/] The Committee is considering_APOPTION oF RULLES

(If considering convening in executive session, such action requires a 2/3 majority vote to do so.)

Senate Members Aye Aye (WR) Nay Excused
KIM, Donna Mercado s
TSUTSUI, Shan S. /’
SLOM, Sam b
House Members Aye Aye (WR) Nay Excused
OSHIRO, Marcus R. Ve
TOKIOKA, James Kunane -
WARD, Gene 7
TOTAL
Recommendation:
E‘ Adopted I___| Not Adopted
Chair’s or Designee’s Signature: Date:
- [0-|1-10
Distribution: Original Yellow Pink
File with Committee House Clerk's Office Senate Clerk's Office

2010 SLARS ROV Form.doc
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January 4, 2011

Hearing Notice



RECK'.'VFI ]
THE SEXAY
CLERK'S erftcﬂ

THE TWENTY-SIXTHLEGISLATURE STATE OF HawiA Il

INTERIM OF 2010
10 DG
JOINT LEGISL ATIVE INVESTIGATING COMMITTEE TO OVERSEE THE INVESTIGA’?PONQ)% ijlgE
DEPARTMENT OF BUDGET AND FINANCE'S HANDLING OF THE STATE'S INVESTMENT IN STUDENT LOAN
AUCTION RATE SECURITIES.

Senator Donna Mercado Kim
Senator Shan S. Tsutsui
Senator Sam Slom
Représentative Marcus R. Oshiro
Representative James K. Tokioka
Representative Gene Ward

NOTICE OF HEARING

DATE: Tuesday, January 4, 2011
TIME: 3:30 pm
PLACE: Conference Room 211
State Capitol
415 South Beretania Street

PURSUANT TO SENATE CONCURRENT RESOLUTION NO. 18, ESTABLISHING A JOINT LEGISLATIVE
INVESTIGATING COMMITTEE PURSUANT TO CHAPTER 21, HRS, TO OVERSEE THE INVESTIGATION OF
THE DEPARTMENT OF BUDGET AND FINANCE'S HANDLING OF THE STATE'S INVESTMENT IN STUDENT
LOAN AUCTION RATE SECURITIES (SLARS).

1. STATUS OF INVESTIGATION

2, REVIEW AND APPROVAL OF DRAFT REPORT TO THE LEGISLATURE

The Committee may meet in executive session to discuss matters as it deems necessary or as requested by a witness.

No public testimony will be accepted.

If you require special assistance or auxiliary aids or services to participate in the public hearing process (i.e., sign or foreign
language initerpreter or wheelchair accessibility), please contact the committee clerk 24 hours prior.to the hearing so
arrangements can be made.

FOR FURTHER INFORMATION, PLEASE CALL THE HOUSE FINANCE COMMITTEE CLERK AT 586-6200 OR
THE SENATE WAYS AND MEANS COMMITTEE CLERK AT 586-6800.

Senator Donna Mercado Kim
Chair

i o
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Financial Examination of the
Department of Budget and
Finance

A Report to the
Governor

and the
Legislature of
the State of
Hawali‘i

Report No. 10-03
March 2010

THE AUDITOR
STATE OF HAWAI'l



Office of the Auditor

The missions of the Office of the Auditor are assigned by the Hawai'i State Constitution
(Article VI, Section 10). The primary mission is to conduct post audits of the fransactions,
accounts, programs, and performance of public agencies. A supplemental mission is to
conduct such other investigations and prepare such additional reports as may be directed
by the Legislature.

Under its assigned missions, the office conducts the following types of examinations:

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

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

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

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

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

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

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

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

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

Hawai'‘i's laws provide the Auditor with broad powers to examine all books, records,

files, papers, and documents and all financial affairs of every agency. The Auditor also
has the authority to summon persons to produce records and to question persons under
oath. However, the Office of the Auditor exercises no control function, and its authority is
limited to reviewing, evaluating, and reporting on its findings and recommendations to the
Legislature and the Governor.

-,
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Summary

The Office ofthe Auditor and the certified public accounting firm of Accuity LLP conducted
afinancial examination of the Department of Budget and Finance for the fiscal year July 1,
2008 to June 30, 2009. Our examination evaluated the financial processes and related
systems of internal controls of the department and involved inquiry and review of relevant
policies, procedures, systems, transactions, and records. The firm also assessed the design
and operating effectiveness of internal controls over the department’s financial accounting
and reporting process for the fiscal year ended June 30, 2009.

Our examination revealed a lack of proper leadership and accountability in the Department
of Budget and Finance and resulting deficiencies in its execution of statutorily mandated
fiscal responsibilities. We found that the department is not efficiently and effectively
managing the State’s $3.8 billion treasury. Its investmentpolicy, which ismeantto delineate
investment procedures and requirements, has neither been formally updated since 1999,
nor reviewed in detail since 2002. Management of state cash and investments is governed
by the 1999 policy and general statutory guidance and is carried out via informal, manual
procedures that increase risk and hamper efficiency. Neither the director of finance nor
the Financial Administration Division (FAD) administrator has exercised proper oversight
of investment decisions and activities.

As a result, the state treasury now holds approximately $1 billion of illiquid auction-rate
securities (ARS). We found that the department significantly increased ARS holdings
to more than $1 billion in FY2008, shortly before the ARS market froze. Although the
investment policy states that yield is of secondary importance to safety and liquidity, we
found the department continued investing in ARS primarily based on their high yields,
which generally indicate greater risk. However, the department did not perform a risk
assessment or cost-benefit analysis prior to purchase, nor did it obtain and review the
securities’ offering documents that disclose related risks.

We also found the FY2008 purchases of ARS violated state law and policy. Although
student loan-backed ARS are an allowable type of investment, state law requires that
investments have maturity dates of five years or less from the date purchased. The
department believed the securities met that limit because auctions were held every seven
to 49 days, providing investors the option to sell. However, maturities are determined by
the maturity dates of the underlying loans, which range from 2016 to 2045. We found
that neither the director of finance nor the FAD administrator was consulted prior to
purchasing the ARS. Additionally, because auctions for the securities have failed since
early 2008, they cannot be liquidated at par until auctions become functional, securities
are called, or underlying loans mature. Consequently, the State wrote down the value of
these securities by $114 million as of June 30, 2008; an additional write-down of over
$140 million is expected for FY2009.

The department also failed to perform other required financial administration functions
essential to proper oversight and safeguarding of funds. For example, FAD did not
timely prepare and review monthly bank reconciliations, a fundamental control used to
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ensure cash balances are properly stated and to reduce the risk of misappropriation. For
the budget process, we found that while the Budget, Program Planning and Management
Division provides detailed written instructions and forms to other agencies to assist in
budget preparation, the division’s internal procedures and practices are largely informal
and undocumented. We also observed deficiencies in the department’s information
technology (IT) management and controls. Given the vital role of the department and
its fiscal responsibilities, it should improve IT controls to ensure its systems and data are
reasonably protected. Enhancing IT functions could also address shortcomings identified
in the financial administration processes.

With respect to Accuity’s LLP’s assessment of internal controls, in the opinion of the firm,
because of the material weaknesses identified in the department’s financial administration
processes, the department has not maintained effective financial accounting and reporting
processes and related internal controls for the fiscal year ended June 30, 2009.

We made several recommendations regarding the department’s management and
accountability of state funds. Among them, we recommended the department formalize
the policies, procedures, and practices used in its financial administration and budget
processes. We recommended improvements to the cash and investment management
process, including formally reviewing the investment policy at least annually, updating
procedures to improve efficiency and decrease risk, and ensuring proper oversight of
investment activities. We also made specific recommendations for the department to
improve its IT management and controls.

In its response to our draft report, the department charged our report with being improperly
classified as an examination and replete with false and misleading statements. However,
our work was performed in accordance with Government Auditing Standards (GAS), and
our findings and conclusions are based on specific, well-documented evidence. Unlike
the department’s response, we counter the department’s claims with supportable and
reasoned explanations.

The department first claims our report ismisleading in being entitled a financial examination.
However, GAS classifies an examination as a type of attestation engagement that “can
cover a broad range of financial or nonfinancial objectives” and “consists of obtaining
sufficient, appropriate evidence to express an opinion . ..” The primary objectives of the
examination were to examine the effectiveness of the department’s financial accounting and
financial reporting processes and internal controls, and assess the adequacy, efficiency, and
effectiveness of its financial administration organizational structure, systems, procedures,
and practices. GAS also requires auditors conducting attestation engagements to report
any material weaknesses and significant deficiencies in internal controls. Consequently,
it would be misleading not to label the report a financial examination.

The director of finance further claims our findings are inconsistent with those of annual
independent audits, which are the financial statement audits of the State’s Comprehensive
Annual Financial Report (CAFR). Consistent with GAS, our examination involved
examining the department’s internal controls for the purpose of providing an opinion on
their effectiveness, as well as evaluating the efficiency of the department’s financial systems
and processes. In contrast, the CAFR audit focuses on fair presentation of the State’s
financial statements and provides no assurances related to the State’s internal controls or
compliance with laws. Far from “inconsistent” with our examination, the most recent
Report on Internal Control Over Financial Reporting and On Compliance and Other
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Matters, issued in conjunction with the annual CAFR audit, actually includes a material
weakness relating to the State’s valuation of auction-rate securities.

The department also contends our report should have relied on a February 3,2010 Standard
& Poor’s “credit rating report” that notes the State’s management practices are “good.”
Aside from demonstrating its lack of understanding of GAS, basic audit principles, and
the purpose and scope of ratings reports, the department conveniently overlooked reports
by two other ratings agencies dated February 2 and 3, 2010—Fitch Ratings and Moody’s
Investor Services, respectively—that assigned a “negative” outlook to Hawai‘i’s general
obligation bond ratings. Those reports indicated that the negative outlook reflected the
State’s narrowed financial operations and limited flexibility underscored by reduced reserve
levels, funding gaps, and liquidity challenges.

The department’s contentions against our finding that ARS do not comply with state law
are flawed for a number of reasons. First, it is indisputable that ARS holdings currently do
not comply with state law. Because many of their ratings have dropped below AAA, they
do not meet the statutory requirement that investments maintain a AAA rating. Second,
the department primarily relies on a March 1, 2010 memorandum from the attorney
general (AG memorandum) as support. However, the AG memorandum is merely an
interpretation of the statute with which we respectfully disagree based on its unsound
analysis. The foremost rule of statutory construction is that statutory meaning and intent
must be “obtained primarily from the language contained in the statute itself.]” Section
36-21, HRS, is clear and unambiguous as to intent. It is entitled Short-term investment
of state moneys and explicitly states that investments are allowable “provided that the
investments are due to mature not more than five years from the date of investment.”
Instead of applying the statute’s plain language, however, the AG memorandum makes
a number of vulnerable presumptions in concluding the maturity limit is inapplicable to
ARS, including comparing ARS to investments that have no stated maturity dates and
going so far as to liken ARS to bank savings accounts. It also delves into an extensive and
unnecessary review ofthe statute’s legislative history, which should only be used to interpret
intent when the statutory language is ambiguous. The maturity provision in Section 36-21,
HRS, is unambiguous as it applies to ARS. In fact, a plain reading indicates it applies to
all investments made under the statute. Third, the AG memorandum would have more
significance had the department obtained it in FY2008 when it escalated ARS investments,
or at Jeast during our examination. We requested any documentation the department had
related to ARS, including on the issue of compliance. The AG memorandum, dated the
same day as the department’s response, was the first document provided on the issue.
The fact that the department did not previously obtain a written opinion on this issue
underscores our overall finding that the director is not exercising sufficient oversight to
ensure proper management of the state treasury.

Indownplaying the severity ofthe State’s predicament, the department attempts to compare
the State’s situation with numerous other public and private entities who were “all impacted
by the freeze and collapse of the ARS market.” However, few have been impacted to the
same extent as Hawai‘i. The State currently holds approximately $1 billion of the fotal
$330 billion ARS market. As an objective basis of comparison, a survey by a national
valuation services firm of public companies with ARS holdings as of September 30, 2009
found that 0of 430 public companies identified with a total par value of $21 billion in ARS,
the highest par value held by a single company was $1.1 billion. The remaining top four
ARS holders held par values at or below $500 million. It is thus unsurprising that the
State’s ARS situation has garnered attention on a national level.

The primary significance of the State’s ARS holdings is that the department continued
increasing them due to their higher yields despite increasing risk, in direct conflict with its

4
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ownpolicy providing that yield is of secondary importance to safety and liquidity. Moreover,
the department escalated those investments without exercising basic, prudent investment
principles—it did not gain a full understanding of the securities, did not perform a risk
assessment or cost-benefit analysis prior to purchase, and invested almost 30 percent of
the State’s portfolio in that single investment type. Although the department now denies
its statements that it did not perform a risk assessment prior to escalating ARS investments
in FY2008, it has been unable to produce any evidence of its “ongoing” risk assessment.
Further, the FAD administrator confirmed in an email (included in our comments) that
the only form of “risk assessment” done was to check for inclusion of ARS in the statute
as allowable, which does not qualify as a risk assessment.

The department also claims that it could not have known or understood the risks in FY2008.
However, as laid out in our report, the cover page of an offering document for ARS held
by the department stated: “You should carefully consider the risk factors beginning
on page 12 of this offering memorandum.” As the first risk listed warns that “you may
have difficulty selling your notes,” it is remiss that the department did not obtain and
review copies of offering documents prior to purchase. Further, had the department heeded
the investment guidelines and limitations in the statute and its own investment policy,
it might not have invested such significant amounts in this one type of investment. The
department rebukes our finding on its violation of the policy’s diversification requirements
by simply stating that the policy allows for exceptions. Our report describes that exception
provision—that exceptions “shall be approved by the [FAD] Administrator prior to being
executed” and that “significant exceptions shall also be approved in advance by the Director
of Finance.” However, the director, FAD administrator, and department staff repeatedly
stated that the director and administrator were not consulted prior to increasing ARS in
FY2008 and did not approve in advance the deviation from the 20 percent limit. The FAD
administrator confirmed in an email (included in our comments) that “the Director was
not consulted prior to increasing our position in ARS. I was informed of our increased
holding due to the favorable yields.” Atan August 27,2009 meeting, the director admitted
she had never been consulted prior to any ARS investment decision. That meeting was
attended by nine individuals.

The director contends that holding $1 billion of illiquid ARS poses no harm to the State,
rejecting the merit of any write-down and touting actual “gains.” However, the bottom
line is the State’s ARS lost approximately $255 million in value as of June 30, 2009.
Contrary to the director’s belief, the department’s valuation (conducted through its own
broker) was prepared using a “discounted cash flow” method, which estimates actual
losses to be incurred by holding the ARS to maturity. Further, having a large portion of
the treasury tied up in ARS for seven to 35 years may hinder the State’s ability to cover
anticipated cash disbursements.

While the director’s response accuses our report of being “an undeserved attack on the hard
working men and women of this department,” we reiterate our overall conclusion that The
Department’s Lack of Leadership and Accountability Puts the State 5 Funds at Risk. The
director’s deflection of findings to her staff highlights this same concern. Additionally, the
department urges that failure to substantially amend the report would “be a gross disservice
to the public and could mar our hard-earned reputation as a prudent fiscal manager of the
public’s resources.” We fail to see how ignoring risks and chasing yields on the way to
tying up $1 billion of state funds has not already accomplished this.

Marion M. Higa Office of the Auditor
State Auditor 465 South King Street, Room 500
State of Hawai‘i Honolulu, Hawai‘i 96813

(808) 587-0800
FAX (808) 587-0830
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Foreword

This is a report on the financial examination of the Department of Budget
and Finance, State of Hawai‘i, for the fiscal year July 1, 2008 to June 30,
2009. The examination was conducted pursuant to Section 23-4,
Hawai‘i Revised Statutes, which requires the State Auditor to conduct
postaudits of the transactions, accounts, programs, and performance

of all departments, offices, and agencies of the State and its political
subdivisions. The examination was conducted by the Office of the
Auditor and the certified public accounting firm of Accuity LLP.

We wish to express our appreciation for the cooperation and assistance
extended by the director and staff of the Department of Budget and
Finance during the course of the examination.

Marion M. Higa
State Auditor



Table of Contents

Chapter 1

Chapter 2

Chapter 3

Introduction

Background.......ccceccorineerirninseeneecceseneeseesesnseneesessneseesnes 1
OrganiZation. ....ccceerervrrrerrerruererserceessessessensesseesasssssroseonees 1
Prior AUdit ....c.coeciinieineesesceie et 10
Objectives of the Examination...........ccccceceuirinvenenccnnnnn, 10
Scope and Methodology .........cccevemeeernneccecenrreencen 11

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

Summary of FINdings .......ccccoveeveeeninicnecenncnncnneeens 13
Lax Management of the State’s $3.8 Billion Treasury
Has Increased Risk and Reduced Available Funds.... 14

Recommendations ............ceeeeeeecmmeeecereecerecceeeseesanens 41

The Financial Administration Division Has Failed To
Perform Essential FUnctions........ccccovveevvvinveiniveninnen. 44

Recommendations .............eeuueeeeeenvvensirinnieinreinivenisenns 54

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

the Department Vulnerable............ccooovvenncccennnnnn. 56
Recommendations ..............cceeevveevincnvennnenieniessenseseenens 62
Inattention to Information Technology Management

Exposes the Department to Unnecessary Risk........... 63
Recommendations .............cevceeecvencervennnceernenenennnnns 68
ConClUSION .....cotrmrreermereiertetecer e 69

Independent Accountant’s Report on
Internal Controls

Independent Accountant’s Report........c.oocevuececrnnnnene 71

Response of the Affected Agency ..o 73



Vi

List of Exhibits
Exhibit 1.1 State of Hawai‘i Department of Budget and Finance

Organization Chart ..., 2
Exhibit 1.2 Department of Budget and Finance Financial

Administration Division Organization Chart .............. 4
Exhibit 1.3 Overview of the Department of Budget and Finance

Cash Investment Process ........c.cccoveeervenvuenninienneennnne, 5
Exhibit 1.4 Department of Budget and Finance Budget Division

Organization Chart ..., 6
Exhibit 1.5 Overview of the Department of Budget and Finance

Budget Preparation and Execution Process................. 7
Exhibit 1.6 State Cash and Investments Held by the Department

of Budget and Finance as of June 30, 2008 and 2009

(unaudited and rounded to the nearest thousand)........ 8
Exhibit 1.7 Department of Budget and Finance Summarized

Financial Results for Years Ended June 30, 2008

and 2009 (unaudited and rounded to the nearest

thouSand) ....cveererrererererieieceeee et e 9
Exhibit 2.1 Overview of the Department of Budget and Finance

Cash Investment Process ........cccvvmvcnniciiinicnciinennn. 17
Exhibit 2.2 Fiscal Year 2009 U.S. Treasury Percentage Yield

Rates by Maturity ......cccccecevmnrineecnneninininenniicnnens 18
Exhibit 2.3 Manual Investment Calendar for June 2009................. 20
Exhibit 2.4 Daily Investment Worksheet for June 30, 2009............ 21
Exhibit 2.5 Information Included in the Report to the

Administrator Compared to Requirements................ 26
Exhibit 2.6 Information Included in the Report to the Director

Compared to Requirements .........occoceeureververeeniniennens 28
Exhibit 2.7 Exceptions to Maximum Investments Allowed

(Figures shown in bold exceed allowable

PETCEIAZES) ....coueeuerviiiinsiiriiniistesteteresbessesseesnssassans 31
Exhibit 2.8 State Investments in Auction-Rate Securities -

June 30, 2006 through June 30, 2009......................... 33
Exhibit 2.9 State Investments in Auction-Rate Securities - Fiscal

Year 2008 by Month ... 34
Exhibit 2.10  Front Page of an Offering Document for Auction-

Rate Securities Owned by the State of Hawai‘i

at June 30, 2008........coccooieerrcrinriene s 35
Exhibit 2.11  Excerpt from an Offering Document for Auction-

Rate Securities Owned by the State of Hawai‘i

at June 30, 2008..........ccorvmrerinii 36
Exhibit 2.12  Sample Benchmarking Indices .......c.ccccovunmivrmnrnnnncnn. 42
Exhibit 2.13  Overview of Cash Receipts and Reconciliation

PrOCESS . ieeeeiretticticterirri e 45
Exhibit 2.14  FHB and BOH Bank and Book Balances as of

March 31, 2009.......ccomriieinreeeeresiees s 46



Exhibit 2.15

Exhibit 2.16

Exhibit 2.17

Reconciliation of FAD and DAGS Cash Balances

as of March 31, 2009......ccocvevemrrieiirieinnreeecevreeennnns 49
Overview of the Department of Budget and Finance

Budget Preparation and Execution Process............... 58
2009 to 2013 Eligible Retirees ........ccccecceevererieccenennee 60

vii



Chapter 1

Introduction

This is a report of our financial examination of the State of Hawai‘i’s
Department of Budget and Finance for the period July 1, 2008 to
June 30, 2009. The examination was conducted by the Office of the
Auditor and the independent certified public accounting firm Accuity
LLP.

The examination was conducted pursuant to Section 23-4, Hawai‘i
Revised Statutes (HRS), which requires the State Auditor to conduct
postaudits of the transactions, accounts, programs, and performance of
all departments, offices, and agencies of the State of Hawai‘i and its
political subdivisions.

Background

The Department of Budget and Finance is part of the executive branch of
the State of Hawai‘i. The Legislature established the department through
the Hawai‘i State Government Reorganization Act of 1959 (Act 1,
Second Special Session Laws of Hawai‘i 1959). Section 26-8, HRS,

sets forth the department’s responsibilities, which include preparing and
executing the executive budget of the state government. The department
is also responsible for conducting systematic and continuous reviews

of the finances, organization, and methods of state departments to assist
each department in achieving the most effective expenditure of public
funds and to ensure that such expenditures are in accordance with budget
laws and established internal controls. Additionally, the department

is the custodian of state funds, responsible for their safekeeping,
management, investment, and disbursement; and is responsible for
administering the State’s debt.

Organization

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

OFFICE OF THE DIRECTOR OF FINANCE

Administrative and Research Employees’ Retirement System
Office

Hawai‘i Employer-Union Health
Benefits Trust Fund

Office of the Public Defender

Public Utilities Commission

Budget, Program Planning and Financial Administration
Management Division Division

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

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

Administrative and The Administrative and Research Office provides administrative and

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

Divisions Two divisions are responsible for administering financial and budgetary
services to the State’s departments and agencies.
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Financial Administration Division

The Financial Administration Division administers the State’s

financial affairs by managing the State’s treasury, financial planning

and research, and debt issues. The division plans, directs, and
coordinates development of the State’s plans and strategies regarding
cash management, investments, and bond financing. The division is
responsible for determining the State’s investment policies and strategies;
investing state funds within established policies and guidelines;
accounting for all state treasury deposits and disbursements; planning,
monitoring, and managing the issuance of state bonds; and administering
the State’s debt activities such as maintaining accounting records, paying
bond and coupon holders, and assisting bond holders with lost, stolen,
defaced, and destroyed bonds or coupons. The division also administers
the State’s Unclaimed Property Program.

The organization of the department’s Financial Administration Division
is illustrated in Exhibit 1.2.
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Exhibit 1.2
Department of Budget and Finance Financial Administration Division Organization Chart

FINANCIAL
ADMINISTRATION DIVISION
FAD Administrator
TREASURY MANAGEMENT UNCLAIMED PROPERTY
BRANCH
BRANCH Unclaimed Property Program
Funds Custody Manager M p g
anager
CASHIERING INVESTMENTS Program Account Mob.ile
SECTION L Service
. SECTION Specialist Clerk 1l
Treasury Cashier Agents
Account Account Accountant Accountant
Clerk V Clerk IV v [}
BONDS ADMINISTRATION FISCAL SERVICES
OFFICE
BRANCH A "
Public Debt Manager ccountant
Public Account Account
Debt Clerk Clerk

Analyst

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

Cash and Investment Management

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



Chapter 1: Introduction
e S ]

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

= 1.1 Obtains CD 1.2 Obtains list of 1.3 Reviews 1.4 Prepares Daily Investment | | 1.6 Contacts 1.7 Updates Daily 1.8 Forwards to
=t available investments . Investment, Investments .
@ and repurchase from brokers via fax manual calendar| | Investments Maturing On, and banks and Maturing On, and Broker cashier fo record
€ agreement rates 1 I ofmaturing [»f Broker Investment Transactions » brokersto 1 g On, N M4 investment
3 ) and forwards to Funds | |. el ant " . . Investment Transactions . -
8 from banks via Custody Manager for investments and Forwor to p For worksh and manual information in
2 email review payments due cash forir its ir s calendar MS Dynamics
I
v
>
E . 1.5 Reviews list of available 1.9 Works with
4 g investments and worksheets to Accountant Il to
o8 d ine ir to prepare monthly
§ g purchase from banks and reportto FAD
5 brokers Administrator
'
|
[]

.
S
‘E'f 1.10 Prepares
2 B monthly report to
P~ Director of
g Finance
<
|
£]
1.11 Reviews

monthly report

Director of
Finance

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

Bond Issuance and Management

The Financial Administration Division also issues and manages the
State’s general obligation (GO) bond program and assists other state
agencies with the issuance of revenue bonds. The division works

with the Legislature in estimating the amount of bonds to issue in the
upcoming fiscal year in conjunction with preparing the state budget.
Based on the approved budget, the division monitors the bond market
and the remaining balance in the State’s bond funds while working with
the underwriter and other members of the issuance team to determine the
proper time to issue new and refunding bonds. Subsequent to the sale of
bonds, the division is also responsible for the management of outstanding
bonds, including payments to bondholders.

Budget, Program Planning and Management Division

The Budget, Program Planning and Management Division (Budget
Division) prepares and monitors the State’s multi-year program and
financial plan, which describes the financial and program implications of
an executive budget request over the corresponding planning period, in
accordance with Chapter 37, HRS. The Budget Division also prepares
and monitors the executive budget, coordinates the State’s capital
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improvement program, carries out the budgetary and fiscal policies of
the state government, and supervises and controls budget appropriations
authorized by the Legislature. In addition, the division reviews
departments’ requests for reorganization and provides budgetary support
in statewide collective bargaining negotiations.

The organization of the department’s Budget Division is illustrated in

Exhibit 1.4 below.

Exhibit 1.4
Department of Budget and Finance Budget Division Organization Chart

BUDGET, PROGRAM PLANNING
AND MANAGEMENT DIVISION
Program and Budget Analysis

Administrator

FISCAL ANALYSIS TECHNICAL STAFF 5 AR%%;‘IE@ ';"TEAFF CLERICAL SERVICES
STAFF Program & Budget Policy STAFF
Program Budget Analyst Officer Program_ and Budget Division Secretary
Analysis Manager
Program Program Program Clerk
Budget Evaluation Budget Stenographer Clerk Typist | |Clerk Typist
Analyst Analyst Analyst
PROGRAM BUDGET ANALYSIS PROGRAM BUDGET ANALYSIS PROGRAM BUDGET ANALYSIS
AND EVALUATION BRANCH II AND EVALUATION BRANCH lli AND EVALUATION BRANCH IV
Program and Budget Analysis Program and Budget Analysis Program and Budget Analysis
Manager Manager Manager
4 5 5
Program Budget Program Budget Program Budget
Analysts Analysts Analysts

Note: According to the department, Program Budget Analysis and Evaluation Branch | has not been
operational since 2000. Also, contrary to the organizational chart, Program Budget Analysis and Evaluation
Branch 1V is no longer operational; following retirement of that branch chief in July 2008, employees from that
branch were reassigned to Program Budget Analysis and Evaluation Branches Il and ll1.

Source: Adapted from the Department of Budget and Finance June 30, 2008 Position Organization Chart and an informal FY2009
organizational chart provided by the department
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Prior to each legislative session, the division collects and compiles
information from executive branch departments and agencies to prepare
the proposed executive budget and works with the Legislature in
formulating the final budget. Upon approval of the final budget by the
Legislature, the division works with executive branch departments and
agencies to execute the approved budget through the allotment process.
Exhibit 1.5 depicts the budget preparation and execution process.

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

@
k] 1.1 Budg_et documents 1.5 Review
£ received from .
(&) recommendation reports
- departments and
G e and send to Budget
c distributed to program L .
© Division Administrator
& analysts

| L)
@ v |
g 1.4 Draft
;t‘:’ 1.2 Review requests 1.3 Obtain additional recommendation reports
£ .from depa rtrr?ents —» information to support |—»{ to approve, disapprove,
@ P requests as necessary or approve with
g amendments
a

y

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

Budget Division
Administrator

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

Director and/or
Deputy Director of
Finance

Source: Prepared by Accuity LLP based on information provided by the Department of Budget and Finance
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A summary of the State’s cash and investments held by the department as

of June 30, 2008 and 2009 is presented in Exhibit 1.6 below.

Exhibit 1.6

State Cash and Investments Held by the Department of
Budget and Finance as of June 30, 2008 and 2009 (unaudited
and rounded to the nearest thousand)

Demand deposits
Cash with fiscal agents
Cash with Secretary of Treasury,
USA - Unemployment Trust Fund
Investments
Time certificates of deposit
U.S. Treasury bonds and notes
U.S. government securities
Student loan auction-rate securities
Repurchase agreements
Total investments

Total cash and investments

2008
$162,225,000
507,000

527,352,000

522,342,000
121,000
1,111,641,000
1,065,575,000
1,141,995,000

2009
$229,770,000
5,980,000

265,499,000

618,192,000
528,130,000
1,006,975,000
1,151,620,000

3,841,674,000

3,304,917,000

$4,531,758,000

$3,806,166,000

Source: Compiled by Accuity LLP from information provided by the Department of Budget
and Finance in the Money and Securities in the State Treasury Audit as of
June 30, 2008 and the June 2009 Monthly Investment Summary
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Exhibit 1.7 below shows summarized financial information for the
department for the fiscal years ended June 30, 2008 and 2009.

Exhibit 1.7

Department of Budget and Finance Summarized Financial
Results for Years Ended June 30, 2008 and 2009 (unaudited
and rounded to the nearest thousand)

2008 2009
Revenues
General fund allotments $155,930,000 $278,120,000
Debt service allotments 310,481,000 324,572,000
Total revenue 466,411,000 602,692,000
Expenditures and Transfers
Departmental administration 9,059,000 8,887,000
Budget, planning and management 1,903,000 1,881,000
Financial administration 2,106,000 1,328,000
Debt service 565,017,000 492,139,000
Transfers out (net) - 60,982,000
Total expenditures 578,085,000 565,217,000

Revenues over (under) expenditures $(111,674,000) $37,475,000

Source: Department of Budget and Finance, Administrative and Research Office

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

Employees’ Retirement System

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

Hawai‘i Employer-Union Health Benefits Trust Fund

The Hawai‘i Employer-Union Health Benefits Trust Fund administers
health and life insurance benefits to eligible state and county employees.
The fund replaced the Hawaii Public Employees Health Fund effective
July 1, 2003.



10

Chapter 1: Introduction

Prior Audit

Objectives of the
Examination

Office of the Public Defender

The Office of the Public Defender provides statutorily entitled legal
services for criminal and related cases to individuals financially unable to
obtain such services.

Public Utilities Commission

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

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

1. Examine the effectiveness of the financial accounting and financial
reporting processes and related internal controls of the Department of
Budget and Finance.

2. Assess the adequacy, efficiency, and effectiveness of the
department’s organizational structure, systems, procedures, and

practices over its financial administration functions.

3. Make recommendations for improvements as appropriate.
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Scope and
Methodology

The scope of the examination was to examine the financial records,
transactions, and related systems of internal controls of the Department
of Budget and Finance for the fiscal year July 1, 2008 to June 30, 2009.
The examination considered information from prior and subsequent fiscal
years as available and relevant to our overall objectives. Included in our
examination were the department’s Administrative and Research Office,
Financial Administration Division, and its Budget, Program Planning and
Management Division.

We examined the accounting, reporting, and internal control structures

to identify deficiencies and weaknesses and to make appropriate
recommendations for improvements. We interviewed departmental
personnel involved in the financial administration and budget processes,
including those responsible for management and oversight, and examined
related forms, records, accounting and operating procedures, and
information technology (IT) systems, processes, and controls. We also
reviewed transactions, systems, and procedures for compliance with
applicable laws and regulations.

The examination was conducted from August 2009 through January 2010
in accordance with generally accepted government auditing standards.
Those standards require that we plan and perform examinations to obtain
sufficient and appropriate evidence to provide a reasonable basis for

our findings and conclusions based on our objectives. We believe that
the evidence obtained provides a reasonable basis for our findings and
conclusions based on our examination objectives.

1"
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Chapter 2

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

Summary of
Findings

The Department of Budget and Finance is the central fiscal agency for
the State of Hawai‘i. It is statutorily mandated to oversee and carry out
vital financial responsibilities on behalf of the State, including managing
its $3.8 billion treasury, developing financial plans and strategies for the
State, and administering the state budget.

We found a number of deficiencies in the department’s execution of

its statutory responsibilities. Inadequate oversight over management

of the state treasury and investment pool, coupled with informal and
manual procedures, increase risk to state funds and inhibit effectiveness
of the department’s cash and investment management process. The
department also failed to perform other required financial administration
functions essential for proper fiscal oversight and safeguarding of the
State’s moneys. The department’s budgetary procedures and practices
are also largely informal and may diminish the value and stability of the
budget process. In addition, while the department uses various electronic
applications in its key processes, its overall information technology

(IT) controls and IT management are lacking. Given the critical role

of the department to the effective functioning of our state government,
the department must improve its core procedures and practices and
ensure that the director of finance and all department personnel are held
accountable for carrying out their responsibilities.

We found two material weaknesses involving the department’s

internal control over financial reporting and operations. As defined in
Government Auditing Standards, a material weakness is a significant
deficiency or combination of significant deficiencies that results in more
than a remote likelihood that a material misstatement of the subject
matter will not be prevented or detected.

Significant deficiencies, which are less severe than material weaknesses,
are deficiencies in internal controls or a combination of deficiencies

that adversely affect an entity’s ability to initiate, authorize, record,
process, or report data reliably in accordance with applicable criteria

or frameworks such that there is more than a remote likelihood that a
more than inconsequential misstatement of the subject matter will not be
prevented or detected.

13
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Material weaknesses:

1. Lax management of the State’s $3.8 billion treasury has increased
risk and reduced available funds.

2. The Financial Administration Division has failed to perform essential
functions.

Significant deficiencies:

1. The Budget Division’s informal and undocumented budget process
lacks transparency and leaves the department vulnerable.

2. Inattention to information technology management exposes the
department to unnecessary risk.

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

The Department of Budget and Finance is responsible for managing

the State’s $3.8 billion treasury. Chapter 36, Hawai‘i Revised Statutes
(HRS), entitled Management of State Funds, sets forth the general
responsibilities of the department and the director of finance in this
regard. Section 36-1, HRS, makes the director of finance responsible for
safekeeping all moneys paid into the treasury and for properly disbursing
and appropriating them. Statute also permits the director to invest
excess funds within specified guidelines and restrictions. The State

has a fiduciary duty to maximize returns on those investments while
maintaining requisite liquidity and preserving invested funds.

However, we found that the department is not efficiently and effectively
managing the State’s treasury. Although the department has implemented
the State’s Treasury Investment Policy to delineate more specific
investment requirements and limitations, the policy has not been updated
since 1999 nor reviewed in detail since at least 2002. The department’s
management of the State’s $3.3 billion investment pool is primarily
based on the 1999 policy and general statutory guidance, and is carried
out via informal, manual procedures that increase risk to state funds and
hamper the department’s efficiency. Investment decisions and activities
of the department are ultimately overseen by the director of finance

and the Financial Administration Division administrator; neither has
exercised proper oversight.

We found that the department significantly increased its holdings of
auction-rate securities to more than $1 billion in FY2008. Because the
market for auction-rate securities has been largely frozen since then,
those securities are no longer liquid and their value was written down
by $114 million in FY2008. More importantly, investment in these
securities violate state laws regarding maturity limits.
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Investment policy has
not been updated since
1999

The department’s responsibilities for managing the state treasury include
investing excess funds to achieve a return commensurate with the general
market while preserving and maintaining a requisite degree of liquidity.
Section 36-21, HRS, permits the director to:

[IJnvest any moneys of the State which in the director’s judgment
are in excess of the amounts necessary for meeting the immediate
requirements of the State and where in the director’s judgment the
action will not impede or hamper the necessary financial operations
of the State....

The statute provides guidelines and limitations on allowable investments.
The department has also implemented the State’s Treasury Investment
Policy, the purpose of which is “to outline objectives, provide guidelines,
and set forth reporting procedures for the investment of cash assets of the
State....” The policy establishes more detailed investment parameters
and restrictions, including descriptions of allowable investments and
diversification requirements. According to the department’s Financial
Administration Division (FAD) administrator and the funds custody
manager, who together are primarily responsible for managing the
treasury and investments, the investment policy is the primary document
governing investment strategy and decision-making related to moneys in
the state treasury.

The investment policy mandates an annual review and updates as
necessary. Part VI of the investment policy states: “This investment
policy will be reviewed annually to ensure that it remains consistent with
the overall objectives of the State and within current financial trends.
The policy may be reviewed and updated more frequently if conditions
dictate....”

However, the department does not formally review the investment policy
on an annual or regular basis. According to the FAD administrator,

the investment policy is periodically reviewed; the most recent in-
depth review was performed in 2002. As part of that review, the FAD
administrator consulted with various lenders and banks on the adequacy
of the policy; however, there was no formal or documented evidence

of the review. Based on the informal input received from various
lenders and banks, the FAD administrator and funds custody manager
determined in 2002 that the State’s policy was standard for state and
local governments and revisions to the policy were not necessary. The
investment policy has not been formally reviewed since then, although
the administrator and funds custody manager indicated they informally
review the policy on an ongoing basis.

15
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The department’s
informal and manual
cash management
process is at odds with
stated objectives of
safety and prudence

We also found that the investment policy was last updated in January
1999. Thus, it has not been updated to consider market changes since
then or the appropriateness of the previously established limits for the
State’s various types of investments.

The State has a fiduciary duty to maximize returns on investments within
guidelines set forth in Section 36-21, HRS, and the State’s investment
policy while maintaining requisite liquidity and preserving invested
funds. The investment policy expressly states that “the objective of the
cash management investment program shall be the safe and prudent
investment of short-term cash....”

Although state law and the investment policy are both conservative, they
allow the department to make several different types of investments.
These generally provide a greater return than the interest paid by banks,
even on interest bearing accounts. However, approximately 10 percent
of the State’s checking account balances do not earn interest.

The department does not have formalized procedures for performing
daily and longer term cash projections. The informal, often manual,
procedures established within FAD result in informal daily projections
prone to errors and which provide less assurance than formal projections.
Consequently, in fiscal year 2009 there were large uninvested cash
balances of, for instance, $126 million on June 30, 2009. Exhibit 2.1
shows the department’s cash investment process.
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Overview of the Department of Budget and Finance Cash Investment Process

= 1.1 Obtains 1.2 Obtains list of . 1.4 Prepares Daily .
- CD and available 1.3 Reviews Investment, Investments 1.6 1.7 Updates Daily 1.8 Forwards to
c . manual calendar 5 Contacts Investment, Investments N
@« repurchase investments from of maturin Maturing On, and Broker banks and Maturing On, and Broker cashier fo record
= agreement —»{brokers via fax and —f investments gn d —»{ Investment Transactions brokers 1o Investmgent 1:ransa ctions — investment
2 rates from forwards to Funds For worksheets to information in MS
. payments due . " purchase For worksheets and .
banks via Custody Manager determine cash available for investments manual calendar Dynamics
P-4 email for review @ investments
I 3 1
B ) Works v
i . . 1.9 Works witl
Q
£ 5 1.5 R_ewews list of available Accountant Il to
3 % mves!Aments and . prepare monthly
oz : to g report fo FAD
» © investments to purchase Administrator
2= from banks and brokers
>
w ]
5 B 7
E 1.10 Prepares
[alp monthly report to
E = Director of Finance
£ ®
< ]
Y
Y
o 1.11 Reviews
S g monthly report
4]
o c
Qo c
a“ ®
Notes:
1 = The estimate of excess cash funds is created manually and prone to manual input and calculation errors.
2 = Monthly reports were prepared but did not include all information required by the Investment Policy.
3 = Monthly report has not been prepared after June 2007. The June 2007 report did not include all the information required by the Investment Policy.

Source:

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

FAD does not perform formal cash projections and has
retained significant checking account balances that could have
been invested

The Treasury Management Branch of FAD is responsible for investing
excess daily cash. According to the FAD administrator and funds
custody manager, the treasury’s normal daily cash inflows and
outflows are roughly equal and therefore formal cash projections are
not performed. Branch personnel prepare informal cash projections
daily, based on the expected maturities of securities and large recurring
payments, which are recorded in a handwritten monthly investment
calendar. As discussed in detail below, an informal estimate of excess
funds available for investment is also performed daily. As a result of
this informal and manual process, we found there were large amounts
of uninvested cash during fiscal year 2009. These amounts remained
in demand deposit checking accounts that earn minimal interest (e.g.,
rates ranged from 0.03 percent to 0.16 percent for June 2009). It is the
department's responsibility to invest those funds to achieve a higher rate
of return, while maintaining liquidity and heeding risks.
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Exhibit 2.2

To ensure there are no cash shortages, the Treasury Management Branch
typically keeps a cushion of $20 to $30 million in demand deposits in
the state treasury each day. However, since approximately May 2009,
the department retained approximately $50 to $80 million per day. The
FAD administrator and funds custody manager told us they decided it
was appropriate to maintain greater liquidity due to the falling revenues
of the State from the economic recession and low yields on available
investments in the second half of fiscal year 2009. However, by keeping
large uninvested cash balances in checking accounts, the State may be
foregoing potential investment earnings, particularly when interest rates
are higher.

Based on a judgmental sample of 20 days selected during fiscal year
2009, we calculated an average checking account balance of $63 million
and an actual balance of $126 million on June 30, 2009. We also noted
that the estimated cash requirement in the Daily Investment Worksheet
considers known cash disbursements for that day. Therefore, it appears
the department could have invested, on average, $63 million in cash on
each of the 20 days we sampled, even if only in short-term investments.

The percentage yield rates for U.S. Treasury investments during fiscal
year 2009 are shown in Exhibit 2.2 below.

Fiscal Year 2009 U.S. Treasury Percentage Yield Rates by Maturity

Date 1 mo 3 mo 6émo 1yr 2yr 3yr 5yr
07/01/2008 1.92 1.87 213 2.38 2.63 2.90 3.33
07/31/2008 1.55 1.68 1.89 2.27 2.52 2.81 3.25
08/29/2008 1.63 1.72 1.97 217 2.36 2.60 3.10
09/30/2008 1.02 0.92 1.60 1.78 2.00 2.28 2.98
10/31/2008 0.12 0.46 0.94 1.34 1.56 1.80 2.80
11/28/2008 0.02 0.01 0.44 0.90 1.00 1.27 1.93
12/31/2008 0.11 0.11 0.27 0.37 0.76 1.00 1.55
01/30/2009 0.15 0.24 0.36 0.51 0.94 1.32 1.85
02/27/2009 0.16 0.26 0.45 0.72 1.00 1.40 1.99
03/31/2009 0.17 0.21 0.43 0.57 0.81 1.15 1.67
04/30/2009 0.04 0.14 0.29 0.49 0.91 1.38 2.02
05/29/2009 0.14 0.14 0.30 0.47 0.92 1.42 2,34
06/30/2009 0.17 0.19 0.35 0.56 1.11 1.64 2.54

Source: U.S. Treasury website: http://iwww.ustreas.gov/offices/domestic-finance/debt-management/interest-rate/yield_historical_main.

shtml
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If the department had invested approximately $30 million of the

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

Estimates and assessments of cash needs and investment
amounts are manually prepared and prone to error

The Treasury Management Branch’s process for assessing the State’s
cash requirements and determining allowable amounts to be invested

is manual, laborious, and prone to input and calculation errors. The
process, reflected in Exhibit 2.1 as steps 1.3 and 1.4 and in note 1,
involves a handwritten investment calendar and three worksheets: (1)
“Daily Investment Worksheet”; (2) “Investments Maturing On ”
worksheet; and (3) “Broker Investment Transactions For ”
worksheet. The data from these worksheets are manually prepared and
entered into the Microsoft Dynamics accounting system.

Manual, handwritten investment calendar

The accountant III in the Treasury Management Branch uses a
handwritten monthly investment calendar to prepare daily informal cash
projections. The investment calendar is color-coded to note expected
maturities of securities (e.g., CDs, repurchase agreements, U.S. Treasury
bonds, and other government agency bonds) and large recurring
payments (e.g., payroll, Hawai‘i Employer-Union Health Benefits

Trust Fund, other medical, and taxes allocated to counties such as fuel,
transient accommodations tax, and general excise tax surcharges). The
investment calendar prepared for June 2009 is shown in Exhibit 2.3.
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Exhibit 2.3
Manual Investment Calendar for June 2009
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Source: Department of Budget and Finance

Each day, information from the calendar is recorded in the “Daily
Investment Worksheet,” the “Investments Maturing On” worksheet, and
the “Broker Investment Transactions For” worksheet. We understand
that there are investments maturing almost every day; so if there is a
shortfall in the daily cash receipts, some of the maturing investments can
offset the shortfall.

Daily Investment Worksheet

The accountant III checks the State’s account balances at its three main
banks (First Hawaiian Bank, Bank of Hawai‘i, and American Savings
Bank) and enters the information into the Daily Investment Worksheet,
which is used to determine the amount of excess cash available for
investment. The Daily Investment Worksheet prepared for June 30, 2009
is shown in Exhibit 2.4.
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4

Daily Investment Worksheet for June 30, 2009

Daily tnvestment Worksheet June 30, 2009
Small Banks
Bank of Hawaii First Hawaiian AmericanSvgBk { Bank | Amount Total
Resources:
Collected Balance (+ FHB Sweep) 1.767,755.12 \/ 126,356,237.96 v 437.547.87 cpb v/ 10,000,000.00 138,561,540.95
One day float ) - 17,105,951.88 ,/ 440.00 terr /‘ 10,000,000.00 17,106,391.88
TCD's Maturing / -
Repos Maturing 46,000,000.00 50,000,000.00 v - $8,000,000.00
U.S. Agencies Maturing . - -
ML-call - -
hta / . -
Money in from City for EUTF 40,110,047.25 - 40,110,047.25
Total Resources 47,767,755.12 233,572,237.09 437,987.87 20,000,000.00 291,777,980.08
Requirements:
Med Quest Payments-Weekly - - - - -
Debt Service - - - -
Special Redemption (bonds) - - - - -
Fuel Tax to Counties-Monthly -
TAT to Counties-Semi-annual -
TAT to HTA-Monthly -
Wire to ML - purch settle_ - - -
Wire to SB- purch SL - - -
Wire to SB- purch fhib - - - -
Misc. Wire Payments-returned to SB - - -
Total Requlrements - R - - - -
Avalilabls Cash 47,767,755.12 233,5672,237.09 * 437.987.87 20,000,000,00 ° 301,777,980.08
Less: Investments Purchased that will Settle Today o | .
LGB (SoH) pdro ' : 40,110,047.25 A4 cpb Qpa iJ0.000.000.0D -) 50,110,047.25
Feor (SoH) Pao 7,450,000.00 | 25\ ch !
" . (by State Agencies) . ter & *.10,000,000.00 '  10,000,000.00
Repos (SoH) R o -
"o (by State Agencies) | i . -
U.S. Treasury & Agencles (SoH) - 1 -
L (by State Agencies) ! [ -
Student Loans for Cash (SSB) - -, - - : -
Others : — u -
Total in - 5 47.560,047.25 - 20,000,000.00 60,110,047.25
Transfers Between Banks (47,300,000.00) X 47,300,000.00 - -
<
Tompensating Balance 7 3B7,755.12 - 23331218984 43798787 e 241,557, 93783 |
Note: Bal remains to cmér estimated ch clearing tonight, etc, : '
Payroll (UH, State) i S 15,000,000.00
eutf-hmas L $ 27,646,129.32
eutf-drugs $ 5,271,002.87
hta $ 7.382,808.64
fuel $ 6,668,304.91
uh cancer $ 1,542,240.00
tat i $ 44,743,108.37
3 108,253,594.11
Source: Department of Budget and Finance
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As shown above, the Daily Investment Worksheet lists the following:

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

*  maturing repurchase agreements and CDs in all banks;

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

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

* investments purchased (settling) that day; and

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

Investments Maturing On worksheet

The ‘Investments Maturing On...” worksheet is partially handwritten
and partially typed. It includes handwritten information on CDs and
repurchase agreements maturing by bank and fund (general, special,
trust and bond). The totals by type of investment (e.g., repurchase
agreements, CDs, government agency securities purchased through
brokers) are typed and automatically summed to a grand total of
maturing investments. There is also a section for investment purchases,
but this section is not typically used, as purchases are documented in the
‘Daily Investment Worksheet’ or the ‘Broker Investment Transactions
For...” worksheet.

i Broker Investment Transactions For worksheet
The ‘Broker Investment Transactions For...” worksheet is another
manual spreadsheet that summarizes investment transactions (maturities,
including calls/partial calls, sales, rollovers, new purchases and
investment terms such as number of days to maturity, maturity date, and
rate for new purchases or rollovers of investments). The worksheet is
organized by broker.
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Process of obtaining quotes from banks and brokers is
informal

The Treasury Management Branch accountant III obtains daily quotes
from banks for CDs and repurchase agreements and from brokers for
government agency securities to determine what short-term vehicles
to invest in. This is an informal process; the accountant requests

the information from the banks and brokers via email. According

to the funds custody manager, she and the accountant select short-
term investments based on amount, product type (CD or repurchase
agreement), and maturity; they invest with the bank that offers the
highest interest rate for the specified maturity, assuming the bank meets
the State’s collateral requirements. It is not uncommon for the daily
invested cash to exceed $100 million.

Brokers send the department a daily list of new issues that meet the
State’s investment requirements. In addition to the requirements

stated above, the department may only invest in new issues at par;

that is, without premiums or discounts, as the State’s policy is to hold
investments until maturity. Clauses in the department’s contracts with
its brokers state that prices and yields offered are “inclusive of any fees,
commissions, wiring fees or mark-ups for any securities sold, purchased,
or exchanged.” After purchases are made, checks are processed

for purchases settling that day. Checks require dual signatures: an
authorized signature from the department and an authorized signature
from the Department of Accounting and General Services (DAGS).

The manual nature of the department’s current cash and investment
management process is contrary to its stated objectives of safety and
prudence. The process is highly susceptible to errors such as misread
handwritten amounts, transposition errors between spreadsheets, and
incorrect calculations where automated formulas are not used. It could
also result in a material error in the projected amount of cash available
for investment on any given day.

In addition to the risks inherent in the manual process, internal policies
and procedures are not formalized. Reliance is placed on the experience
of Treasury Management Branch staff involved in the investment
process. The department is dependent on these employees’ accumulated
knowledge and insights about operations when making investment
decisions. However, as noted earlier, the accountant V left the
department in April 2009 and the accountant III was one of 12 people in
the department eligible for retirement by December 31, 2009. Also, the
FAD administrator and funds custody manager believe the department’s
current investment process is sufficient and have not felt the need to
update or formally document the process. This lack of formalized
procedures, particularly in conjunction with the retirement and pending
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Director and
management oversight
of investment
decisions and
activities are lacking

retirement of Treasury Management Branch personnel, makes it difficult
to minimize the loss of critical, valuable experience and information
when employees leave the department.

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

a. Review and approve the State’s investment policy.

b. Approve all relationships with banks and other financial
institutions for the purpose of conducting investment business.

¢. Review periodic investment reports for general compliance and
confirmation with this investment policy.

Part II1.K also mandates that the FAD administrator shall:

a. Draft for the approval of the Director of finance the State’s
investment policy and amendments thereto.

b. Recommend to the Director of finance relationships with banks
and other financial institutions for the purpose of conducting
investment business.

¢. Prepar[e] periodic investment reports which indicate general
compliance and confirmation with this investment policy.

d. Approve, in advance, all investment transactions that are not
consistent with the guidelines prescribed in this policy and notify
the Director of finance of such transactions.

e. Ensure that control systems and procedures provide an
appropriate level of segregation of duties related to the conduct
and accounting of investment activity for the State.

Paragraph three of Part IIL.K, Responsibility for Review of Investment
Decisions, also mandates that at least two people be involved in each
investment decision, one in a direct capacity and another in a review
capacity.

We found that many of these fundamental oversight procedures are not
being performed by the department, and further, are not being enforced
by the director of finance or the FAD administrator.

Monthly investment reports are infrequently submitted and
contain insufficient and inaccurate information

The investment policy sets forth specific internal reporting requirements
for the director and administrator to carry out their oversight
responsibilities. According to the Investment Policy, Part IV.A, Internal
Reports:
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The Administrator is primarily responsible for the preparation of and
review of a monthly investment report that contains the following
information:

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

2. Average portfolio maturity.

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

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

The investment report will contain information for all transactions
occurring during the month, whether or not they have been fully
settled as of the end of the month.

The investment report will contain a management summary that
will describe the status of the portfolio. The management summary
should be presented in a manner that will allow the Director of
finance to determine whether investment activity during the month
being reported on has adhered to this investment policy.

To comply with these reporting requirements, the department typically
prepares two monthly investment reports: 1) a report from the Treasury
Branch to the FAD administrator (Report to the Administrator), which
is reflected at Exhibit 2.1 as step 1.9 and in note 2; and 2) a report from
the FAD administrator to the director of finance (Report to the Director),
which is reflected at Exhibit 2.1 as steps 1.10 and 1.11 and in note 3.
Based on our review of fiscal year 2009 reports, the department did not
comply with the investment policy: it failed to submit reports on time
or at all; failed to include all required information in submitted reports;
and inaccurately presented investment information in the reports it did
submit.

Failure to prepare reports

During fiscal year 2009, neither the monthly Report to the Administrator
nor Report to the Director were prepared in a timely manner. The last
Report to the Administrator was for the month of January 2009, which
was prepared in April 2009; as of October 2009, no reports had been
prepared for the remaining five months of the fiscal year (February to
June 2009). The last Report to the Director prepared was for June 30,
2007. As of October 2009, there were no Reports to the Director for
fiscal years 2008 or 2009. Based on our interviews and discussions with
the director, FAD administrator, and other key personnel involved with
investments, the information required to be reported is not otherwise
communicated to the director via informal means.
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Lack of required information

Based on the sample we reviewed, reports to the administrator and to
the director that were submitted did not contain all of the information
required by the investment policy.

Report to the Administrator

The July 2008, December 2008, and January 2009 Reports to the
Administrator prepared by the FAD Treasury Management Branch all
lacked required information. Exhibit 2.5 shows the information required
versus what was included in the reports for July 2008, December 2008,
and January 2009.

Exhibit 2.5
Information Included in the Report to the Administrator Compared to Requirements

Information Required by the Investment Policy Included/Not

Included
Inventory of portfolio of investments as of the date of the report with a percentage mix of the (a)
portfolio by type of investment
Average portfolio maturity Not included

(b)

Notations, which shall include the amounts and reasons, of the exceptions to the investment Not included
policy (c)
Status of any investments that might require management attention (such as investments
affected by a credit rating change, or similar circumstances that could have an effect on the value Not included
and collectability of the investment)
Information for all transactions occurring during the month, whether or not they have been fully Not included
settled as of the end of the month (d)
Management summary that describes the status of the portfolio. The summary should be Included

presented in a manner that allows the director of finance to determine whether investment activity
during the month being reported has adhered to the investment policy.

Notes:

(a) The information by type of investment was included with the percentage mix. However,
the information was at a high level, aggregated by bank-issued and government-issued
securities. While it appears that the information by type of investment was included, it
may be useful to include more disaggregated information such as investments in U.S.
Treasuries, U.S. government agency securities, State of Hawai'i securities, repurchase
agreements, CDs, auction-rate securities, etc.

(b) Totals by range of maturity were included. However, the average portfolio maturity was
not included.

(c) Notations of exceptions to the investment policy or that require management attention
were not included. For example, the department owned investments that did not comply
with Section 36-21, HRS during FY2009, such as student loan-backed auction-rate
securities. Additionally, some of the auction-rate securities were rated below AAA and
had maturities exceeding 5 years. The department aiso held some investments that
exceeded the maximum percentages allowed in the portfolio, which was not noted on
the report.

(d) There was no information for investment transactions occurring during the month other
than total calls on outstanding investments.

Source: Prepared by Accuity LLP based on information provided by the Department of Budget and Finance
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Based on our review, the Report to the Administrator typically included
the following investment information:

* By type of securities:

o Bank-issued securities xx.xx%
o Government agency-issued securities xx.xx%
100.00%

* By maturities:

o Within next 6 months xX.xx%
o 7 months to 1 year XX.XX%
o 2 years xx.xx%
o 3 years xx.xx%
o 4 years xx.xx%
o 5years xx.xx%
o Over 5 years xx.xx%

100.00%

e Total calls for the month;

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

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

Report to the Director

As there were no Reports to the Director prepared for fiscal year

2009, we reviewed the last report submitted, which was for June 2007,
and found that required information was not included in the report.
Exhibit 2.6 illustrates the information required versus the information in
the June 2007 Report to the Director.
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Exhibit 2.6
Information Included in the Report to the Director Compared
to Requirements

Information Required by the Investment Policy includedinot

Included
Inventory of portfolio of investments as of the date Not included
of report, with a percentage mix of the portfolio by
type of investment
Average portfolio maturity Not included
Notations, which include amounts and reasons, of Not included
exceptions to the investment policy
Status of any investments that might require Not included

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

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

Management summary that describes the status of (a)
the portfolio. The summary should be presented
in a manner that aliows the director of finance

to determine whether investment activity during
the month being reported on has adhered to the
investment policy

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

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

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

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

» Comparison of the average interest yield for the current month
and previous month;
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» Total calls for the month;
» Brief description of interest yield changes;

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

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

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

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

According to the FAD administrator, the funds custody manager, and the
completed reports examined, the funds custody manager is responsible
for preparing the Report to the Administrator, and the FAD administrator
is responsible for preparing the Report to the Director. However, due

to the departure of the Treasury Management Branch’s accountant V

in April 2009, the Fiscal Services Office’s accountant IV in July 2007,
and the temporary assignment of an account clerk III to the Unclaimed
Property Branch since fiscal year 2008, the remaining three accountants
and one account clerk in the Treasury Management Branch and Fiscal
Services Office have assumed the work previously performed by those
individuals, and their responsibilities were reprioritized. The FAD
administrator and funds custody manager determined that the Reports

to the Administrator and Reports to the Director were a lower priority
than the other tasks previously performed by the accountant V and
accountant IV.

We noted that prior to his departure in April 2009, the accountant V
in the Treasury Management Branch prepared a Monthly Investment
Summary — a schedule containing detailed monthly information such as:

» Investment pool composition historical information;
o Percentages by local banks and government agencies
o By maturities

» Diversification by depository;

» Diversification by type of investment instrument; and

» Diversification by issuer of investment instrument.
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According to the funds custody manager, the investment summary is
submitted to her and is used to prepare reports to the FAD administrator
and the director of finance. However, when those reports are not
prepared, the summary and detailed information contained within are not
conveyed to the administrator or director.

Inaccurate information

We also noted inaccuracies in the presentation of the reports’ investment
information. The student loan-backed auction-rate securities were
classified as short-term securities (because auctions were occurring every
seven to 49 days to allow investors to sell their investments and reset the
applicable interest rates). However, the State’s auction-rate securities
are collateralized by student loans that have final maturities of up to 36
years. As the auctions have generally failed since early 2008, it appears
that the maturity information reported is inaccurate; the report should
state the final maturity dates in determining compliance with maximum
maturity constraints.

The FAD administrator and funds custody manager indicated that not

all the information required by the investment policy, which was last
updated in 1999 by previous management, is necessary. They believe
the information currently included in the Report to the Administrator

and Report to the Director is sufficient to effectively manage the State’s
investments and ensure compliance with state laws and investment policy
objectives. They do not believe any additional information is needed to
meet the requirements of Part IV of the investment policy.

Although FAD management indicated they believe the requirements of
the investment policy may be outdated or unnecessary, they have not
updated the policy despite having the authority to do so. As discussed
above, the FAD administrator and funds custody manager told us they
informally review the policy on an ongoing basis and have determined
that revisions to the 1999 version are not necessary.

Certain investments that exceeded maximum allowable
percentages were not properly approved

The State’s investment policy allows for exceptions to the policy

upon approval by the FAD administrator prior to the purchase of the
investment, when it is determined that an investment transaction is in the
best interest of the State and is consistent with the investment policy’s
objectives. The policy further states that the director of finance should
also approve significant exceptions, and inadvertent breaches of the
policy should be immediately reported to the director.

According to the funds custody manager, however, the department
performs procedures to monitor compliance only at the end of each
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Exhibit 2.7

month, after purchases have been made. Consequently, the department
may not become aware of violations to the investment policy until after
the end of the month in which they occur. This also means that if non-
complying purchases are made during the month they are not approved in
advance, as is required.

The department also violated the investment policy since the FAD
administrator and director of finance did not approve the purchases

of investments that resulted in balances exceeding the maximum
amounts stated in the investment policy. We found the department held
certain investments during fiscal year 2009 that exceeded maximum
diversification percentage requirements. These exceptions are shown
in Exhibit 2.7 below. For example, student loan-backed auction-rate
security holdings exceeded the 20 percent limit for every month of
2009; repurchase agreements with First Hawaiian Bank exceeded the
70 percent limit for four months; and CDs invested with two banks
exceeded the 50 percent limit for five months. The FAD administrator
and director of finance did not approve any of the purchases of
investments that resulted in balances exceeding maximum amounts.

Exceptions to Maximum Investments Allowed
(Figures shown in bold exceed allowable percentages)

. . CDs by Issuer Must Not
Invest!n.ents in Auction-Rate | Repurchase Agreements Exceed 50% of the Total
Month Securities Must Not Exceed | by Issuer Must Not Exceed Portfolio
20% of the Total Portfolio 70% of the Total Portfolio
FHB CPB

July 2008 29.00% 81.00% 21.90% 48.83%
August 2008 29.49% 65.15% 22.34% 47.79%
September 2008 30.19% 64.60% 22.25% 47.60%
October 2008 30.47% 71.91% 33.76% 41.10%
November 2008 32.13% 60.00% 37.45% 38.24%
December 2008 31.12% 42.19% 60.65% 23.02%
January 2009 32.63% 69.48% 50.13% 28.81%
February 2009 33.86% 78.97% 29.23% 39.60%
March 2009 35.87% 85.12% 19.91% 49.54%
April 2009 37.88% 65.08% 13.84% 53.50%
May 2009 37.48% 65.84% 7.12% 57.73%
June 2009 30.47% 33.69% 61.21% 10.96%

FHB = First Hawaiian Bank
CPB = Central Pacific Bank

Source: Investment Pool Composition Historical schedule prepared by the Department of Budget and Finance
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The department holds
approximately $1
billion in impaired
auction-rate securities
that do not comply
with state law

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

As of June 30, 2009, the state treasury investment pool of approximately
$3.3 billion held student loan-backed auction-rate securities with a

total cost basis of $1,006,675,000. Auction-rate securities are debt
instruments with long-term maturities from underlying loans (in this
case, student loans). Auction-rate securities were previously marketed
as highly liquid and safe short-term investments, which could be
purchased and sold at Dutch auctions held every seven to 49 days. At
such auctions, interest rates were reset, creating a regular market for

the securities. Act 47, Session Laws of Hawai‘i 1997 (codified as
Section 36-21, HRS) authorized the department to invest in student loan-
backed auction-rate securities.

According to the department, it began investing in auction-rate
securities in September 1998 with a total purchase of $171.8 million.
The department has continued to invest in these securities since, with

a substantial increase in FY2008 when the concentration of these
investments increased from approximately $452 million (11 percent of
the State’s portfolio at the end of June 2007), to more than $1 billion
(29 percent in July 2008). Exhibit 2.8 illustrates the State’s investments
in auction-rate securities as of June 30, 2006 through June 30, 2009.
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Exhibit 2.8
State Investments in Auction-Rate Securities — June 30, 2006
through June 30, 2009

$1,200,000,000

$1.066B
$1.0078

$1,000,000,000

$800,000,000

$600,000,000

$452M

$400,000,000

$322M

$200,000,000 -

$0 -
6/30/06 6/30/07 6/30/08 6/30/09

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

The department did not evaluate risks before more than
doubling its investment in auction-rate securities

The decision to increase holdings of auction-rate securities during

fiscal year 2008 was made by Treasury Management Branch personnel.
According to the FAD administrator, the decision was primarily based
on the higher yields of these securities compared to other allowable
investments; the department believed auction-rate securities were good
investments because they provided a return yield approximately twice
that of 30-day U.S. treasury investments or bank CDs at the time.
However, the department did not perform any risk assessment or cost-
benefit analysis prior to purchasing these securities because they did not
believe it was necessary. The department relied on information provided
by a third-party investment broker, who was paid commissions related to
the department’s purchase of auction-rate securities.

Further, the department significantly increased investments in auction-
rate securities during January and February 2008, when auctions for the
securities began failing. As shown in Exhibit 2.9, state investments in
auction-rate securities rose by more than $335 million from December
2007 to February 2008.
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Exhibit 2.9
State Investments in Auction-Rate Securities - Fiscal Year 2008 by Month
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Source: Compiled from information provided by the Department of Budget and Finance

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

Hawai‘i at June 30, 2008

Source:

$571,000,000
AUCTION RATE STUDENT LOAN-BACKED NOTES
Series 2066-1

NEXTSTUDENT MASTER TRUST 1
Issuer

NEXTSTUDENT EDUCATION LOAN FUNDING, LLC
Depositor

NEXTSTUDENT INC.
Seller

ocoliege funding made simpie”

‘We are offering our notes in the following nine series:

Original Indtial

Prineipal Interest Final Price to Purchasers’ Proceeds to the

Amount Bale  Maturity Dite Publie  Discount Insuer™
e § 78,800,000 Auction Rate Junel, 2041 160% 0.38% 72,546,200
- & 72,800,000 Auction Rate Junel, 2041 160% 0.35%
.. § 72,800,000 Auction Rate Junc1,2041  100% 0.85%
. $ 72,800,000 Auction Rate Junel, 2041 100% 8.35%
.. $ 68,500,000 Auction Rate Junel, 2041 100% 0.35%
$ 68,500,000 Auction Rate dJunel, 2041 160% 0.36%
$ 57,100,000 Auction Rate June1,2041 100% 0.35%
$ 57,100,000 Auction Rate Junel, 2041 100% 0.36%
- $ 28,600,000 Auction Rate Junsl, 2041 100% 0.35%
$571,000,000

(1) Before deducting expenses, estimated to be $856,500.

The notex will be secured by student Joans made under the Federal Family Education Losn Program. The notes are izsned
by a trust and constitute obligations of the trust payahle solely from the student loans and other assets of the trust. The
notes are not obligations of NextStudent Education Loan Funding, LLC or NextStudent Inc. or any of their affiliates.

The notes have not been registered under the Securities Act of 1933, as amended (the “Securities Act™), or any state
securities Iaws, and, unless so registered, may not be offered or sold except pursuant to an exemption from or in a
transaction not subject to the registration requirements of the Securities Act and applicable state securities laws.
Accordingly, the notes are being offered snd sold only to "qualified institutional buyers” (s defined in Rule 1444 under
the Securilies Act) in compliance with Ruls 144A and to “institutional accredited investors” as defined in Rule 501(a}(h),
(2), (3) or (7} under the Securities Act.

All of the Class A notex offered pursuant to this offering memorandum will be rated AAA by Fitch Ratings and Aaa by
Moody's Iuvestors Servics, Inc, The Clasa B notes offered pursuant fo this offering memorandum will be rated A by Fitch
Ratings snd A2 by Moody’s Investors Service, Ine,

Neither the SEC nor any state securities commission has approved or disapproved of these notes
or detexmined that this offering memorandum is acourate or complete.
Any representation to the contrary is a criminal offense.

R 2 3 2 2 % I £ 2 J
&
g
3

You should carcfully consider the risk facters boginning on page 12 of this
offering memaorandum,
‘The initial prrchasers named below are offering the notes subject to approval of certain legal matters by their counsel.
Delivery of the notes will be made on or sheut April 20, 2006, against payment in Bomedistely available funds.
Citigroup
JPMorgan
Deutsche Bank Securities

RBC Capital Markets
The date of this offsring memarandum is April 14, 2008

Investment broker, via auditor of the State of Hawai‘i FY2008 financial statements and Comprehensive Annual Financial Report
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Page 12 of that offering document begins with the paragraph shown in
Exhibit 2.11 below.

Exhibit 2.11
Excerpt from an Offering Document for Auction-Rate Securities Owned by the State of
Hawai‘i at June 30, 2008

RISK FACTORS
You should consider the following risk factors in deciding whether to purchase the notes.

You may have difficulty selling We do not intend to list the notes on any securities exchange. As a

your notes result, we cannot assure you that a secondary market for the notes will
develop. If a secondary market for the notes does develop, the spread
between the bid price and the asked price for your notes may widen,
thereby reducing the net proceeds to you from the sale of your notes.
The initial purchasers intend to make a secondary market for the notes
and may do so by offering to buy the notes from investors that wish to
sell. However, the initial purchasers will not be obligated to make
offers to buy the notes and may stop making offers at any time. In
addition, the prices offered, if any, may not reflect prices that other
potential purchasers would be willing to pay, were they to be given
the opportunity. There have been times in the past where there have
been very few buyers of asset-backed securities, and there may again
be such a time in the future, As a result, you may not be able to sell
your notes when you want 10 or you may not be able to obtain the
price that you wish to receive.

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

Numerous other risk factors are discussed on pages 12 to 32 of the
offering document, including:

You may not be able to sell some or all of your notes at an auction
and you may not be able to retain some or all of your notes
during an auction. You may not be able to sell some or all of your
notes at an auction if the auction fails; that is, if there are more notes
offered for sale than there are buyers for those notes. . . .

You may incur losses or delays in payment on your notes if
borrowers default on their student loans. . ..

Borrowers of student loans are subject to a variety of factors
that may adversely affect their repayment ability and our ability
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to pay the noteholders. For a variety of economic, social and

other reasons, we may not receive all the payments that are actually
due on the student loans held in the trust estate. Deterioration in
economic conditions could be expected to adversely affect the ability
or willingness of borrowers to repay student loans. Furthermore,
student loans are not secured by any assets of the borrowers. . . .

The notes are not suitable investments for all investors. The notes
are not a suitable investment if you require a regular or predictable
schedule of payments or payment on any specific date. The notes

are complex investments that should be considered only by investors
who, either alone or with their financial, tax and legal advisors,

have the expertise to analyze the prepayment, reinvestment, default
and market risk, the tax consequences of an investment, and the
interaction of those factors. . . .

According to the FAD administrator, the department did not request,
obtain, or review copies of the offering documents prior to purchasing
the auction-rate securities, nor did it inquire about possible risks
associated with the securities, focusing instead on the higher yields
anticipated. The approach taken by the department was therefore
contrary to Part II1.C of the State’s investment policy, which expressly
provides:

C. YIELD
1. Yield on the State’s investment portfolio is of secondary
importance compared to the safety and liquidity objectives
described above.

Investments are limited to relatively low-risk securities in
anticipation of earning a market rate of return commensurate
with the risk being assumed. . . .

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

Auction-rate securities purchased by the department in
FY2008 violated state law

Section 36-21, HRS, and the State’s investment policy list student
loan-backed auction-rate securities as an allowable type of short-
term investment. However, the statute and policy also contain other
requirements that must be met for an investment to be allowable.
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Section 36-21, HRS, provides that the State can only invest in securities
with maturity dates not exceeding five years from the date of purchase.
Part II1.D of the investment policy also states that individual security
maturities shall not exceed five years in accordance with Section 36-21,
HRS, which applies to individual investment transactions and to the
portfolio as a whole. Part II1.D.1.b of the investment policy further
provides that “each investment will be made with the intention of holding
the investment to maturity.”

The department erroneously believed the auction-rate securities met the
State’s five-year maturity limit as the securities could be auctioned and
thus sold every seven to 49 days. However, although investors had the
option to sell auction-rate securities at the regular auctions, the actual
maturity dates for the securities are the maturity dates of the underlying
student loans and not the frequency of the auctions. The applicable
maturity dates of the securities are often clearly stated on the front of
the offering document and, in some instances, are more than 35 years
from the date of purchase. The excerpt at Exhibit 2.10 above provides
an example of the first page of an offering document for auction-rate
securities owned by the State at June 30, 2008. The “Final Maturity
Date” for that series of securities is clearly stated as “June 1, 2041.”
Accordingly, auction-rate securities due to mature more than five years
from the time purchased in FY2008 violated the maturity restriction
established in the statute as well as the department’s own investment
policy.

In addition, the department’s purchase of auction-rate securities in
FY2008 violated its own investment diversification requirements.

Part II1.G of the policy provides percentage limits for the types of
allowable investments and states that auction-rate securities may
comprise up to 20 percent of the investment portfolio. The increased
investment of auction-rate securities to 29 percent of the State’s portfolio
in FY2008 violated the policy limit. As of June 30, 2009, the percentage
of auction-rate securities is slightly higher, comprising approximately

30 percent of the portfolio. Holding a significant portion of the State’s
treasury investment pool in one type of security is also contrary to sound
investment principles. The department’s own policy acknowledges the
prudence of investment diversification: Part III.A, entitled S4FETY,
includes a provision requiring the State to mitigate risk by diversifying
assets when practical as described in Part II1.G of the policy.

The investment policy contains explicit guidelines for exceptions to

the policy. Part II1.K.2 makes the FAD administrator responsible to
“approve, in advance, all investment transactions that are not consistent
with the guidelines prescribed in this policy and notify the Director of
Finance of such transactions.” Part V allows for exceptions to the policy
if the administrator determines that an investment transaction is in the
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best interest of the State and is consistent with the objectives of the
investment policy, subject to the following requirements:

A. Exceptions shall be approved by the Administrator prior to being
executed.

B. Significant exceptions shall also be approved by the Director of
Finance.

C. Inadvertent breach of policy shall be immediately reported to the
Director of Finance.

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

The State’s auction-rate securities are illiquid and have been
impaired by at least $114 million

Because the auctions, and thus the market, for auction-rate securities
have failed since early 2008, the department is unable to sell these
securities until auctions become functional, securities are called, or the
underlying loans mature. Although the State’s auction-rate securities
were rated AAA by major ratings agencies at the time they were
purchased, the ratings on many of these securities have since dropped
below the AAA rating. A cost basis of over $630 million of the more
than $1 billion total cost basis of state-owned auction-rate securities are
now rated below AAA by at least one rating agency. Those securities
therefore now violate the requirement in Section 36-21, HRS, and

Part IILF of the investment policy that auction-rate securities “maintain
a triple-A rating by Standard & Poor’s, Moody’s, Duff & Phelps, Fitch,
or any other major national securities rating agency.” Both the FAD
administrator and funds custody manager stated their understanding

of the requirement is that auction-rate securities should maintain

AAA ratings from the major rating agencies throughout the period the
investments are owned by the State.

Accordingly, the value of the State’s auction-rate securities has been
significantly impaired. The department was required to write down the
value of these investments by $114 million as of June 30, 2008. As

of the end of December 2009, the department was still in the process
of determining the fair value of its auction-rate securities at June 30,
2009. However, based on a preliminary, unaudited valuation provided
by an investment broker, it appears the value of the State’s auction-rate
securities has further decreased by more than $100 million. Thus, as
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the director has stated, if the department were to currently sell these
securities, it would realize an actual loss of over $200 million.

The department has determined that the State is able to hold the auction-
rate securities until maturity without impacting liquidity, and thus the
State will not have to realize any actual loss in selling the securities.
Consequently, both the director of finance and the FAD administrator
have stated that the department’s holdings of auction-rate securities is
not an issue and has no negative effect on the state treasury or the State’s
current financial condition. As discussed above, however, the maturity
dates for these securities are the maturities of the underlying loans, which
range from 2016 to 2045 according to the department’s June 30, 2009
investment statement. It is highly improbable that the state treasury
would not be affected by having a significant percentage of its moneys
tied up for seven to 35 years, or alternatively, sold at a significant loss. It
is further unreasonable to believe there is no impact to liquidity when the
State is currently facing substantial budget shortfalls and does not have
available funds to cover its anticipated disbursements. Moreover, the
department’s determination that there is no risk of loss by holding these
securities until maturity does not consider the other risks associated with
the securities, such as the potential for loss if borrowers default on the
underlying student loans.

The director and administrator also point out that the State is not

alone in this predicament since many other investors, including other
governments, did not understand the risks and are now stuck holding
auction-rate securities. According to the department, the auction-rate
securities market grew over time to approximately $330 billion, with
many other states and private institutions investing in the securities.
However, based on the department's estimate of the total market, the
State of Hawai‘i held $1 billion of the $330 billion total auction-rate
securities held by thousands of institutional and other investors across the
nation.

We believe that deficiencies in the department’s investment process
discussed above played a significant role in the current condition of

the state treasury and its investments. This situation highlights the

need for the department to update its investment policy, conduct risk
assessments, and formally monitor monthly transactions and holdings.
More importantly, the director of finance and the FAD administrator were
not involved in the decision to significantly increase the State’s holdings
in auction-rate securities. It was irresponsible of the key individuals
charged with oversight of the state treasury to allow more than $1 billion
to be invested in an instrument not fully understood and without their
knowledge and approval.
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Recommendations We recommend that the Department of Budget and Finance:

1.

Formally review and update the State of Hawai‘i Treasury
Investment Policy on an annual basis, as currently required, or
consider whether it is necessary for the department to update the
policy related to the frequency of review.

Consider best practices identified by the Government Finance
Officers Association (GFOA) related to managing market risk,
benchmarking, and measuring total performance in a portfolio while
reviewing the investment policy, including the article “Innovation

in Managing Public Funds: Benchmarking and Total Return”

from the August 2007 Government Finance Review and the GFOA
Recommended Practice white paper “Managing Market Risk in a
Portfolio (2007) (CASH).” In particular, the following points should
be considered:

a. The maturity structure of a security should be fully understood.
Prior to purchase, the government should confirm compliance
with its investment constraints and overall investment strategy.
If a security has options associated with it such as call options,
the structure of the option should be analyzed to determine its
potential impact on market risk through an analysis. The stated
maturity date should always be used to determine compliance
with maximum maturity constraints, not any potential call dates
unless an official announcement of a call has been released.

b. Although the department’s investment policy currently sets a
maximum maturity restriction for individual securities to not
exceed five years, consistent with the statutory limitation, the
GFOA does not consider this the most effective way to manage
market risk and to obtain an understanding of the potential
price volatility of either an individual security or an entire
portfolio. The GFOA recommends adopting weighted average
maturity limitations and/or weighted average duration targets,
which often range from 90 days to three years, consistent with
the government’s investment objectives, constraints, cash flow
needs, and risk tolerances. The weighted average maturity
limitations can be used to limit market risk in a portfolio
consistent with the five-year maturity limit in the statute. The
weighted average duration targets can be used to manage market
risk in a portfolio.

c. Although the investment policy states that the yield on the State’s
investment portfolio is of secondary importance compared to
the safety and liquidity objectives, the department also has
a fiduciary duty to taxpayers to ensure that it is obtaining a
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competitive rate of return on those funds as long as safety

and liquidity are satisfied. While the investment policy states
that investments are limited to relatively low-risk securities in
anticipation of earning a market rate of return commensurate
with the risk assumed, no formal benchmarks are specified in

the investment policy. Benchmarks are points of reference,

or targets, that an agency can use to evaluate its investment
performance. For budgeting performance measurement goals,
an agency will generally start with the one-year U.S. Treasury
note as a base, consider trends in the market and the direction

of interest rates, and determine an estimated return rate as its
performance measurement goal. As part of the investment policy
review, the department should determine an appropriate total
return index as a benchmark that reflects the State’s investment
objectives and tolerances for risk. Sample benchmarking indices
identified by the GFOA are presented below in Exhibit 2.12.

Exhibit 2.12
Sample Benchmarking Indices

Duration 10-year
Index (Years) Annualized
Return
Merrill Lynch 0-1 Year Treasury 0.43 3.99%
Merrill Lynch 1-3 Year Government 1.63 4.84%
Lehman 1-3 Year Government 1.66 4.87%
Merrill Lynch 1-5 Year Government 2.22 5.18%
Lehman 1-5 Year Government 2.24 5.21%
Merrill Lynch 1-5 Year Corporate and 2.32 5.38%
Government “A” and above

Source: Innovations in Managing Public Funds Benchmarking and Total Returns; Joya

C. De Foor and Kay Chandler; GFOA website: www.gfoa.org/downloads/
Benchmarking_aug07.pdf

3. Consider reviewing investment practices of other states (e.g.,
through review of websites, telephone discussions, networking at
conferences, etc.) for best practices and innovations that can lead to
improvements in the State’s investment policy and practices.

4. Update and document operational procedures for performing daily
cash projections to determine excess cash in the state treasury
available for investment. The Treasury Management Branch
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may consider investigating the use of an automated system to
perform the projection, including investigating if such functionality
exists in the Microsoft Dynamics accounting system it already
uses. Alternatively, if manual spreadsheets are determined to be
most cost effective, the Treasury Management Branch should use
automated formulas and streamline the calculation on a single
worksheet, or link cells within a workbook, to ensure that accurate
amounts are translated throughout the spreadsheets in calculating
projected amounts available for investment. An automated process
or formulas will assist in providing a more reliable projection of
excess cash, enable the consistent performance of procedures, and
aid in the transition of tasks to new or other employees (including
management) during an employee’s absence or position vacancy.

Perform and document an appropriate level of review of investment
decisions as required.

Review the investment policy to determine whether any revisions
are necessary to the current internal reporting requirements. In
addition, investment reports should be prepared in a timely manner
and with adequate information to allow the director of finance and
FAD administrator to determine whether the State’s investments
comply with state law and the investment policy. The department
should properly report the maturities of auction-rate securities based
on the stated maturities of the underlying loans, rather than the next
scheduled auction date, which significantly shortens the average
maturity of the investment portfolio.

Ensure that investments comply with all provisions of Section 36-21,
HRS, and the investment policy. The department should also
perform adequate risk assessments of all current and potential
investments to ensure it understands all risks related to an investment
and that an investment complies with state law and the investment
policy. Furthermore, the department should ensure that the State can
exit any investment, without penalty, that no longer complies with
state law.

Follow the guidance stated in Section V of the investment policy
and obtain proper approvals from the FAD administrator and,
when exceptions are significant, the director of finance prior to the
purchase of investments if they exceed quantitative guidelines but
are deemed to be in the best interest of the State. Also, as required
under the investment policy, inadvertent breaches of the policy
should be immediately reported to the director of finance.
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The Financial
Administration
Division Has
Failed To Perform
Essential
Functions

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

In addition to maximizing returns, the department is responsible for
safeguarding the State’s moneys. This encompasses establishing
protective measures over state assets, including formal policies, timely
reconciliations, and managerial reviews. The Financial Administration
Division (FAD) is also responsible for distributing investment returns
to respective state agencies. However, FAD has not performed these
essential functions and responsibilities. It has failed to perform

timely bank reconciliation or record reconciling adjustments; failed to
timely allocate investment pool earning to participants; and violated
award notification requirements for the procurement of bond issuance
underwriters.

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

Lack of timely preparation and formal review of bank
reconciliations

The State has checking accounts with local financial institutions.

The First Hawaiian Bank (FHB) demand deposit account is the state
treasury’s primary bank account, and the Bank of Hawaii (BOH) demand
deposit account is the second-largest account. The department also
maintains its own cash sub-ledger (Microsoft Dynamics), which should
reflect the actual amount of cash belonging to the State, or the “book”
balance.

State agencies are required to deposit cash receipts into one of the
treasury bank accounts. A treasury deposit receipt (TDR) is also
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prepared and submitted to the department within 30 to 60 days to ensure
proper recordation of cash receipts into Microsoft Dynamics. The
division is responsible for reconciling the sub-ledger cash balance to
monthly bank statements, identifying and resolving any discrepancies.
The cash receipts and reconciliation process is depicted in Exhibit 2.13.

Exhibit 2.13
Overview of Cash Receipts and Reconciliation Process

If ‘State Agencies Bank Depost Slips Local Banks:
Cash Receipt B Demand Deposit Accounts

-

B&F reconciles bank
statements to cash sub-ledger

v
Treasury Deposit
Receipt (TDR)
Ty Department of Budget & Finance:
Cash Sub-iedger
(Microsoft Dynamics)
Batched TDRs ;
SRR o —/\ T

| B&F and DAGS reconcile cash
| sub-ledger to FAMIS
7

Department of Accounting & General Services: |
o State’s General Ledger System

(Financial Accounting& Management Information
System)

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

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

Bank Balance | Book Balance

Bank Type of Account | . o1 31, 2009 | March 31, 2009

First Hawaiian | Primary bank $109,023,978 $59,945,510
Bank account
Bank of Demand deposit $662,973 $344,129
Hawaii account

Source: Compiled by Accuity LLP

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

Lack of proper adjustment of the department’s records

Transactions, including cash receipts, should be recorded during the
period in which they occur. However, FAD generally records cash
receipts as of the date supporting documents are received from state
agencies, regardless of when the underlying transactions occurred.
Consequently, the department does not properly record deposits, debits,
or debit memos that should be identified during the bank reconciliation
process. As of March 31, 2009 (the most recently completed bank
reconciliation as of October 2009), the following items in the primary
bank account with First Hawaiian Bank were not reflected in the
department’s cash sub-ledger, as supporting documents had not been
received from the state agencies involved in these transactions:
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» Unrecorded deposits $164,988,496
> Unrecorded debits ($120,085,546)

» Unrecorded debit memos (i.e., return
of bad checks and deposit errors) over

60 days old ($239,000)
> Total understatement $44,663,950
Unrecorded Deposits

The division does not record cash receipts until it receives a treasury
deposit receipt (TDR), which can be up to 60 days or more after an
agency has made a deposit. As a result, between the date of deposit and
the date of recordation, the State’s book balance is understated compared
to the cash in its bank account. This situation is not problematic if timely
reconciliations are performed to identify these amounts and properly
adjust the book balance of cash. However, as previously noted, the
department is over six months behind in its bank reconciliations.

We were informed that the department has made efforts to remind

other departments and agencies to submit all TDRs in a timely manner,
including sending quarterly notices to department heads. However, the
department has limited control over other agencies’ submission of TDRs.

During testing of the U.S. Treasury Trust Fund reconciliations, we also
noted unrecorded deposits as of June 30, 2009, as the department had not
received the TDRs in a timely manner. Consequently, these items were
not recorded until July 2009.

Unrecorded Debits

Unrecorded debits are related to check settlements in subsidiary accounts
that are reflected in the bank before midnight on the last day of a month.
As check settlements are recorded by the bank between the department’s
close of business and midnight, the department is unaware of those
transactions until the following day and records settlements in the cash
sub-ledger the next day, which is in the subsequent month.

Unrecorded Debit Memos

Unrecorded debit memos consist of returns of bad checks, deposit errors,
etc. The FAD administrator and funds custody manager informed us
that the informal policy is for the department to properly identify and
record bank debit memos within 60 days. The majority of the $239,000
of unrecorded debit memos over 60 days old relates to legal action

from 1999 approximating $170,000. These debit memos require the
state attorney general’s action to resolve. The department is currently
monitoring the status of the legal action and requested that the attorney
general assist in resolving the matter.
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Due to unrecorded deposits, debits, and debit memos, the department’s
cash balance was understated by approximately $44.7 million as of
March 31, 2009. Monthly bank reconciliations, necessary to identify
unrecorded reconciling items and proper financial statement adjustments,
are not being performed on a timely basis.

Reconciliations between FAD and DAGS’s records are not
completed timely nor reviewed by the department

On a monthly basis, the FAD and the Department of Accounting and
General Services (DAGS) work together to reconcile the department’s
cash sub-ledger (Microsoft Dynamics) to the state general ledger system
(FAMIS) for cash and investments by fund type (i.e., bond fund, general
fund, trust fund and special fund). The Treasury Management Branch
cashier initiates the process by completing the FAD records column of
the “Monthly Reconciliation of Funds” based on the Microsoft Dynamics
statement of cash system report. The reconciliation is reviewed and
signed off by the FAD administrator, funds custody manager, or public
debt manager, then forwarded to DAGS for reconciliation of the FAD
amounts to the comptroller’s (i.e., FAMIS) balances.

The reconciliation is sent back to the department, where the Treasury
Management Branch cashier reviews the reconciliation and works with
DAGS to determine whether any adjustments to the department’s or
DAGS’s records are necessary. The cashier signs the reconciliation, and
the funds custody manager signs to approve any adjustments that require
posting as well as to evidence review of the final reconciliation. The
reconciliation for March 2009 is shown in Exhibit 2.15.
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Exhibit 2.15
Reconciliation of FAD and DAGS Cash Balances as of March 31, 2009

MONTHLY RECONCILIATION OF FUNDS
BETWEEN FINANCIAL ADMINISTRATION DIVISION AND COMPTROLLER'S RECORDS !

Asof March 31, 2009
Financial Finaneial
Administration Admirdstration

Division Comptroller's Division
FUND: GENERAL Records Records Qyeroc (Undery
Cash o hand and in Banks _
(Comumercial Accounts) (950,466,599.40) (455,208,249,18) (495,258,350.22)
Bank Centificates of Deposit . 870,327.24 * 870,327.24 -0 -
U. S. Treasury - Ul
Other (Specify)
Repuischase Agreement . 6,742,276.29 6,7462,276.29 -0 -
U.S. Treasury Security
1.8. Treasury Security-SLUGS -
Gihier liwvestment-Gov. Agencles 124,700,000.00  124,700,000.00 -0 -

s ;
TOTAL FUNDS (818,153,995.87) (322,895,645.65 ) (495,258,350.22)
Commercial BaniAccoumsmd M 4 l’ /
Fin. Admist. Div. Records Reconciled by: : 41 i
ial Administration Division Date
FAD Records and Comptroller's :
&
Records Reconciled by: g/ lﬂwlow'l‘w M
Comptrotier's Office Dar

Financial Adminisiradon Use: ]

ADFUSTMENTS, if auy, per amached DAGS detailed Reconcifiation of Funds.

Adjustments Posted by:
¥ ‘Fressury Cashier Date 1

Reconciliason Reviewed by:

Funds Custody Manages Dare
Monthly reconciliation 1o be made on or before the end of the following month,
Afer complerion, Tiled as part of he record with the Financial Administration Division, Teeasury Br.

Source:

Department of Budget and Finance
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We noted that the monthly reconciliations for 2009 were initiated by
the department and sent to DAGS. As of the end of October 2009,

the department had only received from DAGS reconciliations through
March 2009. However, according to the funds custody manager, the
department has not completed the final step to verify if any reconciling
items require adjustment to the department’s or DAGS’s accounting
records since the reconciliation for June 2008, which was the last fully
completed reconciliation. According to the FAD administrator and
funds custody manager, the Treasury Management Branch is behind in
completing some of its other work. Consequently, cash and investment
reconciliations to balances recorded by DAGS were not reviewed during
the entire fiscal year 2009.

We tested three monthly reconciliations from July 2008 through March
2009 that were returned to the department. For all three, there was no
evidence of a subsequent review or posting of any adjustments by the
department after the reconciliations were received from DAGS.

However, if reconciliations are not completed and reviewed on a timely
basis, the department may be unaware of and unable to correct errors in
its cash and investment balances in a timely manner, resulting in delays
in the preparation of the State’s Comprehensive Annual Financial Report
(CAFR) and the financial statements of other state departments and
agencies. Delays in completing the departmental financial statements
may lead to departments failing to submit their financial reporting
package to federal agencies in a timely manner, in accordance with
Office of Management and Budget (OMB) Circular A-133, Audits

of States, Local Governments, and Non-Profit Organizations, which
may jeopardize future federal funding or lead to costly additional
requirements on the use of future federal funds.

The following represent examples of problems that can occur as a result
of untimely or incomplete reconciliations of the department’s cash sub-
ledger to both bank accounts and the state general ledger system.

31,196,000 overstatement of fiscal agent account cash balances as of
June 30, 2009

During prior fiscal years, the department’s fiscal (bond paying) agents
disbursed funds in their custody but did not provide the department
sufficient information to properly record these payments. Although the
department does not dispute these transactions, it has not recorded them,
and the balances from unrecorded transactions appear as reconciling
items on the department’s reconciliations to the fiscal agents’ balance.
Consequently, the department’s cash balance for fiscal agent accounts is
overstated by $1,196,062 as of June 30, 2009.
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The department

is delinquent in
allocating investment
pool earnings to
participants

For long-outstanding unreconciled items, the department deemed that it
would not receive any additional information from fiscal agents, fiscal
agents’ balances are correct, and a process was established to remove
old unreconciled items via journal voucher adjustments after consulting
with DAGS. While the department is still in the process of adjusting
the balances, time constraints have not allowed FAD to record many
adjustments during fiscal year 2009, resulting in an increase in the
balance of the unreconciled items from $859,740 at June 30, 2008 to
$1,196,062 at June 30, 2009.

Information sent to DAGS for adjustments to the financial statements
is incomplete

The department did not send a complete list of financial statement
adjustments to DAGS in accordance with generally accepted accounting
principles (GAAP). We noted a $300,000 call on a security on June 30,
2009, which was not paid or recorded until July 1, 2009, should have
been reported to DAGS for recording on a trade date basis as of June 30,
2009.

Since FAD personnel are not familiar with GAAP and transactions are
recorded on a cash basis, investment transactions are recorded on the
settlement date, rather than the trade date. We understand that DAGS
requests the department provide information on transactions with trade
dates prior to year end, which the department failed to do in this instance.

The treasury investment pool combines the State’s cash resources to
maximize investment returns on general, special, trust, and general
obligation bond funds. The bond investment pool is similar to the
treasury investment pool except it is specifically used to invest the
proceeds of revenue bonds. While a significant portion of interest is
credited to the general fund, many agencies’ special and trust funds are
entitled to, and dependent upon, their respective share of investment
returns.

Section 36-21(a), HRS, requires the department to pay investment pool
income to respective agencies’ funds based on each fund’s contribution
of moneys into the pool. However, the department has fallen
significantly behind in allocating interest to respective agency funds.
Further, the lack of documented interest allocation procedures makes

it difficult to assess the department’s compliance with policies and for
the department to minimize the loss of critical, valuable experience and
information when employees leave.
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Unallocated treasury and bond pool interest earnings

Director of Finance Memorandum No. 99-15, dated July 14, 1999, states
that the department will distribute interest to participating agencies’
designated interest accounts on the tenth workday of the following month
the interest was earned. However, as of June 30, 2009, the department
had not performed the interest allocation for the treasury investment pool
beyond January 2009, and had not performed the allocation for the bond
investment pool for the entire fiscal year. In fact:

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

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

We noted that unallocated interest in the investment pools is held in trust
funds in the department’s name, until the department is able to allocate
those earnings to the relevant departments and agencies.

The bond investment pool includes bond proceeds from special revenue
bonds. A special revenue bond issuance may be planned for a capital
improvement project, a project approved by the Legislature, and
expenditures incurred for the approved project, but the bond issuance
may be delayed or there may be changes in the planned issuance and the
sale is not completed as initially planned. To pay for the expenditures
incurred, the agency can advance money from its special revenue funds
and transfer it to the bond fund so expenditures can be paid from the
bond fund. When the special revenue bond issue is completed, a portion
of the proceeds from the bond sale are returned to the special revenue
fund as reimbursement for the advance.

During fiscal year 2009, the Treasury Management Branch noticed the
bond pool interest allocation system failed to include moneys advanced
to the bond fund from the special revenue fund in allocating the bond
investment pool’s earnings. Due to the large amounts advanced during
the year, the bond funds received smaller allocations of investment
earnings than they should have. We were informed that this system was
corrected in April 2009.

According to the FAD administrator, interest allocations were not
performed timely because work was reprioritized due to short staffing
within FAD. Although the accountant V was responsible for interest
earnings allocations and maintenance of investment schedules, some
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of those responsibilities were reprioritized to cover other functions,
including some of the accountant I'V’s responsibilities, whose position
was vacant for two years. Based on discussions with the FAD
administrator and the funds custody manager, the department considers
completing the monthly interest allocation by the tenth workday of

the following month a guideline rather than a requirement. We also
noted that interest earnings allocation procedures were not formally
documented and other FAD staff were not properly trained on the
procedures before the accountant V left the department in April 2009.

Due to the lack of a documented policy, the department was unable to
perform the interest allocations after the accountant V left or to explain
the process to us until after it consulted with DAGS’ Information and
Communications and Services Division (ICSD), which maintains the
interest allocation system, in September 2009.

Delays in allocating interest earnings create a financial burden on
departments and agencies that rely on those earnings for spending. In
addition, if amounts are significant to certain departments, delays in
allocating interest earnings can delay completion of financial statements
and federal compliance audits for those departments, as interest amounts
need to be properly accrued and reported. Consequently, completion of
the statewide financial statements and Comprehensive Annual Financial
Report (CAFR) could also be delayed.

Revised allocation policy and methodology was not issued or
communicated to investment pool participants

Finance Memorandum No. 99-15 also states that interest earned on pool
investments is to be computed monthly by the Investment Pool System
maintained by FAD on an accrual and cash (realized/paid) basis. Each
appropriation account is to be credited with its pro-rata share of accrued
monthly interest earnings, but is to be paid interest based on its pro-rata
share of cash received as interest during a month.

Upon implementing an accounts payable aging system for accrued
interest in 2006, the allocation methodology was revised. The FAD
administrator and funds custody manager told us an email was sent to
participants in the treasury investment pool explaining the change in
allocation methodology. However, the department was unable to locate
that email or any other correspondence, memorandum, or documentation
explaining the change in the interest earnings allocation methodology.

Furthermore, as we could not verify whether the department informed
participants of the change in the interest earnings allocation, participating
agencies may not know of the change or have a clear understanding of
how interest earnings are allocated under the revised methodology.
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The department failed
to post awards for
underwriting contracts

Recommendations

Section 103D-304(i), HRS, states that contracts of $5,000 or more are
to be posted electronically within seven days of the award by the chief
procurement officer and posted for at least one year. The department
violated this provision for one out of two general obligation bond
issuance underwriting contracts and all four special revenue bond
issuance underwriting contracts in FY2009.

According to the Notice of Award posting for the underwriting

contract for the general obligation (GO) bond issuance which closed

on December 16, 2008, the contract was awarded on July 18, 2008.
However, the notice of award was not posted until August 22, 2008, over
one month (36 days) after the date of the award.

There was no Notice of Award posted for any of the four underwriting
contracts awarded for special revenue bond issuances in fiscal year 2009.

The FAD administrator informed us that the delay in posting and the
non-postings of Notices of Award were oversights. In the case of the
special revenue bond contracts, there was a misunderstanding as to who
was responsible (the department or the agency issuing the bonds) for
posting the award. According to the FAD administrator, if the contract is
with the department, as was the case with these contracts, the department
is responsible for posting the Notice of Award. The FAD secretary, who
is responsible for posting notices of awards, posts the award notifications
when the contracts are sent for filing. However, the secretary was not
aware that the department was required to also post award notifications
for special revenue bonds.

Non-compliance with Section 103D-304(i), HRS, is a violation of state
law. Failure of the department to comply with this section exposes

it to potential protests of awards by nonselected professional service
providers, which could result in delays of the issuance of bonds or
additional costs.

We recommend that the Department of Budget and Finance perform
the following to ensure timely preparation and review of bank
reconciliations:

1. Establish formal policies and procedures for preparing and reviewing
bank reconciliations. The policy should include the timeframe
and individuals responsible for the preparation and review of
reconciliations.
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Report unrecorded items to DAGS for proper adjustment as of
month/year-end and record adjustments in the department’s sub-
ledger in a timely manner for the preparation of its own financial
statements of cash and investments in the state treasury.

Record adjustments in a timely manner and provide the necessary
information to DAGS for proper recording in the State’s CAFR and
dissemination to state departments and agencies for preparation of
their financial statements.

Write off the difference with the fiscal agents of $1,196,062.

Follow established procedures and timely complete reconciliations
of FAD records to the comptroller’s records received from DAGS. If
necessary information is not received from DAGS on a timely basis,
FAD should liaise with DAGS to obtain the information, review
reconciliations, and ensure any necessary adjustments are recorded in
the department’s and/or DAGS’s books in a timely manner.

We recommend that the department perform the following related to the
treasury and bond investment pools:

1.

Immediately complete interest allocations for the remaining months
in fiscal year 2009. We also recommend the department ensure
allocations for fiscal year 2010 are performed within the timeframe
stated in Finance Memorandum No. 99-15.

Formally document the methodology in allocating interest earned
(received and accrued). In the event of employee turnover or
absence, written procedures will allow individuals who assume the
process to properly perform the allocation in a timely manner.

Formally inform investment pool participants of the revised interest
earnings allocation methodology and any subsequent changes to the
investment pool that may affect participating agencies.

To ensure compliance with Section 103D-304(i), HRS, we recommend
that the department immediately post Notices of Award for the four
underwriting contracts for special revenue bond issuances awarded in
FY2009. We also recommend that the department comply with the
provisions of Section 103D-304(i), HRS, for all current and future bond
issuances.
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The Budget
Division’s
Informal and
Undocumented
Budget
Process Lacks
Transparency
and Leaves the
Department
Vulnerable

The Budget, Program Planning and Management Division (Budget
Division) of the Department of Budget and Finance is responsible for
preparing, monitoring, and executing the State’s executive budget and
six-year program and financial plan. The purpose of the State’s budget
and budgetary process, as stated in Section 37-63, HRS, is “to establish
a comprehensive system for state program and financial management
which furthers the capacity of the governor and legislature to plan,
program, and finance the programs of the State.”

Statutes set forth the duties of the Department of Budget and Finance
regarding the state budget. Section 37-67, HRS, Responsibilities of the
department of budget and finance, mandates that the director assist the
governor in preparing and administering the state budget and financial
plan. It also identifies more specific responsibilities, including but not
limited to:

1. Developing procedures, rules, and regulations to guide state agencies
in preparing program and financial plans, program budget requests,
and program performance reports, and to assure the availability of
information needed for effective policy decision-making;

2. Assisting state agencies in the formulation of program objectives,
preparation of program plans and budget requests, and reporting of
program performance;

3. Coordinating, analyzing, and revising as necessary program
objectives, plans, budget requests, and performance reports prepared
by state agencies and developing the state comprehensive program
and financial plan, budget, and program performance report; and

4. Administering its responsibilities so that policy and budget decisions
made are implemented to the fullest extent possible within the
concepts of proper management.

We reviewed the efficiency and effectiveness of the Budget Division’s
methodologies and procedures for preparing and monitoring the

State’s budget. We noted that the Budget Division provides detailed
written instructions to other state agencies as well as standardized

forms outlining various stages of the budget process. However, we
identified procedures and practices in the Budget Division’s own internal
operations that should be improved.

First, the division lacks standardized review criteria, documentation
requirements, and documentation retention procedures, which has led to
a budget preparation and execution process that lacks transparency and
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Budget preparation
and execution process
is not standardized or
documented

uniformity. Second, the department’s lack of a formal succession plan
leaves it vulnerable in light of a large percentage of employees reaching
retirement age. Third, the Budget Division inaccurately reported its
performance data, which diminishes the value of the State’s performance-
based budgeting process, particularly since the division has considerable
responsibilities related to performance reporting for the State.

Well-documented, formalized procedures provide both management

and their employees with a common understanding of the policies

and procedures that govern their jobs and decisions; they also ensure
consistency and minimize transition issues when staff change or

leave. Based on our review of the budget preparation and execution
process and interviews with key personnel, including the Budget
Division program analysts and branch chiefs, we noted that there are no
documented, formal internal procedures nor standardized review criteria,
documentation requirements, or document retention or disposition
guidelines for budget preparation or execution reviews.

Exhibit 2.16 describes the budget preparation and execution process.
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Exhibit 2.16

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

S 1.1 Budget 1.5 Review
c documents recommendation reports
o received from and send to Budget |
S departments and Division Administrator
= distributed to
©
o program analysts @ @

] A

v |

1.4 Draft

1.3 Obtain additional

cE e 1.2 Revi inf tion t t recommendation

S D .2 Review information to suppo reports to approve,

8: S requests from —» requests as necessary —»| disapprove, or

& < departments ™ approve with

amendments

55

‘® = 1.6 Reviews each

i recommendation and

e 2 sends to Director's

8, ‘E office for approval

ER

o !
55 Y
S o 9 1.7 Reviews each
P 22 recommendation and
s a _g submits to Governor
5 & for review and approval
22% if necessary
N

Notes:

1 = There is a lack of standardized review criteria, documentation requirements, and document
retention for budget preparation and execution.

2 = Internal reviews by supervisors are not evidenced.

3 = According to the variance reports, the Budget Division achieved its target measure of
reviewing requests within 5 business days 90 percent of the time; however, a sample tested
showed it only achieved its target 4 percent of the time.

Source: Prepared by Accuity LLP based on information provided by the Department of Budget and Finance
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To support the recommendation of a budget adjustment request, program
analysts take steps to ensure the necessity and validity of each request
based on its type. This process is reflected in Exhibit 2.16 as steps

1.2, 1.3, and 1.4 and in note 1, and includes understanding the purpose
of the request, the impact it will have on the requesting department’s
customers, whether it is a health and safety issue, whether the program/
activity is mandated, whether there are existing resources that could be
reallocated to perform the same function, etc. However, these steps are
not formalized and vary among analysts.

Program analysts’ recommendations are reviewed by a branch chief, the
Budget Division administrator, and the director of finance before being
presented to the governor. These procedures are reflected in Exhibit 2.16
as steps 1.5, 1.6, and 1.7 and in note 2. However, internal signatures and
dates of review are not indicated on supporting documentation to record
the proper levels of review.

According to our discussion with branch chiefs, many internal guidelines
and decisions are orally communicated to Budget Division staff. For
example, if they receive clarification on a budget preparation guideline,
it is common practice for the Budget Division administrator and branch
chiefs to orally notify their staff. Consequently, historical knowledge

on key decisions for handling specific matters, such as the Felix

Consent Decree, is not documented. This could result in inconsistent
practices within the State, as subsequent budget requests may be handled
differently.

Furthermore, there is no formalized training for new employees to
ensure consistency of operations. The Budget Division administrator
and branch chiefs have relied on current budget analysts’ accumulation
of knowledge and critical insight about operations, their role, and their
customers (departments/agencies) in using their judgment and making
budget recommendation decisions.

However, the lack of formalized procedures makes it difficult to assess
the department’s compliance with budget protocols and policies.
Moreover, in conjunction with pending retirements and the reduction-in-
force that occurred in November to December 2009, discussed further
below, the lack of formalized policies and procedures makes it difficult
to minimize the loss of critical, valuable experience and institutional
knowledge when employees leave the department.
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Lack of a formalized
succession plan and
a high percentage of
retirement-eligible
employees could lead
to loss of critical and
valuable information

In addition to lacking formal, documented procedures and standardized
criteria for its budget processes, the Budget Division also lacks a
formalized succession plan. With a large percentage of Budget Division
employees, including key personnel, close to retirement age, the
department is vulnerable to the loss of critical and valuable institutional
knowledge that is currently undocumented.

In comparing a list of the department’s total employees against a list
prepared by the department of its employees eligible for retirement
over the next five years, we discovered that of 66 total employees in
the Department of Budget and Finance, 21 employees (32 percent)
are eligible for retirement by December 31, 2013, as summarized in
Exhibit 2.17 below.

Exhibit 2.17
2009 to 2013 Eligible Retirees

Eligible Retirement Projected Eligible
Year Retirees
2009 12
2010 2
2011 2
2012 1
2013 4
Total 21

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

Within the Budget Division, nine of 22 employees (41 percent), including
individuals in five key management positions, are eligible for retirement
over the next two years. The five key management positions include the
Budget Division administrator, the program and budget policy officer, the
program and budget analysis managers of branch II and branch III, and
the program budget analyst (fiscal analysis). Furthermore, three of the
five key management/supervisory positions were included in the State’s
reduction-in-force in November and December 2009.

The governor also established a general hiring freeze within the State’s
executive branch, making it difficult to adequately replace retiring
employees and ensure institutional knowledge is not lost. Furthermore,
according to the Budget Division administrator, the department does
not have any formalized workforce or succession planning strategies
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Budget Division
substantially
overstated its
performance results

to match target
measures, diminishing
the value of the
performance reporting
process

to ensure the effective and efficient continuance of operations and
documentation of institutional knowledge. Without qualified and
knowledgeable budget personnel, the Budget Division will be unable to
ensure the delivery of effective and timely services in compliance with
Chapter 37, HRS.

Pursuant to Section 37-75, HRS, the governor is required to submit

an annual variance report to the Legislature 30 days before the start of
each regular legislative session. The Budget Division is responsible for
issuing instructions to and collecting data from state agencies to prepare
the report. In accordance with Section 37-75, HRS, Variance report:

Not fewer than thirty days prior to the convening of each regular
session of the legislature, the governor shall submit to the legislature
and to each member thereof a report on program performance for the
last completed fiscal year and the fiscal year in progress. In format,
the report generally shall follow the fiscal requirements portion of the
executive budget or budgets. The report shall include:
(1) At the lowest level of the program structure, for each program
contained in the budget finally approved by the legislature for the

(D) The effectiveness measures and a comparison of the level of
effectiveness anticipated and the level actually attained in
the last completed fiscal year and the level of effectiveness
anticipated and the level estimated for the fiscal year in
progress; and

(E) A narrative explanation of the significant differences for
the last completed fiscal year in each of the comparisons
made in subparagraphs (A), (B), (C), and (D), including an
explanation of the basis upon which the original estimates
were made and the reasons why the estimates proved
accurate or inaccurate, and a statement of what the actual
experience portends for the future of the program in terms of
costs, size, and effectiveness;

provided that expenditure amounts in the comparisons shall be

shown to the nearest thousand dollars. . . .

We reviewed the Variance Report to see how well the division was
performing against its own reported target measures of effectiveness.
One of the measures by which the Budget Division measures its
performance is the percentage of recommendations on department
requests completed within five business days. This is reflected at
Exhibit 2.16 in step 1.5 and note 3. According to the variance reports
for fiscal years 2007, 2008, and 2009, the Budget Division achieved its
target measure of reviewing requests within five business days 90 percent
of the time for all three fiscal years. However, when we judgmentally
selected a sample of 25 budget adjustment requests in FY2009, only one
(4 percent) was completed within the target due date; two (8 percent)
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Recommendations

were not applicable, as review by the Budget Division was not necessary;
and 22 (88 percent) were not completed by the target due date. Of the

22 requests where reviews were completed after the target due date, the
number of delinquent business days ranged from three to 92 days.

We asked the Budget Division administrator about the cause of the
inaccurate reporting. We were informed that the number was a “best-
guess estimate” rather than the actual achievement rate. Although the
Budget Division tracks the information necessary to report its actual
achievement rate, it appears the administrator does not feel that accurate
performance reporting is a priority, resulting in the highly inaccurate
success rate reported. It appears that to avoid the requirement in

Section 37-75, HRS, to investigate variances from the target, an estimate
equal to the target rate was reported.

As the group within the State responsible for preparing and analyzing the
State’s comprehensive program and financial plan, budget, and program
performance report, the Budget Division should take performance
reporting seriously and report its results as accurately as possible.
Moreover, since the department is statutorily responsible for guiding

and assisting other state agencies in formulating target measures and
developing performance reports, the Budget Division should set an
example for other departments and agencies to follow in performing the
variance analysis as part of the State’s performance-based budgeting
process. Unless decision makers demand more meaningful and accurate
performance data and use the information in making critical decisions
about allocation of resources, other departments have little incentive to
develop meaningful measures or report accurate performance results.
This defeats the goals of performance-based budgeting, which is the base
for the State’s budgeting process. The Variance Reports can only be as
useful as the data contained within them.

1. We recommend that the Budget Division document operational and
administrative policies and procedures to reflect current activities
and procedures, including the documentation of common and
unusual cases so that procedures are consistently performed within
the division. This documentation will also aid in training new
employees and guide management in performing tasks during an
employee’s absence or position vacancy.

2. Given current fiscal constraints and the State’s general hiring freeze,
we recommend that the department use cost-effective strategies to
retain qualified staff, cultivate employees’ skills to develop future
leaders, promote knowledge transfer through job-shadowing and
mentoring programs, and document internal procedures and practices
with examples of how to perform critical tasks.
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3. Inregards to accurate reporting and use of measures of effectiveness,
we recommend the department be held accountable for developing
meaningful measures of effectiveness and that the department,
governor, and Legislature utilize the performance data for actual
decision-making regarding budget and resource allocation. We also
recommend that both agencies and decision-makers receive adequate
training on how to effectively utilize performance-based budgeting
and apply performance measures to the allocation or management
of resources in the public sector. The Budget Division should set
an example for other departments by accurately performing the
variance analysis required under Section 37-75, HRS, to maximize
effectiveness of the State’s performance-based budgeting process.
The Budget Division, as the agency responsible for optimizing the
expenditure of all public funds by developing meaningful budgets
and plans, should review its own performance targets on an annual
basis to ensure they are realistic and relevant to divisional goals;
the division should also report accurate performance results and
information.

Inattention to
Information
Technology
Management
Exposes the
Department to
Unnecessary Risk

We performed a high-level assessment over the Department of Budget
and Finance’s information technology (IT) controls and management
practices, primarily as they relate to the department’s financial
administration and budget processes. Based on our review, the
department has inadequate security controls to ensure its data is protected
from unauthorized access and environmental factors, thereby exposing
the department to unnecessary risk. Furthermore, the department is

not effectively using its Microsoft Dynamics accounting application,
inhibiting the efficiency of its cash and investment process and increasing
the risk of manual errors.

The department uses numerous applications for both state budgeting
purposes and the department’s own financial management. Most of the
department’s applications were developed and are hosted by the DAGS
Information and Communication Services Division (ICSD).

The Information and Communication Services Division is the central
information processing and communications service organization for all
state executive departments and agencies. Although ICSD is responsible
for maintaining and operating the budgeting applications it hosts for the
department, the department is responsible for user security administration
of the applications.

The department’s budgeting applications include the Budget Request
System (eBUDDI), Capital Improvement Project System (eCIP),
Revenue System (eREV), eVARIANCE System, eANALYTICAL
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The department’s IT
security and controls
must be improved

System, eTITLES System, and eXwalk System. These applications are
web-based and most are accessible by state departments and agencies
so they may submit budget plans for the coming fiscal period. The
applications are all administered and maintained by ICSD at its data
center.

Some budgeting applications are not web-enabled and are primarily
used internally by the department for financial management and state
budgeting purposes. These include the Interest Allocation System, State
Cash Management Improvement System, Bond Allocation Tracking
System, Bank Reconciliation System, Collateral & Securities Inventory
System, Budget Request System, and Capital Improvement Project
System. These applications are all hosted on a mainframe managed by
ICSD at its data center.

Internally, the department hosts three applications, which are
administered by the department’s IT staff. Two Microsoft Access
applications are stored on a fileshare on an internal file server at the
department — the Bond and Coupon Redemption System and the Bank
Return Item & Miscellaneous Adjustment System. The applications
were developed by ICSD and any maintenance is handled by ICSD. The
department’s financial accounting is performed via a third, Microsoft
Dynamics, application hosted on the department’s internal network. The
department’s IT staff is responsible for maintenance and operation of the
Microsoft Dynamics application.

The department is responsible for certain IT controls, including:

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

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

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

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

» Implementing off-site rotation or replication of financial data to
prevent the total loss of financial information for applications it
maintains, such as Microsoft Dynamics.
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We observed a number of deficiencies in the department’s IT
management and controls, which expose its sensitive information to
unnecessary risk.

No regular review of access to sensitive applications

The department does not conduct a regular review of user access to

its sensitive applications, including Microsoft Dynamics, the Budget
Division’s seven electronic applications (e-applications), and the
mainframe applications maintained by ICSD. Based on our review

and discussions with key staff, we noted that there is no established
procedure for the department to regularly review end user access to
sensitive applications. The department relies on ICSD to perform all IT-
related work for the e-applications. However, although ICSD maintains
the e-applications, it is the department’s responsibility, as the application
owner, to perform user access reviews. As a result of the lack of review,
the Budget Division is unable to determine whether or not end users are
only allowed enough access within the system to perform their job duties
and that no segregation of duties issues exist. Unauthorized access to
e-applications and mainframe applications may exist within the systems,
which could potentially lead to erroneous or fraudulent activity on the
systems.

Inadequate password controls and access monitoring for Microsoft
Dynamics

Password controls for the Microsoft Dynamics application are inadequate
compared to industry standards. While there is a required minimum
password length of seven characters, there are no controls for password
age, history, or complexity. There is no monitoring of direct data access
for the Microsoft Dynamics application or any established procedure for
monitoring such access. Consequently, the funds custody manager is
unable to determine whether any unauthorized access or changes were
made to the Microsoft Dynamics application data—the department’s
primary accounting system for cash and investments. Because of limited
activity with the application, it is not considered a high risk by the funds
custody manager or department’s IT group. However, lack of adequate
password controls increases the risk of password sharing or easy-to-
guess passwords. It also increases the risk of unauthorized access to the
Microsoft Dynamics application, particularly in conjunction with the
lack of access monitoring. Such unauthorized access could lead to errors
or fraudulent activity which may cause material errors in the financial
reporting process.

Inadequate server room controls

We found there were inadequate physical security and environmental
controls in the department’s server room. The server room is behind
a locked door but access to the room can be obtained by taking the
key, which is hung in an open area in one of the department’s offices.
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Ineffective use

of the Microsoft
Dynamics accounting
application inhibits the
department’s cash and
investment process
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According to the department’s IT personnel, the department uses a
converted office as its server room and did not consider installing or
implementing physical controls based on its assessment that there was
low risk of unauthorized access to the server room as well as budget
constraints. However, a simple control such as assigning the server
room key to a designated IT or other responsible employee could be
implemented at little to no cost, and would help protect the department’s
systems from unauthorized access, theft, or fraud.

In addition, while the server room does have air conditioning from

the building, it does not have any other type of control to prevent
environmental damage from occurring. There are no heat sensors,
moisture sensors, or fire suppression systems. While there may be
structural or other challenges to implementing such controls, given the
critical nature of the department’s systems and data and the potential
consequences if environmental factors were to cause systems failure or
damage, the department should identify and evaluate possible control
options and implement reasonable controls to help protect its vital
information.

No off-site rotation of backup media

There is no off-site rotation of backup media. Backup media are merely
stored in the department’s server room. The Microsoft Dynamics
application is maintained by FAD, and FAD personnel were not aware of
the best practice in IT to rotate backup media off-site. If a fire or other
disaster takes place, the department could potentially lose all financial
data for the Microsoft Dynamics application, especially in light of the
department’s inadequate physical and environmental controls for the
server room.

It is generally best practice to use technological resources to increase
productivity and efficiency, particularly for existing resources.

The department utilizes Microsoft Dynamics as its accounting system

for cash and investments. However, current Treasury Management
Branch personnel responsible for performing the accounting and utilizing
the system have not received in-depth training on the application.
Consequently, the department does not believe it is maximizing the
capabilities of Microsoft Dynamics and is unsure whether there are other
ways it could use the program to gain efficiencies in maintaining and
reporting investment information.

The department currently enters investment information into both
Microsoft Dynamics and a separate Excel spreadsheet, also used as a
sub-ledger. The information entered into Microsoft Dynamics includes
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a unique reference number assigned by the department and description
of the investment, purchase date, maturity date, principal, and interest.
However, the yield maintained in the Microsoft Dynamics program is
not the actual yield for the investment, but a system-calculated yield.
According to the FAD administrator and funds custody manager, they
believe the yield calculated in Microsoft Dynamics is incorrect but are
unsure how it is calculated or how to correct it.

The information the department enters into the Excel spreadsheet
includes the bank, type of investment, investor group, investment
number, investment date, due date, amount purchased, matured amount,
balance, realized interest, realized cumulative interest, and projected
interest allocation.

There is some difficulty in tracing the information from the Microsoft
Dynamics system to the Excel spreadsheet and the investment statement
since investments are recorded in Microsoft Dynamics using a unique
reference number assigned by the department. To determine the link
between the Microsoft Dynamics information, the Excel spreadsheet, and
the investment statement, the Treasury Management Branch prepares a
separate monthly schedule showing the department’s unique reference
number and the corresponding CUSIP (Committee on Uniform Security
Identification Procedures) identifier. The CUSIP identifier is a unique
alphanumeric identifier given to securities and issuers. However, we
noted that the monthly schedules are not always retained. Consequently,
if a subsequent review is necessary but the monthly cross-referencing
schedule was not retained, it could be difficult to agree or reconcile

the investment information from Microsoft Dynamics to the Excel
spreadsheet and the investment statements. Since the Excel spreadsheet
is used as the basis for the information entered into the interest earnings
allocation system (a separate system used to calculate monthly interest
to be allocated to departments and agencies participating in investment
pools) the department should ensure the information is accurate.

According to the funds custody manager, FAD staff received basic
training on the application when Microsoft Dynamics was installed
in August 1999. However, the primary FAD users at the time of

implementation have all retired and the current personnel primarily
responsible for utilizing the application have not received training.

The lack of training may create inefficiencies with regards to the
maintenance of accurate investment information. As department
personnel cannot adequately use the Microsoft Dynamics application,
they also maintain the Excel spreadsheet, which requires additional time
that could be spent on other tasks, such as those that were identified as
neglected or delayed in our previous findings. Also, due to the lack of
corresponding identification numbers between the data in Microsoft
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Dynamics and the Excel spreadsheet, FAD is required to spend additional
time preparing the monthly cross-referencing schedule. These additional
manual procedures not only decrease efficiency of the process but also
increase the risk of errors occurring.

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

Establishing a periodic review of user access to electronic
applications and mainframe applications. For e-applications,

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

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

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

Identifing physical security and environmental control
alternatives and performing a risk assessment and cost-benefit
analysis to determine what controls are reasonably necessary
to protect the department’s systems and information. The
department may consider moving the server room to a more
secure location or implementing additional physical security
controls, such as closed circuit televisions monitored by building
security or motion sensors within the server room. Possible
environmental controls include installation of smoke detectors,
fire extinguishers, heat sensors to detect systems overheating,
or moisture sensors to detect flooding or high humidity.
Implementation of unfeasible or cost-prohibitive measures

is not required; however, the department should identify and
implement economically viable controls to ensure its financial
systems and data are reasonably protected.

Establishing an off-site rotation of backup media (or off-site
replication of data) for the Microsoft Dynamics application to
prevent potential loss of financial data.
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Conclusion

We also recommend that the Treasury Management Branch undergo
Microsoft Dynamics training to take full advantage of the investment
tools and capabilities of the Microsoft Dynamics system. We further
recommend that the department keep abreast of technological efficiencies
that other states are using to maintain investment information.

As the agency primarily responsible for fiscal planning and management
for the State, the Department of Budget and Finance is integral to

the operation of our state government. However, the department’s
procedures and practices raise questions as to how effectively the
department is managing the State’s funds. Furthermore, these
deficiencies leave the department vulnerable to both unexpected as well
as foreseeable challenges. The recent downturn in the national and
global economies has highlighted the deficiencies in the department and
made the potential consequences of those deficiencies a reality. Although
other governments and entities across the nation have been affected

by the economic slump, the impacts on the department—including

the significantly reduced value and availability of funds in the state
treasury and the department’s inability to perform essential duties
following employee turnover and position freezes—have been alarming,
exacerbated by the department’s failure to fulfill basic responsibilities.

While the current financial crisis facing our State is attributable in part
to external economic factors, the department must be held accountable
for its role. Financial and economic conditions are variable and
unpredictable by nature, and it is the responsibility of those charged

with fiscal management to be prepared for such changes, particularly

the declines. The director of finance must initiate improvements in the
department to ensure she is satisfying her statutory responsibilities and to
better prepare the State to weather future economic challenges.
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Chapter 3

Independent Accountant’s Report on Internal
Controls

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

2009.

Independent To the Auditor, State of Hawai‘i:

Accountant’s

Re port We have examined the effectiveness of the State of Hawai‘i,

Department of Budget and Finance’s (the department) financial
accounting and financial reporting processes and related
internal controls for the fiscal year ended June 30, 2009. The
department’s management is responsible for maintaining
effective financial accounting and financial reporting processes
and related internal controls. However, we did not request,

and the department’s management did not provide us, a written
assertion about the department’s financial accounting and
financial reporting processes or related internal controls for the
fiscal year ended June 30, 2009. Our responsibility is to express
an opinion on those processes and related internal controls based
on our examination.

Our examination was conducted in accordance with attestation
standards established by the American Institute of Certified
Public Accountants and the standards applicable to attestation
engagements contained in Government Auditing Standards
issued by the Comptroller General of the United States and,
accordingly, included examining, on a test basis, evidence
supporting the department’s financial accounting and financial
reporting processes and related internal controls and performing
such other procedures as we considered necessary in the
circumstances. We believe that our examination provides a
reasonable basis for our opinion.

A material weakness is a significant deficiency, or combination
of significant deficiencies that results in more than a remote
likelihood that material noncompliance with the specified
requirements will not be prevented or detected. A significant
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deficiency is a control deficiency, or combination of control
deficiencies, that adversely affects the department’s ability to
comply with the specified requirements such that there is more
than a remote likelihood that noncompliance with the specified
requirements that is more than inconsequential will not be
prevented or detected by the department’s internal control.

We identified several significant deficiencies and material
weaknesses which are described in Chapter 2 of this report.

In our opinion, because of the effects of the material weaknesses
described in Chapter 2 of this report on the achievement of

the objectives of the control criteria, the department has not
maintained effective financial accounting and financial reporting
processes and related internal controls for the fiscal year ended
June 30, 2009.

This report is intended solely for the information and use

of the State Auditor, the Hawai‘i State Legislature, and the
department’s management and is not intended to be, and should
not be, used by anyone other than these specified parties.

/s/ Accuity LLP
Honolulu, Hawai‘i
January 19, 2010



Comments on
Agency Response

Response of the Affected Agency

We transmitted drafts of this report to the Department of Budget and
Finance on February 19, 2010. A copy of the transmittal letter to
the department is included as Attachment 1. The response from the
department, including its attachment, is included as Attachment 2.

In its response, the department expressed its dismay with our report,
stating that our report is improperly labeled a financial examination and
is “replete with false and misleading statements.” These claims are both
offensive and baseless. Aside from an accompanying memorandum
from the attorney general, which we address later in this commentary,
the department offers little meaningful explanation as to how our report
is false or misleading, often offering no explanation at all. Moreover,
through its responses, the department frequently displays its lack of
understanding of relevant issues.

In contrast, our work is subject to strict standards and scrutiny. The
examination, conducted with the certified public accounting firm of
Accuity LLP, was performed in accordance with generally accepted
government auditing standards (Government Auditing Standards) issued
by the Comptroller General of the United States. Those standards
require that we plan and perform the examination to obtain sufficient
and appropriate evidence to provide a reasonable basis for the findings
and conclusions expressed in our report. For this engagement, such
evidence included not only statements and representations by the director
of finance, department administrators, and relevant personnel, but also
extensive review of departmental systems, documents, and records and
walk-throughs and observations of actual procedures and practices. In
addition, Government Auditing Standards require us to conduct our
engagement in accordance with strict ethical principles.

Unlike the department’s response to our report, we counter the
department’s claims with specific arguments backed by identifiable and
well-documented evidence.

Department’s response displays its lack of
understanding of auditing standards and principles

Classification of our report as a financial examination is proper

The department began its response by claiming that our report is
misleading in being entitled a financial examination. However, the term
is based on Government Auditing Standards—the same standards we

73



74

adhered to in conducting the engagement. Those standards classify an
examination as a type of attestation engagement that “can cover a broad
range of financial or nonfinancial objectives” and “consists of obtaining
sufficient, appropriate evidence to express an opinion. . ..” As clearly set
forth in our report, the primary objectives of the examination were:

1. To examine the effectiveness of the financial accounting and
financial reporting processes and related internal controls of the
department; and

2. To assess the adequacy, efficiency, and effectiveness of the
department’s organizational structure, systems, procedures, and
practices over its financial administration functions.

(emphasis added).

Chapter 3 of the report contains the independent opinion issued by
Accuity LLP on the department’s internal controls over its financial
accounting and reporting processes. Government Auditing Standards
also expressly require auditors conducting attestation engagements to
report any material weaknesses and significant deficiencies in internal
controls. Consequently, it would in fact be inaccurate and misleading not
to refer to the report as a financial examination. As for the department’s
classification of our engagement as an “operational review,” the
department provided no definition or explanation of the term and we
are unaware of the existence of such classification in the Government
Auditing Standards.

Department’s comparison of financial examination to CAFR audit is
misguided

The department appears to have confused the term financial examination
with financial statement audit, which demonstrates its lack of
understanding of audits in general and the differing scopes involved.
This confusion is further exemplified by the department’s claim that our
opinions are inconsistent with findings of annual independent audits.
The annual audit referred to by the department is the financial statement
audit of the State’s Comprehensive Annual Financial Report (CAFR).
That audit and our examination are both conducted in accordance

with Government Auditing Standards, which provide clear but distinct
descriptions of each type of engagement.

Consistent with our objectives stated above, our examination involved
obtaining sufficient, appropriate evidence relating to the effectiveness
of the department’s financial administration internal controls, systems,
procedures, and practices with the specific purpose to express an
opinion on whether these controls, systems, procedures, and practices
are functioning effectively and in compliance with applicable laws



and policies. In contrast, the audit of the CAFR is focused on the fair
presentation of the State’s financial statements, which are ultimately the
responsibility of the State. Government Auditing Standards specifically
provide that the “primary purpose of a financial statement audit is to
provide reasonable assurance through an opinion about whether an
entity’s financial statements are presented fairly in all material respects
in conformity with generally accepted accounting principles.” Unlike
our examination, the CAFR audit provides no assurances related to the
State’s internal controls or its compliance with laws and regulations. The
actual independent auditors’ opinion further states:

An audit includes consideration of internal control over financial
reporting as a basis for designing audit procedures that are
appropriate in the circumstances, but not for the purpose of
expressing an opinion on the effectiveness of the State of Hawaii’s
internal control over financial reporting. Accordingly, we express no_
such opinion. (emphasis added).

The Report on Internal Control Over Financial Reporting and On
Compliance and Other Matters, issued in conjunction with the

annual CAFR audit, specifically states that “providing an opinion on
compliance with [certain provisions of laws, regulations, contracts, and
grant agreements] was not an objective of our audit, and accordingly,
we do not express such an opinion.” Furthermore, the most recent
internal control report issued for FY2008 actually includes a material
weakness relating to the State’s holdings of auction-rate securities
(ARS). Although the internal control report did not evaluate ARS
holdings with as much scrutiny as our present examination due to its
different scope and purpose, the report did include elements consistent
with our examination findings, even recommending that “B&F should
also perform a regular review of the investment pool to ensure that the
investments are in alignment with the objectives and requirements of
the State’s Treasury Investment Policy.” Contrary to the department’s
unsupported claims, previous audits of the CAFR do not conflict with our
findings.

Reliance by department on Standard & Poor’s credit rating report
displays lack of understanding of auditing standards

Similarly, the department contends our report should have relied on a
February 3, 2010 Standard & Poor’s “credit rating report™ which notes
that the State’s management practices are “good.” Such an assertion
once again demonstrates the department’s utter lack of understanding
of Government Auditing Standards, basic audit principles, and the
purpose and scope of ratings reports. What we did rely on were
various objective criteria, as well as our own systematic examination of
department-provided information as required by applicable standards
and principles. Moreover, while claiming we should have relied on
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that single ratings report as an objective source of information, the
department overlooked reports by two other ratings agencies dated
February 2 and 3, 2010—Fitch Ratings and Moody’s Investor Services,
respectively—that assigned a “negative” outlook to Hawai‘i’s general
obligation bond ratings. Those reports indicated that the negative
outlook reflected the State’s narrowed financial operations and limited
flexibility underscored by reduced reserve levels, funding gaps, and
liquidity challenges.

Auction-rate securities and investment oversight by
department is deficient

The present condition of the state treasury and surrounding
circumstances are key indicators of the validity of our specific findings.
As detailed in our report, the circumstances related to ARS highlight the
numerous deficiencies in the department’s oversight and accountability in
managing the treasury. The department attempts to compare the State’s
situation with “numerous other states, municipal entities, and fortune 500
companies” who were “all impacted by the freeze and collapse of the
ARS market.” Our report acknowledges that many other investors across
the nation have been impacted by holding ARS; however, few have been
impacted to the same extent as Hawai‘i. As mentioned in our report,

the State currently holds approximately $1 billion of the total $330
billion ARS market. As an objective basis of comparison, a national
valuation services firm has published a survey of public companies with
ARS holdings compiled from searches of public record filings as of
September 30, 2009. Of 430 public companies identified as holding ARS
with a total par value of $21 billion, the highest par value of ARS held by
a single company was $1.1 billion; the remaining top four ARS holders
held par values at or below $500 million. Thus, it should not come as
any surprise that the State’s ARS situation has garnered attention on a
national level.

The primary significance of the State’s ARS holdings is that the
department continued increasing those investments due to their higher
yields despite increasing risk, in direct conflict with its own investment
policy providing that yield is of secondary importance to safety and
liquidity. These facts are indisputable, and the department has not
disputed them. Moreover, the department escalated those investments
without exercising basic, prudent investment principles—they did

not gain a full understanding of the securities, did not perform a risk
assessment or cost-benefit analysis prior to purchase, and invested almost
30 percent of the State’s investment portfolio in that single investment

type.

The department responded to our finding that it did not evaluate risks
prior to more than doubling its ARS investments in FY2008 by stating



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

From: Scott.A.Kami@hawaii.gov [mailto:Scott.A.Kami@hawaii.gov]

Sent: ber 26, 2009 3:14 PM
To:
Cc: Judy.A.Dang@hawaii.gov

Subject: Re: Auction-Rate Security Question

Accuity LLP

Act 47, SLH 1997, enacted statutory language that authorized the department to invest in
Auction Rate Securities (ARS). The State began investing in ARS in approximately September,
1998. As the original decision to invest in ARS was made over 10 years ago, we do not have
any records that reflect who made the original decision to invest in ARS.

As far as a "risk éééessmenﬁ', Act 47, SLH 1997 determined that investing in Student Loan

with many other institutional investors and professional money managers, were not aware of
the impending disruption in the Student Loan ARS market. 'As far as a cost benefit analysis, in
February 2008, prior to the disruption in the Student Loan ARS market, the Student Loan ARS
yieids were approximately two times the yield on similar 30-day treasury investments or 30-
day bank certificates of deposit. Due to the substantial yield benefit, investments were made
in the Student Loan ARS.

With respect to the investment portfolio's percentage of Student Loan ARS, I'll provide you
with our comments no later than tomorrow, Tuesday, 10/27. )

Thanks,
Scott

The department also claims that it could not have known or understood
the risks when it escalated ARS investments in FY2008. However, as
laid out in Exhibits 2.10 and 2.11 of our report and the corresponding
discussion, had the department simply obtained and reviewed copies
of the offering documents prior to purchase, it should have been

aware of the considerable risks. Further, had the department heeded
the investment guidelines and limitations in the statute and its own
investment policy, it may not have invested such significant amounts

in this one type of investment. In response to our finding that the
department’s FY2008 purchases of ARS violated the investment
policy’s diversification requirements, the department simply stated

that the policy allows for exceptions. Our report specifically describes
that exception provision, which provides that exceptions “shall be
approved by the [FAD] Administrator prior to being executed” and that
“significant exceptions shall also be approved in advance by the Director
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of Finance.” However, despite the department’s current implications to
the contrary, key department personnel—including the director and FAD
administrator—have repeatedly stated that the director and administrator
were not consulted prior to increasing ARS investments in FY2008

and did not approve in advance the deviation from the 20 percent

limit. For example, in response to one such inquiry via email, the FAD
administrator stated that he was “informed” of the increased holdings and
that the director was not consulted prior to the increase.

From: Scott.A.Kami@hawaii.gov [mailto:Scott.A.Kami@hawaii.gov]
Sent: ber 27, 2009 2:12 PM

To:
Cc: Judy.A.Dang@hawaii.gov

Subject: RE: Auction-Rate Security Question

Accuity LLP

‘While there was an increase in our position with ARS due to the very favorable interest rates,
please keep in mind that while the amount of ARS may have been relatively stable after the
market froze, the decline in the overalt amount of funds available for investment caused the
percentage to increase (i.e. numerator stayed constant, denominator decreased). As staff did
inot believe:that the deviation from the 20% figure was significant, the Director was not
consulted prior to increasing our position in ARS. I was informed of our increased holding due
to the favorable yields.

Scott

Such breaches of policy limitations were not particular to ARS—
Exhibit 2.7 of our report illustrates other breaches that occurred in
FY2009 without prior approval from the director or FAD administrator.
This is not surprising, however, since as detailed in our report, the
department’s procedures do not monitor for compliance prior to
investment purchases; any compliance monitoring is performed at
month-end after purchases have already been made.

The department’s statement on page 12 of its response that “[t]he FAD
administrator and Director are apprised and exercise the appropriate
control over the investment activities of the Department” is therefore
puzzling. It seems either the department is making false statements or
its director and management are unfamiliar with the requirements of its
investment policy and of basic oversight and monitoring procedures.

Attorney General memorandum confirms that ARS presently do not
comply with statute

In its response, the department takes issue with our finding that the
State’s ARS holdings do not comply with state law, relying primarily
on a March 1, 2010 memorandum from the attorney general (AG
memorandum) as support. However, the department’s contentions
are flawed for a number of reasons. First, although the department



characterizes our report as “misleading as it purports and insinuates that
non-compliance has occurred,” it seems the department’s assertion is
misleading since it is indisputable that the State’s ARS currently do not
comply with state law. As set forth in our report, because many of their
ratings have dropped below AAA, they clearly do not comply with the
statutory requirement that investments maintain a AAA rating. The AG
memorandum itself appears to confirm that ARS presently do not comply
with statute. In answering the question of whether the State is required
to dispose of its ARS in the negative, the AG memorandum cites case
law recognizing that an agency cannot be ordered or made to comply
with a mandatory statutory deadline where it proves it is impossible to
do so. As an aside, we have not made any recommendations or even
suggested that the State dispose of any ARS.

Second, the AG memorandum is merely an inferpretation of the

statute, and we respectfully disagree with this interpretation for the
following reasons. As the AG memorandum states, the rules of statutory
construction are well-established. The Hawai‘i Supreme Court language
cited in the AG memorandum sets forth the foremost rule—that the
meaning and intent of a statute must be “obtained primarily from the
language contained in the statute itself,” read “in the context of the
entire statute . . .” Here, the relevant language of Section 36-21, Hawai‘i
Revised Statutes (HRS), is clear and unambiguous. The statute, entitled
Short-term investment of state moneys, provides a list of allowable
investment types immediately followed by a general provision that

they are allowable “provided that the investments are due to mature not
more than five years from the date of investment.” Because the State’s
student loan-backed ARS have clearly stated maturity dates that exceed
five years, there is no ambiguity in the statutory language as it applies to
ARS.

However, instead of applying the plain language of the statute, the AG
memorandum makes a number of vulnerable presumptions to reach

its conclusion that the maturity limit is inapplicable to ARS. In doing
s0, the memorandum compares ARS to various investments that have
no stated maturity dates, and even goes so far as to liken ARS to bank
savings accounts. Attempting to analogize ARS to such investments is
absurd as they are clearly distinguishable based on a number of factors,
including the fact that ARS do have stated maturity dates. The AG
memorandum also delves into an extensive review and interpretation
of the statute’s legislative history, going back to its enactment in

1945. Not only does the cited history support an interpretation that the
five-year maturity limit should apply to ARS, but such an analysis is
inappropriate here. As the AG memorandum recognizes, extrinsic aids
such as legislative history should only be used to interpret legislative
intent when the statutory language is ambiguous. The relevant language
of Section 36-21, HRS, is clear. The statute contains no language
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suggesting the maturity provision does not apply to certain investments
or in certain circumstances; rather, a plain reading indicates the provision
applies to all investments made by the department under this statute.

Third, the AG memorandum, whether correct or not, would have more
significance had it been obtained at the time the department escalated

its ARS investments in FY2008, or at least during the course of our
examination when the issue of legality was repeatedly raised to the
department. We requested from the department any documentation it had
related to ARS, including anything related to the issue of compliance.
However, the AG memorandum, dated the same day as the department’s
March 1, 2010 response to our draft report, was the first document the
department provided to us on the issue. The fact that the department did
not obtain a written opinion from the attorney general on this issue prior
to the date of its response underscores the main point of our report—that
the director is not exercising sufficient oversight to ensure proper
management of the state treasury.

Auction-rate securities are long-term debt investments, not short-
term investments

Regardless of the attorney general’s interpretation as to the applicability
of the maturity provision to ARS, the actual maturities of ARS are now
abundantly clear. The AG memorandum acknowledged that:

273

1) “Auction rate securities ‘are long-term debt investments
[page 7];

2) The State is “dealing here with a circumstance in which market
forces have changed significantly from what they were when the
assets were purchased” [note 10];

3) “Auctions need to be held for ARS investment products to func-
tion fully” and “to the best of our understanding, auctions have
not been held since” February 2008 [note 3]; and

4) The State “presently holds” ARS that “for the most part, it has
not been able to sell since February 2008, and as a consequence
some of the SLARS have had to be held for more than five years
...” [pages 1-2]

The department stated on page 8 of its response that it “fully understands
the maturity structure of its investments” and that our recommendation
that it gain such an understanding was unnecessary. However, through at
least June 30, 2009, the department continued to show the next auction
date as the maturity date for ARS on its internal investment schedules,



even though auctions had failed since February 2008—more than 15
months prior. Further, despite resounding information to the contrary, the
department persists in maintaining the fallacy that ARS are comparable
to short-term investments. On page 4 of its response, the department
states that ARS earn a higher rate of interest “as compared to one-year

or shorter investments,” suggesting that this is somehow positive for

the State. These statements by the department highlight its distorted
perspective on the State’s ARS circumstances.

Department’s arguments addressing ARS liquidity and write-down
are hypocritical and uninformed

The department’s remaining arguments to our ARS findings are likewise
unsound. In contesting our findings that the department’s nearly $1
billion investment in ARS is illiquid and impaired by $114 million as

of June 30, 2008, the department is both hypocritical and uninformed.
First, the department disputes our finding that the ARS are illiquid and
impaired by citing a February 2010 sale of $10 million of ARS at par
value. The sale of 1 percent of the almost $1 billion holdings in ARS
since February 2008 hardly proves liquidity. The director’s claim of
liquidity contradicts its own response as the attached AG memorandum
notes that it “was asked to address the SLARS [student loan auction-rate
securities] the State has not been able to sell . . .” The AG memorandum
actually closes by noting that “. . . billions of dollars of investments

in SLARS would be illiquid after February 2008 because the auctions
fundamental to their proper functioning were no longer occurring.”

Second, the director asserts that when the State receives principal
payments or sale proceeds on ARS, the State realizes an actual gain.
However, the only way to recognize gains on these transactions at par is
to accept that they were impaired to begin with. Ironically, the director
of finance renounces the initial impairment on auction-rate securities, yet
readily touts the subsequent recapture of these losses as “gains.”

Third, and most importantly, regardless of any principal repayments or
sales, the State’s $1 billion investment in ARS as of June 30, 2009, has
been written down by approximately $255 million, or 25 percent. The
department conveniently fails to mention or address this fact despite
being provided with the valuation back in December 2009. Further,
while the director continues to dispute any write-down, we point out that
the valuation was paid for by the department itself, conducted by the
department’s own broker, and accepted and approved by the department
and the State for inclusion in its FY2009 CAFR.

The director of finance would like the public to believe that this most
current valuation is a meaningless “paper” loss and is only an estimate of
potential loss if the State were to sell its entire ARS holdings. However,
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this point of view is misleading and displays a lack of understanding of
the purpose of financial reporting. The State reports all of its investments
at “fair value” as prescribed by Governmental Accounting Standards
Board (GASB) Statement No. 31, Accounting and Financial Reporting
for Certain Investments and for External Investment Pools. In discussing
the relevance of “fair value,” GASB Statement No. 31 states:

Fair value provides users with information to help them assess a
government’s accountability. . . . The Board also believes fair value
is the more relevant and faithful representation of the asset and more
accurately reports the resources available to provide services because
it portrays the market’s estimate of the net future cash flows of
investments, discounted to reflect both time value and risk.

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

Funds in demand deposit checking accounts are not
investments

Our report notes that the department “does not perform formal cash
projections and has retained significant cash balances that could have
been invested.” It continues that approximately 10 percent of the State’s
reserve balances are held in non-interest bearing accounts and that

these significant amounts result in lost potential interest income. The
department responded that these statements are not supported by fact and
that this demonstrates we do not have a clear and accurate understanding
of the department’s investment practices. The department further
emphasized that all of the funds in the State Treasury are invested at all
times.

However, this response highlights the department’s misunderstanding of
its own accounts and a misinterpretation of our finding. First, in stating
that all funds are invested at all times, the director is claiming that the
significant balances sitting in minimal-yield demand deposit checking
accounts constitute “investments.” While most of this balance does
earn interest (at rates ranging from 0.03 percent to 0.16 percent for June
2009), it is the responsibility of the department to formally project cash
needs, which would enable it to invest more of those funds in short-term
and generally higher-yield investments. Moreover, the director is either
unaware, or unwilling to admit, that not all of the funds in its “interest
earning demand deposit checking account” actually earn interest. Each
of the State’s bank accounts specifically set aside a 10 percent “reserve”
that earns no interest. Those reserve balances are identified on the
monthly bank statements.



Department’s claims of false, misleading, and inaccurate
statements are unfounded

In its response, the department commented extensively on our report
and stated that it “repeatedly states false, misleading, and inaccurate
statements to promote faulty conclusions.” However, when disputing
specific points, in most instances the department simply stated they
were false or inaccurate without much explanation, or misconstrued and
misrepresented relevant facts. The following are only a few of the more
glaring attempts by the director to dispute our findings and undermine
our credibility by presenting unsupported claims or select pieces of
incomplete information.

1) The department includes the following excerpt of our broader finding
on the ineffective use of its cash and investment accounting system
(Microsoft Dynamics) and claims it is inaccurate:

However, the yield maintained in the Microsoft Dynamics program is
not the actual yield for the investment, but a system-calculated yield.
According to the FAD administrator and funds custody manager, they
believe the yield calculated in Microsoft Dynamics is incorrect but
are unsure how it is calculated or how to correct it.

The department first notes that the FAD administrator never made
the statement. However, during a meeting in August 2009, the
funds custody manager did make the statement noted in our finding
to us in the presence of the FAD administrator, who made no
objections or corrections to the fund custody manager’s statement
during the meeting. We accordingly attribute this belief to both the
funds custody manager and the FAD administrator and stand by the
statement in our report. Ironically, the department’s response then
confirms that the yield is, in fact, incorrect but that it is only limited
to one report. Of course, the department ignores the overall focus of
the finding, which are the inefficiencies resulting from the fact that
the department has to also input the investment information into an
Excel spreadsheet then reconcile both Microsoft Dynamics and the
spreadsheet to the investment statements.

2) The department refers to a statement in our report attributed to the
FAD administrator and funds custody manager that cites falling
state revenues and low yields on available investments as the
reason they decided to maintain greater liquidity. The department
claims that these individuals never referred to low yields as a
reason for liquidity; however, our documented interview notes
prove otherwise. Both of these individuals made these statements
several times throughout the examination and the statements were
confirmed at meetings held on August 5, 2009 and August 17, 2009.
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The department’s response confirms that a high percentage of the
State’s excess cash is on deposit in the interest earning demand
deposit checking account because the amount of taxes, fees, etc.,
that the State collects and deposits daily to cover cash needs has
been substantially reduced. However, during our interviews, the
individuals above also explained that their projections of cash needs
are only rough estimates and that the yields on potential investments
were so low that it was not worth transferring funds from these bank
accounts.

3) Further, the department inexplicably disputes our finding that its
process of obtaining bank and broker quotes is informal by stating
that “while this procedure may not be written in a document, it is a
formal process that is followed.” The fact that the director equates
undocumented procedures with a formalized process emphasizes her
casual approach to managing the State’s funds.

4) The department contends our finding that it does not formally review
the investment policy on an ongoing basis is false. The department
states it reviews the policy on an ongoing basis; however, the simple
fact that the policy is dated 1999 seems to belie this claim. We stand
by our finding as the FAD administrator repeatedly stated the last
formal review and update of the policy took place in 1999, with only
an informal review taking place in 2002 since that date.

The department’s response does concede that it needs to improve in
numerous areas. For a number of findings, the department acknowledged
their validity and stated that procedures or actions were not done

due to staffing and resource challenges. Similarly for many of the
recommendations, the department indicated it would try to implement
them as “staffing,” “resources,” and “time” permit. The department’s
apparent perspective that performance of essential functions and
procedures is optional underscores the primary message of our report—
that the director is not doing enough to ensure the department is meeting
its fiscal responsibilities.

While the director’s response accuses our report of being “an undeserved
attack on the hard working men and women of this department,”

we reiterate our overall conclusion that The Department s Lack of
Leadership and Accountability Puts the State s Funds at Risk. The
director’s deflection of our findings to her staff and away from herself
only serves to highlight our concern. Additionally, the department urges
that our failure to substantially amend the report would “be a gross
disservice to the public and could mar our hard-earned reputation as a
prudent fiscal manager of the public’s resources.” We fail to see how
ignoring risks and chasing yields on the way to tying up over $1 billion
of state funds has not already accomplished this.



As the department was apprised, our audit/examination process includes
providing agencies with an opportunity to review a confidential draft
report prior to official release. The two primary interrelated purposes
for this step are to: 1) afford agencies an opportunity to respond to our
findings, conclusions, and recommendations; and 2) modify the report as
necessary to address agency comments that are valid and supported with
sufficient, appropriate evidence, consistent with Government Auditing
Standards. Based on our evaluation of the department’s response, our
final report contains a few minor changes to address any valid and
supported comments from the department. However, as the bulk of the
department’s comments were unsupported and at odds with the evidence
obtained during our examination, we stand by the substantive findings
and conclusions in our draft report.
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ATTACHMENT 1

MARION M. HIGA
State Auditor

STATE OF HAWAI'l
OFFICE OF THE AUDITOR
465 8. King Street, Room 500

(808) 587-0800
Honolulu, Hawai‘i 96813-2917

FAX: (808) 587-0830

February 19, 2010

COPY

The Honorable Georgina K. Kawamura
Director of Finance

Department of Budget and Finance

No. 1 Capitol District Building

250 S. Hotel Street

Honolulu, Hawai‘i 96813

Dear Ms. Kawamura:

Enclosed for your information are three copies, numbered 6 to 8, of our confidential draft report,
Financial Examination of the Department of Budget and Finance. We ask that you telephone us
by Tuesday, February 23, 2010, on whether or not you intend to comment on our
recommendations. If you wish your comments to be included in the report, please submit them
no later than Friday, February 26, 2010.

The Governor and presiding officers of the two houses of the Legislature have also been
provided copies of this confidential draft report.

Since this report is not in final form and changes may be made to it, access to the report should
be restricted to those assisting you in preparing your response. Public release of the report will
be made solely by our office and only after the report is published in its final form.

Sincerely,

I trcn~ P ¢ 2N

Marion M. Higa

State Auditor

Enclosures
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ATTACHMENT 2

LINDA LINGLE
GOVERNOR

GEORGINA K. KAWAMURA
DIRECTOR

BARBARA A. ANNIS
DEPUTY DIRECTOR

STATE OF HAWAII
EMPLOYEES' RETIREMENT SYSTEM DEPARTM ENT OF BUDG ET AND FINANCE ADMINISTRATIVE AND RESEARCH OFFICE
HAWAIl EMPLOYER-UNION HEALTH BENEFITS TRUST FUND P.O. BOX 150 BUDGET, PROGRAM PLANNING AND
B UTALITES COLRNSION HONOLULU, HAWAII 96810-0150 RN AONISTRATION VN

March 1, 2010

RECEIVED
Ms. Marion M. Higa, State Auditor 2010MAR -1 PM 3: 80
Office of the Auditor
465 South King Street, Room 500 OFC. OF THE AUDITOR
Honolulu, Hawaii 96813 STATE OF HAWAII
Dear Ms. Higa:

We offer the following comments on the draft report, Financial Examination of the
Department of Budget and Finance (report).

We were initially informed that the scope of your review would be a Financial
Examination of the Department of Budget and Finance (Department). Your report is
actually an operational review of this Department and should not be described by any
other title since it is misleading to call it a financial examination.

THE LEGISLATIVE AUDITOR'S REPORT IS NOT A FINANCIAL
EXAMINATION AND IS REPLETE WITH FALSE AND MISLEADING
STATEMENTS

The report makes an inflammatory and headline-seeking statement that “the
department’s lack of leadership and accountability puts the State’s funds at risk.” This
statement is unwarranted and unfounded as the report does not cite any specific
instance to substantiate this conclusion.

We are concerned that this baseless conclusion may damage Hawaii's
hard-earned reputation as a prudent manager of public resources and adversely affect
our ability to sell bonds.

A recent credit rating report dated February 3, 2010 by Standard & Poor’s
considered the State’s management practices as “good.” This assessment states that
“the finance staff and treasury adhere to an official investment policy, and investment
performance is disclosed monthly.” Standard & Poor’s report should have been used as
an objective source of information by those who prepared this report.

Your report contains a number of inaccurate, misleading, and false statements.
In many instances, statements were attributed to the FAD (Financial Administration
Division) Administrator and/or Funds Custody Manager that either were never made, or
were reported incompletely or inaccurately. 87
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While we may agree with some of your findings and recommendations, and have
either implemented actions or are exploring appropriate and economically feasible
measures to address them, we strongly disagree with other comments,
characterizations, findings, and conclusions that are contained in your report. Detailed
responses and comments for the specific items that we strongly disagree with are
provided in the following sections.

. Lax management of the State’s $3.8 billion treasury has increased risk and
reduced available funds (Page 14).

1.

Statement (Page 17): “FAD does not perform formal cash projections and
has retained significant cash balances that could have been invested.”

Response: The report makes untrue and totally inaccurate statements to
allege that State funds are either not being invested or are being held in
non-interest bearing accounts.

Page 16, third paragraph: “However, approximately 10 percent of
the State’s reserve balances are held in non-interest bearing
accounts.”

Page 16, fourth paragraph: “Consequently, in fiscal year 2009,
there were large uninvested cash balances of, for instance,
$126 million on June 30, 2009.”

Page 18, second paragraph: “Based on a judgmental sample of
20 days selected during fiscal year 2009, we calculated an average
uninvested cash balance of $63 million and an actual uninvested
balance of $126 million on June 30, 2009.”

Page 18, second paragraph: “Therefore, it appears that the
department could have invested, on average, $63 million in cash on
each of the 20 days we sampled, even if only in short-term
investments.”

Page 19, first paragraph: “If the department had invested
approximately $30 million of the average uninvested cash of
$63 million, the State’s investment earnings could have been
approximately $300,000 higher at a 1 percent yield.”

These statements are not supported by fact, demonstrating that the
Legislative Auditor does not have a clear and accurate understanding of the
Department’s investment practices. All of the funds in the State Treasury
are invested at all times. The Legislative Auditor makes the false claim
that funds held in the demand deposit checking account did not generate
interest. This assertion is not true and ignored clarification provided by the



Ms. Marion M. Higa
March 1, 2010

Page 3

Department. The Department staff informed the auditors that funds needed
for daily liquidity needs are placed in a demand deposit checking account
which generates interest income. To further demonstrate the Legislative
Auditor’s lack of understanding of cash management practices, the
comment on page 19, in the first paragraph states that “if the department
had invested approximately $30 million of the average uninvested cash of
$63 million, the State’s investment earnings could have been approximately
$300,000 higher at a 1 percent yield....” to suggest that of the alleged

$63 million of uninvested funds, it would be acceptable to invest $30 million
and leave $33 million uninvested.

The report states that “FAD does not perform formal cash projections and
has retained significant cash balances that could have been invested.”
First, as aforementioned, all of the State Treasury funds are invested at
all times. The Department performs cash projections to determine days on
which larger than normal amount of liquid cash will be needed to cover large
expenditures, such as payroll dates, debt service payments due on general
obligation and revenue bonds, social security payments, and other large
denomination transactions. Based upon the cash projections performed,
the Department invests available funds to ensure that a sufficient amount of
investments will mature on the days identified as requiring higher balances
in our accounts to cover these expenditures. This process was described in
detail with the auditors. The report does not cite any specific example to
support the statement that we do not perform formal cash projections and is
an irresponsible comment by the Legislative Auditor.

THE LEGISLATIVE AUDITOR'S REPORT MISCHARACTERIZES THE
ACTUAL CONDITIONS AND CIRCUMSTANCES SURROUNDING
INVESTMENTS IN AUCTION RATE SECURITIES

Statement (Page 14, last paragraph): “Because the market for auction-rate
securities has been largely frozen since then (FY 2008), those securities are
no longer liquid and their value was written down by $114 million in

FY 2008.”

Response: The Legislator Auditor's comment that “those securities are no
longer liquid and their value was wriften down by $114 million in FY 2008’ is
misleading and inaccurate.

Student Loan ARS are investment securities financially backed by individual

student loans. To provide further protection to the investor, the individual

student loans are guaranteed by the federal government or the ARS were
guaranteed for payment by “AAA” insurance policies at the time they were
purchased. Every 7 or 28 days, depending upon the individual ARS,

auctions would be conducted which allowed investors to sell or liquidate

their ARS at par (full face value). The yields or interest rates on the ARS

were generally higher than comparable altemative investments. 89
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While the level of activity in the ARS market is currently limited, there have
been recent transactions. On February 24, 2010, the Department sold

$10,000,000 of ARS at par value. The report fails to mention that as the
State receives periodic principal payments or sales proceeds on the ARS,

the State will realize a gain.

Regarding the ARS value being “written down” by $114 million, the
Legislative Auditor, citing the Governmental Accounting Standards Board
(GASB) Statement 31, required the State to provide a fair market value of
the ARS at the end of each fiscal year. A model prepared by the financial
brokerage firm of Morgan Stanley Smith Barney was used to generate an
estimate of the fair value of the ARS. This estimate was subsequently
accepted by the auditing firm of Deloitte & Touche for inclusion in the
Comprehensive Annual Financial Report. Thus, it is important to note that
the estimated fair value used for accounting and financial statement
purposes is just an estimate, based on this model. The $114 million
impairment was an estimate of potential loss to the State if the Department
sold its entire ARS holdings on June 30, 2008, which we did not do.

The Department has stated on numerous occasions that in the absence of a
market that would allow the State to sell the ARS at par, we intend to hold
these securities until maturity as the investments themselves remain sound
and the State has been receiving all of the principal and interest payments
on a timely basis. As the State has not liquidated its ARS holdings at
amounts below par, we have not lost any of the principal invested and the
State has been eaming a higher rate of interest on the ARS as compared to
one-year or shorter investments where these funds could also have been
invested.

THE LEGISLATIVE AUDITOR OFFERS STATEMENTS REGARDING
AUCTION RATE SECURITIES THAT ARE NOT SUPPORTED BY LAW
OR LEGAL OPINIONS

Statement (Page 14): “More importantly, initial investment in these
securities violated state laws regarding maturity limits.”

Response: This statement is misleading, inaccurate and completely false.
The Director of Finance has the statutory authority pursuant to

Section 36-21(15)(A), HRS, to invest excess cash in Student Loan ARS.
Section 36-21(15)(A), HRS, specifically authorizes the Director to invest in
“Student loan resource securities including: (A) Student loan auction rate
securities;”

Attached is a written opinion from the Attomey General confirming that the
ARS purchased were legal and in compliance with State statutes.
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THE LEGISLATIVE AUDITOR OFFERS OPINIONS THAT ARE
INCONSISTENT WITH FINDINGS OF ANNUAL INDEPENDENT AUDITS

Furthermore, in every annual independent audit conducted on the State
dating back to fiscal year 1999, there were no issues or concems raised
with respect to the Department’s investment in ARS prior to the collapse of
the ARS market. For fiscal years 1999 through 2008 (FY 2008 being the
most recent independent audit available), Emst & Young LLP, KPMG LLP,
and Deloitte & Touche LLP examined the Department’s records and none
raised concern or had issue with respect to the legality of the Department’s
investment in Student Loan ARS. In fiscal year 2006, the last completed
audit prior to the experience and knowledge of the ARS market failure,
KPMG LLP specifically referenced the State’s investment in Student Loan
ARS (again with no issues or concerns raised with respect to their legality)
and recognized the ARS as short-term investments having a maturity of
five years or less (i.e., in compliance with statutory requirements). The

FY 2006 independent financial audit stated “As of June 30, 2006, the State
held short-term investments in student loan resource securities maintaining
a Triple-A rating.”

LEGAL REVIEW SUBSTANTIATES THE LEGAL VALIDITY OF THE
DEPARTMENT’S ACTIONS THAT WERE CONSISTENT WITH

MEASURES OBSERVED BY OTHER STATES. MUNICIPALITIES AND
FORTUNE 500 COMPANIES

Statement (Page 32): “The department holds approximately $1 billion in
impaired auction-rate securities that do not comply with state law.”

Response: This statement is patently false. At the time the ARS were
purchased, they were legal investments and in compliance with State laws
as evidenced by the opinion letter of the Attomey General. Due to the
unforeseen failure of the ARS market, auctions are not being held on the
regular 7 or 28 day auction cycle. We intend to hold the ARS until such time
that the auction market retums or until maturity.

Statenent (Page 33): “The department did not evaluate risks before more
than doubling its investment in auction-rate securities.”

Response: The Department evaluates the risk of its investments on an
ongoing basis. Prior to the collapse of the ARS market, the Department did
not have any information or indication that the ARS market would fail. The
Department, along with numerous other States, municipal entities and
fortune 500 companies, who employed professional investment advisors,
were all impacted by the freeze and collapse of the ARS market.

Recommendation 7 (Page 43): "Ensure that investments comply with all
provisions of Section 36-21, HRS, and the investment policy. The
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department should also perforrn adequate risk assessments of all current
and potential investments to ensure it understands all risks related to an
investment and that an investment complies with state law and the
investment policy. Furthermore, the department should ensure that the
State can exit any investment, without penalty, that no longer complies with
state law."”

Response: The Department has and continues to perform these functions.
The reference in the recommendation that the department ensure
compliance with State law is deliberately misleading as it purports and
insinuates that non-compliance has occurred.

THE LEGISLATIVE AUDITOR’S REPORT REPEATEDLY STATES

FALSE, MISLEADING AND INACCURATE STATEMENTS TO PROMOTE
FAULTY CONCLUSIONS

Statement (Page 33): “Further, the department significantly increased
investments in auction-rate securities during January and February 2008,
when auctions for the securities began failing.”

Response: This statement is totally misleading, false and irresponsible.
The Department did not purchase any ARS after the Student Loan ARS
market froze beginning on February 12, 2008.

Statement (Page 38): "The department erroneously believed the auction-
rate securities met the State’s five-year maturity limit as the securities could
be auctioned and thus sold every seven to 49 days."

Response: The Attorney General’s opinion affirms that the Department’s
investment in ARS was in compliance with all applicable statutory
requirements.

Staternent (Page 38): “In addition, the department’s purchase of auction-
rate securities in FY 2008 violated its own diversification requirements.
Part Il1.G of the policy provides percentage limits for the types of allowable
investments and states that auction-rate securities may comprise up to

20 percent of the investment portfolio.”

Response: Section V of the Investment Policy provides Policy Exceptions
which specifically allow exceptions to the Investment Policy.

Recommendation 8 (Page 43): "Follow the guidance stated in Section V of
the investment policy and obtain proper approvals from the FAD
administrator and, when exceptions are significant, the director of finance
prior to the purchase of investments if they exceed quantitative guidelines
but are deemed to be in the best interest of the State. Also, as required
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10.

under the investment policy, inadvertent breaches of the policy should be
immediately reported to the director of finance."

Response: The Department has followed the Investment Policy guidelines.
The Department will explore additional procedures to enhance and
document compliance with the Investment Policy as resources permits.

Statement (Page 39): “The state’s auction-rate securities are illiquid and
have been impaired by at least $114 million.”

Statement (Page 39): “Because the auctions, and the market, for auction-
rate securities have failed since early 2008, the department is unable to sell
these securities until auctions become functional, securities are called, or
the underlying loans mature.”

Response: This statement is obviously false as evidenced by the

February 24, 2010 sale of $10,000,000 of ARS at par value as earlier noted
on Page 4. The Department also is able to sell, if it desired, ARS at a
discount in the secondary market. The Department has received inquiries
from various entities to determine if we would be willing to sell our ARS at a
discount. It is our intention to hold these securities to maturity, if necessary;
or wait until the market retumns to allow us to sell some or all of the ARS at
par value.

Since the ARS market froze in February 2008, we have received
$139,850,000 in principal payments, a portion of which is recognized for
accounting purposes, as an actual gain which offsets the $114 million
accounting loss.

As of February 25, 2010, the Department’'s ARS investment balance was
$946,375,000.

Statement (Page 39): “Accordingly, the value of the State’s auction-rate
securities has been significantly impaired. The department was required to
write down the value of these investments by $114 million as of June 30,
2008.”

Response: Due to the lack of a fully functioning primary ARS market
involving a willing seller and a willing buyer, an estimate of the fair value of
the ARS was required for accounting purposes as of June 30, 2008. A
model prepared by the financial brokerage firm of Morgan Stanley Smith
Barney was used to generate an estimate of the fair value of the ARS. This
estimate was subsequently accepted by the auditing firm of Deloitte &
Touche for inclusion in the Comprehensive Annual Financial Report. Thus,
it is important to note that the estimated fair value used for accounting and
financial statement purposes is just an estimate, based on this model. The
$114 million impairment was an estimate of potential loss to the State if the
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11.

Department sold its entire ARS holdings on June 30, 2008, which we did not
sell.

Statement (Page 15): “However, the department does not formally review
the investment policy on an annual or regular basis.”

Response: This statement is false. The Investment Policy is reviewed on
an ongoing basis.

Recommendation 1 (Page 41): “Formally review and update the State of
Hawai'i Treasury Investment Policy on an annual basis, as currently
required, or consider whether it is necessary for the department to update
the policy related to the frequency of review.”

Response: The Department will document the current review process and
formally acknowledge annual review of the Investment Policy.

Recommendation 2 (Page 41): “Consider best practices identified by the
Government Finance Officers Association (GFOA) related to managing
market risk, benchmarking, and measuring total performance in a portfolio
while reviewing the investment policy, including the article “Innovation in
Managing Public Funds: Benchmarking and Total Return” from the August
2007 Government Finance Review and the GFOA Recommended Practice
white paper “Managing Market Risk in a Portfolio (2007) (CASH).” In
particular, the following points should be considered:”

‘a. The maturity structure of a security should be fully understood. Prior to
purchase, the government should confirm compliance with its investment
constraints and overall investment strategy. If a security has options
associated with it such as call options, the structure of the option should be
analyzed to determine its potential impact on market risk through an
analysis. The stated maturity date should always be used to determine
compliance with maximum maturity constraints, not any potential call dates
unless an official announcement of a call has been released.”

Response: The Department fully understands the maturity structure of its
investments and has not used potential call dates in place of maturity dates.
The recommendation is unnecessary.

Recommendation 2 Continued (Page 41): “b. Although the department’s
investment policy currently sets a maximum maturity restriction for individual
securities to not exceed five years, the GFOA does not consider this the
most effective way to manage market risk and to obtain an understanding of
the potential price volatility of either an individual security or an entire
portfolio. The GFOA recommends adopting weighted average maturity
limitations and/or weighted average duration targets, which often range from
90 days to three years, consistent with the government’s investment



Ms. Marion M. Higa
March 1, 2010

Page 9

objectives, constraints, cash flow needs and risk tolerances. The weighted
average maturity limitations can be used to limit the market risk in a poritfolio
consistent with constraints in the state statutes and investment policy. The
weighted average duration targets can be used to manage market risk in a
portfolio.”

Reéponse: The maximum maturity restriction for individual securities is
established pursuant to Section 36-21, HRS, as opposed to the investment
policy as cited above.

The Department’s investments and maturity dates are primarily driven by
liquidity needs as determined by the cash forecasting process. We will
consider this recommendation when reviewing investment strategies.

Recommendation 2 Continued (Page 41): “c. Although the investment
policy states that the yield on the State’s investment portfolio is of
secondary importance compared to the safety and liquidity objectives, the
department also has a fiduciary duty to taxpayers to ensure that it is
obtaining a competitive rate of return on those funds as long as safety and
liquidity are satisfied. While the investment policy states that investments
are limited to relatively low-risk securities in anticipation of earning a market
rate of return commensurate with the risk assumed, no formal benchmarks
are specified in the investment policy. Benchmarks are points of reference,
or targets, that an agency can use to evaluate its investment performance.
For budgeting performance measurement goals, an agency will generally
start with the one-year U.S. Treasury note as a base, consider trends in the
market and the direction of interest rates, and determine an estimated return
rate as its perforrmance measurement goal. As part of the investment policy
review, the department should determine an appropriate total return index
as a benchmark that reflects the State’s investment objectives and
tolerances for risk.”

Response: The Department evaluates its investment performance through
the annual Variance Report submitted to the Legislature. We concur that
formal benchmarking is a good practice and will implement and administer
benchmarking as resources pemits.

Recommendation 3 (Page 42): “Consider reviewing investment practices of
other states (e.g., through review of websites, telephone discussions,
networking at conferences, etc.) for best practices and innovations that can
lead to improvements in the State’s investment policy and practices.”

Response: The Department has and will continue to follow these practices
as resources pemits.

Recommendation 6 (Page 43): "Review the investment policy to determine
whether any revisions are necessary to the current internal reporting
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12.

13.

requirements. In addition, investment reports should be prepared in a timely
manner and with adequate information to allow the director of finance and
FAD administrator to determine whether the State’s investments comply
with state law and the investment policy. The department should properly
report the maturities of auction-rate securities based on the stated maturities
of the underlying loans, rather than the next scheduled auction date, which
significantly shortens the average maturity of the investment portfolio."

Response: The Department will conduct a review of the Investment Policy
as recommended.

Statement (Page 16): “The department’s informal and manual cash
management process is at odds with stated objectives of safety and
prudence.”

Recommendation 4 (page 42): “Update and document operational
procedures for performing daily cash projections to determine excess cash
in the state treasury available for investment. The Treasury Management
Branch may consider investigating the use of an automated system to
perform the projection, including investigating if such functionality exists in
the Microsoft Dynamics accounting system it already uses. Alternatively, if
manual spreadsheets are determined to be most cost effective, the
Treasury Management Branch should use automated formulas and
streamline the calculation on a single worksheet, or link cells within a
workbook, to ensure that accurate amounts are translated throughout the
spreadsheets in calculating projected amounts available for investment. An
automated process or formulas will assist in providing a more reliable
projection of excess cash, enable the consistent performance of
procedures, and aid in the transition of tasks to new or other employees
(including management) during an employee’s absence or position
vacancy.”

Response: The Department utilizes spreadsheets and incorporates formula
based calculations in these spreadsheets to provide reliable cash
projections. The Department will look to increase automation in the cash
management process as resources pemits.

THE REPORT CONTAINS STATEMENTS THAT WERE NEVER MADE
BY DEPARTMENT PERSONNEL

Statement (Page 17): "According to the FAD administrator and funds
custody manager, the treasury’s normal daily cash inflows and outflows are
roughly equal and therefore formal cash projections are not performed.”

Response: The FAD administrator and funds custody manager did not
make this statement.
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15.

16.

Statement (Page 18): "The FAD administrator and funds custody manager
told us they decided it was appropriate to maintain greater liquidity due to
the falling revenues of the State from the economic recession and low yields
on available investments in the second half of fiscal year 2009."

Response: Neither the FAD administrator nor the funds custody manager
made reference to low yields on available investments as a reason to keep
a greater amount of funds liquid. A higher percentage of the State’s excess
cash is on deposit in the State’s interest eaming demand deposit checking
account because the amount of taxes, fees, etc., that the State collects and
deposits daily to cover cash needs has been substantially reduced.

Statement (Page 19): "Estimates and assessments of cash needs and
investment amount are manually prepared and prone to error."

Response: The Department’s process is not fully automated; however, it is
functional, accurate and efficient. While the report states that the process is
“prone to error”, no actual instances of errors were noted by the auditors.

Statement (Page 23): “Process of obtaining quotes from banks and brokers
is informal.”

Response: The Department has a formal process to solicit quotes and
place investment on a daily basis. The process is as follows:

a. A determination is made on the amount of excess funds available for
investment on a daily basis.

b. Through the cash projection process, staff determines the appropriate
amount and duration of investments to be purchased.

c. Based on the duration and maturity dates, staff solicits via email
interest rate quotes from various financial institutions for the specified
maturities.

d. Investments are placed with the financial institutions that offer the
highest yield for the specified maturities provided that the financial
institutions meet other investment criteria, such as meeting the
collateral requirement for the amount of funds to be deposited into their
institution.

While this procedure may not be written in a document, it is a formal
process that is followed. Furthermore, there are procedures in place to
correct errors if there are any.

The Department will document the process to acknowledge the current
procedures.
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18.

19.

Statement (Page 23): “The amount of cash invested daily generally
exceeds $100 million."

Response: This is not an accurate figure of the normal amount of funds
invested on a daily basis; we are not aware of how this figure was derived or
otherwise determined. Furthemmore, since all of the State's funds are
invested, we question the purpose of this comment.

Statement (Page 23): “Also, the FAD administrator and the funds custody
manager believe the department’s current investment process is sufficient
and have not felt the need to update or formally document the process.”

Response: This is an inaccurate statement. The FAD administrator and
funds custody manager did not state that formal documentation of the
process was not needed. Documentation of processes and procedures are
beneficial and preferred. However, due to current limitation on staffing
resources, the documentation of such processes and procedures are
subservient to performing the daily and ongoing functions of the Treasury
Branch. As noted in various sections of the report, the Treasury Branch is
not current in performing investment allocations and reconciliations and the
limited staff is concentrating their efforts to become current in these
responsibilities.

Statement (Page 24): “Director and management oversight of investment
decisions and activities are lacking.”

Response: This statement is false. The FAD administrator and Director are
apprised and exercise the appropriate control over the investment activities
of the Department.

The report cites a lack of two (2) formal memorandums or reports to the
FAD administrator and Director as indications that there is a lack of
oversight. The Department acknowledges that these formal memorandums
or reports were not submitted to the FAD administrator or Director on a
regular basis for the period covered by this report. However, the FAD
administrator and Director were kept apprised of the investment activities of
the Department and exercised the appropriate level of supervision and
direction through direct discussions, emails with the appropriate staff and
access to a number of other reports. The Director has direct communication
with staff to oversee the affairs of the Department.

There are 12 other reports prepared by the Treasury Management Branch
related to the Branch’s activities of the Department. These reports are
prepared on a regular basis and were used to oversee and monitor the
investment activities of the Department.
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21.

22.

Recommendation 5 (Page 43): "Perform and document an appropriate
level of review of investment decisions as required.”

The Director has performed and exercised the appropriate level of review of
investment decisions as cited above. The Department will take action to
ensure that formal memorandums and reports are prepared and submitted
to the FAD administrator and Director to replace or supplement, as
appropriate, the current verbal and email communication process.

Statement (Page 25): “Based on our interviews and discussions with the
director, FAD administrator, and other key personnel involved with
investments, the information to be reported is not otherwise communicated
to the director via informal means.”

Response: This statement is inaccurate and misleading. Pertinent and
essential information is being communicated to the director through
discussions or emails. Pertinent and essential data was being conveyed to
the director with respect to investment activities.

Statement (Page 30): “The FAD administrator and funds custody manager
indicated that not all of the information required by the investment policy,
which was last updated in 1999 by previous management, is necessary.
They believe the information currently included in the Report to the
Administrator and Report to the Director is sufficient to effectively manage
the State’s investments and ensure compliance with state laws and
investment policy objectives. They do not believe any additional information
is needed to meet the requirements of Part IV of the investment policy.”

Response: The last sentence of this paragraph is inaccurate and false.
The FAD administrator and funds custody manager did not make this
statement.

The FAD administrator and funds custody manager stated that not all of the
information required by the investment policy is necessary and acknowledge
that additional information was needed to meet the requirements of Part IV
of the Investment Policy.

Statement (Page 41): “Although the department’s investment policy
currently sets a maximum maturity restriction for individual securities to not
exceed five years, the GFOA does not consider this the most effective way
to manage market risk and to obtain an understanding of the potential price
volatility of either an individual security or an entire portfolio.”

Response: The five year maturity limitation is not set by the investment
policy. It is established in the State statutes in Section 36-21, HRS.
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Il "The Financial Administration Division Has Failed to Perform Essential

Functions"

1.

Statement (Page 44): “Failure to perform timely bank reconciliations
increases the risk of undetected errors and resulted in misstatements.”

Staternent (Page 44): “However, the department is delinquent both in
reconciling bank balances to its cash sub ledger and in reconciling its cash
sub-ledger to the State’s general ledger system. Neither reconciliation has
been completed since March 2009.”

Response: This statement is false. Due to resource limitations, the
Department was delayed in completing the reconciliation process. On
October 31, 2009, bank reconciliations were completed to May 2009 and
the DAGS reconciliations completed to June 2009.

Recommendation 1 (Page 54): "Establish formal policies and procedures
for preparing and reviewing bank reconciliations. The policy should include
the timeframe and individuals responsible for the preparation and review of
reconciliations."

Response: The Department will document the current policies and
procedures for the bank reconciliation process as staffing permits.

Statement (Page 46): “They (FAD administrator and funds custody
manager) do not believe it is necessary to have formally documented
procedures over bank reconciliations.”

Response: This statement is false. The FAD administrator and funds
custody manager did not make this statement. As previously stated,
generally, we would agree that documentation of processes and procedures
are beneficial and preferred. However, due to limited resources, the
documentation of such processes and procedures are subservient to
performing the daily and ongoing functions of the Treasury Branch.

Statement (Page 45): “We found that as of October 31, 2009, the FHB and
BOH demand deposit account reconciliations were only performed through
March 2009.”

Response: This statement is false. As of October 31, 2009, bank
reconciliations were completed to May 2009.

Statement (Page 47): “This situation is not problematic if timely
reconciliations are performed to identify these amounts and properly adjust
the book balance of cash.”
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Response: The Department is not able to record, and subsequently
reconcile, deposits made by the various departments and agencies without
a Treasury Deposit Receipts (TDR) being submitted by the specific
department or agency. As the report acknowledges, the Department has
limited control over the other departments and agencies submission of TDR
and we have a formal process to follow-up with departments on a regular
basis.

Statement (Page 50): “We tested three monthly. reconciliations form

July 2008 through March 2009 that were retumed to the department. For all
three, there was no evidence of a subsequent review or posting of any
adjustment by the department after the reconciliations were received from
DAGS.” :

Response: The report does not reflect a date when this test was performed;
the subsequent reviews and reconciliations for fiscal year 2009 were
completed in December 2009.

Recommendation 5 (Page 55): *Follow established procedures and timely
complete reconciliations of FAD records to the comptroller’s records
received from DAGS. If necessary information is not received from DAGS
on a timely basis, FAD should liaise with DAGS to obtain the information,
review reconciliations, and ensure any necessary adjustments are recorded
in the department’s and/or DAGS'’s books in a timely manner.”

Response: The Department has strived to provide timely reconciliations;
however, staffing challenges has limited our ability to be current at all times.

Statement (Page 51): "Since FAD personnel are not familiar with GAAP
and transactions are recorded on a cash basis, investment transactions are
recorded on the settlement date, rather than the trade date. We understand
that DAGS requests the department provide information on transactions
with trade dates prior to year end, which the department failed to do in this
instance."

Response: This statement is misleading and false. First, as the
Department’s records primarily reflect banking transactions, we are required
to record transactions on a cash basis. The DAGS is responsible to
maintain the accounting records and as such, it is in their purview to be
familiar with GAAP and maintain records in accordance with GAAP.

The Department staff is aware of the GAAP requirements and as such, the
reconciliation between the Department’s records and the broker account
statements clearly reflect this issue as a reconciling item to the
Department’s records. Furthermore, the DAGS auditors are provided with
our reconciliation report and as such, we did not “fail” to provide this
information.
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Recommendation 2 (Page 55): "Report unrecorded items to DAGS for
proper adjustment as of month/year-end and record adjustments in the
department’s sub-ledger in a timely manner for the preparation of its own
financial statements of cash and investments in the state treasury."

Recommendation 3 (Page 55): "Record adjustments in a timely manner
and provide the necessary information to DAGS for proper recording in the
State’s CAFR and dissemination to state departments and agencies for
preparation of their financial statements."

Response: The Department has and will continue to provide the necessary
information to DAGS. The DAGS has not requested from the Department a
list of unrecorded items.

Statement (Page 53): “Due to the lack of a documented policy, the
department was unable to perform the interest allocations after the
Accountant V left or to explain the process to us until after it consulted with
DAGS’ Information and Communications and Services Division (ICSD),
which maintains the interest allocation system, in September 2009.”

Response: Since the Department does not have a documented formal
“policy” for the interest allocation system, documentation was prepared by
the Accountant V prior to his departure to allow subsequent staff to gain an
understanding of the process and procedures of the interest allocation
system. The statement “...the department was ...unable to explain the
process to us until after it consulted with DAGS...” is inaccurate and
misleading. Department staff was able to explain the interest allocation
process to the legislative auditors. However, when questioned on the
specifics of the computer programming component used to compute the
interest allocations, our staff wished to verify information with DAGS ICSD
as it is their responsibility to maintain the programming component of the
interest allocation system.

Other Recommendations:

Recommendation 1 (Page 55). "Immediately complete interest allocations for the
remaining months in fiscal year 2009. We also recommend the department ensure
allocations for fiscal year 2010 are performed within the timeframe stated in Finance
Memorandum No. 99-15."

Response: The interest allocations for FY 2009 to departments were completed in
February 2010. The Department strives to provide timely allocations consistent with
available staffing.
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Recommendation 2 (Page 55): "Formally document the methodology in allocating
interest earned (received and accrued). In the event of employee turnover or absence,
written procedures will allow individuals who assume the process to properly perform
the allocation in a timely manner.”

Response: The Department will document the current procedures as staffing permits.

Recommendation 3 (Page 55): "Formally inform investment pool participants of the
revised interest earnings allocation methodology and any subsequent changes to the
investment pool that may affect participating agencies."”

Response: The Department notified investment pool participants of the change in
methodology which increased the accuracy of the investment income calculation
through email. The Department will follow-up with a memorandum to document this
event.

Recommendation 4 (Page 55): "Write off the difference with the fiscal agents of
$1,196,062."

Response: The Department was aware of this issue and had initiated steps to write-off
the difference prior to this report. We will continue with this project as resources
pemits.

Recommendation (No Number) (Page 55): "To ensure compliance with

Section 103D-304(i), HRS, we recommend that the department immediately post
Notices of Award for the four underwriting contracts for special revenue bond issuances
awarded in FY2009. We also recommend that the department comply with the
provisions of Section 103D-304(i), HRS, for all current and future bond issuances."

Response: The Bonds Branch is comprised of two (2) positions and both were vacant
for approximately four months in 2007. The vacancies were a result of one retirement
and the other employee relocating out of state. The posting function was then assigned
to the Division secretary. There was a misunderstanding with respect to the posting
requirement and as such, contracts were not posted timely. It is important to note that
the auditors acknowledged that this deficiency was limited to the posting of the award,
and not the entire procurement process.

The Department has since assigned oversight responsibilities to the Bonds Branch staff
and implemented a formal checklist and procedure to ensure that contract awards are
posted on a timely basis. The Department will post notices of past awards.

M. The Budget Division's informal and undocumented budget process lacks
transparency and leaves the department vulnerable:

Statement (Page 56, fourth paragraph): “First, the division lacks standardized
review criteria, documentation requirements, and documentation retention 103
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procedures, which has led to a budget preparation and execution process that
lacks transparency and uniformity.”

Response: The Department issues detailed budget preparation policies that set
forth standardized criteria that are used for both the submission and the review of
budget requests. In addition, standardized forms are included in the preparation
policies to document and justify budget requests. The Department believes that
using the same set of policies for both budget submission and review, rather than
having separate intemnal review policies, is a-better approach to promoting
transparency because both the requestor and the reviewer are working from the
same set of guidelines. Similarly, the Department issues detailed budget
execution policies that set forth criteria and guidelines to be used in budget
execution.

it should be noted that the State budget is a complex, multifaceted policy
document that reflects a myriad of policy decisions by both the Administration
and the Legislature. Imbedded in it are policy choices on statewide and
Department priorities, specific program requirements and means of funding. The
policy decisions made on funding vary considerably between programs and are
based on historical as well as current policy choices. Given this context, the
Department believes that it is overly simplistic to assume that uniformity can be
achieved, or is even desirable.

Statement (Page 57, first paragraph): “Second, the department’s lack of a formal
succession plan leaves it vulnerable in light of a large percentage of employees
reaching retirement age.”

Response: The Department recognizes that it does have a long service
workforce and within the constraints of civil service rules, trains and prepares
employees for key managerial and technical positions through job shadowing,
temporary assignments, rotation of assignments and mentoring. This effort will
continue and may be augmented as resources permits.

Statement (Page 57, first paragraph): “Third, the Budget Division inaccurately
reported its performance data, which diminishes the value of the State’s
performance-based budgeting process, particularly since the division has
considerable responsibilities related to performance reporting for the State.”

Response: The Department does not have an automated system to compile and
produce performance statistics on the timeliness of processing of requests.
Production of those statistics is a time consuming and labor intensive process
based on reviewing manual and database logs. Consequently, due to staffing
constraints, “best guess estimates” were utilized in lieu of actual data. In the
future, the Department will review its measures of effectiveness and program
activity indicators and attempt to get and report more accurate and meaningful
measures and indicators.
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Recommendation 1 (Page 62): “We recommend that the Budget Division
document operational and administrative policies and procedures to reflect
current activities and procedures, including the documentation of common and
unusual cases so that procedures are consistently performed within the division.
This documentation will also aid in training new employees and guide
management in performing tasks during an employee’s absence or position
vacancy.”

Response: The Department will attempt to document operational procedures as
resources and time permits. Given the severe resource constraints, the
Department, as well as all other State agencies face, first priority must be placed
on delivering public services and direct support of such services.

Recommendation 2 (Page 62): “Given current fiscal constraints and the State’s
general hiring freeze, we recommend that the department use cost-effective
strategies to retain qualified staff, cultivate employees’ skills to develop future
leaders, promote knowledge transfer through job-shadowing and mentoring
programs, and document internal procedures and practices with examples of
how to perform critical tasks.”

Response: As indicated in our response to the Auditor's finding on a formal
succession plan, the Department has been actively pursuing, albeit on an
informal basis, a host of strategies to develop future leaders and promote
knowledge transfer. For the most pan, staff retention within the division has
been good because the journey-level rating for a Department of Budget and
Finance budget analyst is higher than the journey-level rating for a budget
analyst in the operating departments. As for documentation, the Department will
attempt to document operational procedures as resources and time permits.

Recommendation 3 (Page 63): “In regards to accurate reporting and use of
measures of effectiveness, we recommend that the department be held
accountable for developing meaningful measures of effectiveness and the
department, governor, and Legislature utilize the performance data for actual
decision-making regarding budget and resource allocation. We also recommend
that both agencies and decision-makers receive adequate training on how to
effectively utilize performance-based budgeting and apply performance
measures to the allocation or management of resources in the public sector. The
Budget Division should set an example for other departments by accurately
performing the variance analysis required under Section 37-75, HRS, to
maximize effectiveness of the State’s performance-based budgeting process.
The Budget Division, as the agency responsible for optimizing the expenditure of
all public funds by developing meaningful budgets and plans, should review its
own performance targets on an annual basis to ensure they are realistic and
relevant to divisional goals; the division should also report accurate performance
results and information.”
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Iv.

Response: When the State’s program planning and budgeting (PPB) system
was implemented in the early 1970s, extensive training and support was
available to focus efforts on all levels in developing and measuring program
performance outputs and activities measures. This was necessary because, in
addition to changing to a new budgeting system, a major implementation hurdle
of the PPB system was the inherent difficulty in accurately and effectively
measuring performance outputs of public services.

Over the years, interest and use of the performance based aspects of the PPB
system has varied depending on the interest of legislators during the budget
review process. Today, focus on achieving results still exists under the current
administration and is an important component of budget preparation.

During the past seven years, the Department, utilizing existing resources, has
been working with the departments and the Legislature to improve both the
presentation and understandability of the budget, as well as trying to focus
attention on the performance-based aspects of the PPB system. Preparation of
a Budget-in-Brief was successful in providing a meaningful and user-friendly
document for the Legislature and the public. These efforts have been consistent
with accountability and transparency standards requested by the Legislature in
how the budget is presented, reviewed and discussed.

With regards to the Budget Division improving its performance measures and
reporting, the Department will review its measures of effectiveness and program
activity indicators and attempt to get and report more accurate and meaningful
measures and indicators.

The department's inattention to information technology management exposes the
department to unnecessary risk:

Statement (Page 66): “There is no off-site rotation of back-up media. Backup
media are merely stored in the department’s server room. The Microsoft
Dynamics application is maintained by FAD, and FAD personnel were not aware
of the best practice in IT to rotate backup media off-site.”

Response: The State does not have a centralized designated off-site secure
location to store data. The FAD backup media are rotated and stored in FAD'’s
fire resistant vault located with the Treasury Branch.

Statement (Page 66). “Consequently, the department does not believe it is
maximizing the capabilities of Microsoft Dynamics and is unsure whether there
are other ways it could use the program to gain efficiencies in maintaining and
reporting information.”
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Response: The Microsoft Dynamics system was acquired to assist the
Department in preparing a number of specific reports for the Treasury Branch
and the system is providing all of the reports as intended.

Statement (Page 67): “However, the yield maintained in the Microsoft Dynamics
program is not the actual yield for the investment, but a system-calculated yield.
According to the FAD administrator and funds custody manager, they believe
that the yield calculated in Microsoft Dynamics is incorrect but are unsure how it
is calculated or how to correct it.”

Response: This statement is inaccurate. First, the FAD administrator did not
make this statement. Second, the incorrect yield being calculated is limited to
one report and the funds custody manager started discussions with a
programming consultant to correct this item prior to this review being performed.

Statement (Page 65, fourth paragraph and continued on Page 66): “/nadequate
server room controls — The server room is behind a locked door but access 1o the
room can be obtained by either taking the key, which is hung in an open area in
one of the department’s office, or scaling the wall from the adjacent room.”

Response: These statements: 1) that the key to the locked room where the
departmental servers are located can be accessed by either taking the key that is
hung in an open area or 2) by scaling the wall from the adjacent room are both
incorrect. The key to the locked room has been well hidden in a discrete location
in the office and that location has been known by only the IT and management
staff who are authorized to enter the locked room. The ability of someone to
scale a wall from an adjacent room and enter the locked room is also false.
Based on our physical inspection of the four walls and ceiling areas of the locked
room it is noted that all four walls run continuous from the floor up to the concrete
slab that is situated above the false ceiling to the locked room. We further note
that the eighteen inches of space located between the false ceiling and the
concrete slab is filled with air conditioning ducting, plumbing, electrical wiring,
and conduits that would impede any realistic forced entry into the locked room
from an adjacent room.

Specific management and IT staff that are authorized to enter the locked room
have been assigned a key and are the only ones responsible and accountable for
physical entry into the locked room. Other measures will be evaluated to
determine both the feasibility and cost effectiveness to further increase the
security and to further limit access.

Statement (page 66, second paragraph): “the server room does have air

conditioning from the building, it does not have any other type of control to

prevent environmental damage from occurring. There are no heat sensors,

moisture sensors, or fire suppression systems. While there may be structural or

other challenges implementing such controls, given the critical nature of the

department systems and data and the potential consequences if environmental 107
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factors were to cause systems failure or damage, the department should identify
and evaluate possible control options and implement reasonable controls to help
protect its vital information.”

Response: The Department will look into feasible and cost effective measures to
possibly improve the environmental conditions for the locked room. The
Department is located in a designated and registered historic building and that
limits our ability to make interior and exterior building modifications.

Finally we have also made it clear that our departmental LAN servers and

IT equipment are located in a locked room and are not in an actual “file server
room”. To comply with best practices for IT would require elaborate
environmental controls, state of the art fire suppression, and high end sensor
equipment that for our limited IT applications would be difficult to justify as being
either practical or cost effective.

Statement (Page 66, third paragraph): "No off-site rotation of backup media.
Backup media is merely stored in the department’s server room."

Response: While the Department will look into the costs and feasibility of an off-
site rotation storage solution for the backup media, the departmental IT staff is
aware of the importance of ensuring against the possibilities of fire or other types
of disasters and does rotate two weeks of backup media for storage in the State
Treasury bank vault which is located on a separate floor of this building and is
also security enabled with an alarm system.

In closing, we are dismayed and disappointed that this report is so often

misleading, inaccurate and false. This report is not a financial examination as
characterized by its title. It has inferred findings based on legal conclusions that are not
supported by facts, substantiating evidence or formal legal opinion. The result of the
review is an undeserved attack on the hard working men and women of this
Department.
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| urge you to substantially amend this report to reflect accurate, truthful and valid
comments and findings. To do less would be a gross disservice to the public and could
mar our hard-earned reputation as a prudent fiscal manager of the public's resources.

Sincerely,

WWW
GEORGINA K. KAWAMURA
Director of Finance

Attachment

c: Honorable Linda Lingle, Governor of Hawaii
Honorable Colleen Hanabusa, Senate President
Honorable Calvin Say, House Speaker
Honorable Donna Mercado Kim, Chair, Senate WAM
Honorable Marcus Oshiro, Chair, House FIN
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hDALNoLE LUOSET AND Fi AR BENNETT
LISA M. GINOZA
STATEOFH AWAII FIRST DEPUTY ATTORNEY GENERAL
DEPARTMENT OF THE ATTORNEY GENERAL
425 QUEEN STREET
HonoLutu, Hawan 96813
(808) 586-1500
March 1, 2010
The Honorable Georgina K. Kawamura
Director of Finance, State of Hawaii
250 South Hotel Street
Honolulu, Hawaii 96813
Dear Ms. Kawamura:
Re: Student Loan Auction Rate Securities
By memorandum dated January 6, 2010, you asked
1. Was the State’s investment in ARS! consistent with the
statutory provisions governing the investment of State
funds?
2. Is the State required to undertake any action with

respect to the disposition of the ARS currently held
by the State?

We understand that these questions have been raised because
the State presently holds student loan auction rate securities
("SLARS") that, for the most part,? it has not been able to sell
since February 2008,% and as a consequence some of the SLARS have

'We understand that "ARS" refers to the student loan auction rate securities

that the State has invested in and held since section 36- 21 (a) (15) (A), Hawaii
Revised Statutes, was amended to authorize the Director of Finance to invest

in them in 1997.

*We understand these investments in SLARS were made between August 28, 2004
and February 11, 2008, and there actually has been a very recent sale, at
"par," of certain of the SLARS.

*Auction rate securities ("ARS") were developed and marketed as short-term
investment products as early as 1984. Irrespective of whether the form of
their underlying debt is mortgage loans, corporate or municipal bonds, or
insured or government guaranteed student loans, the basic components of this
form of investment are short-term interest rates, set at auctions held
periodically at intervals as short as 7, or as long as 28 days. Auctions
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had to be held for more than five years, or are being held even
though the AAA ratings of the insurers of the SLARS's underlying
loans have been down-graded.! Concern has alsoc been expressed
about the fact that most, if not all of the SLARS the State has
held or holds were "due to mature" more than five years after
they were purchased.

BRIEF ANSWERS
1. We answer Question 1 affirmatively.

Based on the rules of statutory construction the Hawaii
Supreme Court has established, the language and history of the
State's short-term investment statute, we believe it is more
reasonable and correct to construe that portion of section 36-
21, Hawaii Revised Statutes, which limits short-term investments
to those "due to mature not more than five years from the date
of the investment" as inapplicable to the nominal maturity dates
of the SLARS the State has invested in since the law was amended
to include them as permissible short-term investments. Thus,
their purchase was consistent with and did not violate section
36-21.

2. We infer that Question 2 was asked to address the SLARS
the State has not been able to sell and, consequently, has held
for more than five years, or after prerequisites for investments
such as insurer ratings change subsequent to making the
investments. With respect to those investments, and in response
to your second question, we answer as follows.

The State's short-term investment law does not address
what, if anything, must be done when circumstances in the
marketplace beyond its control prevent the State from
liquidating an investment altogether, or limit it to having to

need to be held for ARS investment products to function fully, and as
designed and intended. About the same time that the credit market began to
collapse in the summer of 2007, ARS auctions began to fail, initially for
mortgage-backed ARS in August 2007, and later for all forms of ARS investment
products, including SLARS, in February 2008. To the best of our
understanding, auctions have not been held since then, and if ARS have been
traded at all, they have been traded by direct sales, and not by the auctions
they were designed to use.

‘We understand also that it has always been the State's practice to sell SLARS
when the insurers of their underlying debt lost the AAA rating they had when
the investment was purchased, and that this practice has not continued only
because of the market conditions described in fn. 3 above.

m
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sell an asset at a substantial loss when one or more of the
statute's investment prerequisites cannot be, or is no longer
being met. Given the underlying revenue generating objective of
the short-term investment statute, and the deference the section
extends to the Director of Finance to determine when an
investment should be made, and when it should be sold, we would
construe section 36-21 as allowing the Director to hold an
investment for as long as it was financially prudent to do so in
the extreme and unique circumstances presented here. In our ;
view, this comports with the plain language of the statute that
the Director judge whether an investment "will impede or hamper
the necessary financial operations of the State," and its
underlying objective that the State's short-term investments
generate as much additional revenue as possible, safely and
securely.

1. Was The State's Investment In ARS Consistent With State
Law?

Section 36-21, Hawaii Revised Statutes, "identifies the
types of securities that are allowable for investments by the
State Treasury." H. Stand. Comm. Rept. No. 243, Haw. H.J. 1209
(1997) . It provides in pertinent part:

§36-21 Short-term investment of state moneys. (a)
The director of finance may invest any moneys of the State
which in the director's judgment are in excess of the
amounts necessary for meeting the immediate requirements of
the State and where in the director's judgment the action
will not impede or hamper the necessary financial
operations of the State in:

(1) Any bonds or interest-bearing notes or
obligations:

(A) Of the State (including state director of
finance's warrant notes issued pursuant to
chapter 40);

(B) Of the United States;

(C) For which the faith and credit of the United
States are pledged for the payment of
principal and interest;

(2) Federal Farm Credit System notes and bonds;

(3) Federal Agricultural Mortgage Corporation notes
and bonds;

(4) Federal Home Loan Bank notes and bonds;

(5) Federal Home Loan Mortgage Corporation bonds;
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(6)
(7)

(8)
(9)

(10)

(11)
(12)
(13)
(14)

(15)

(16)

(17)

Federal National Mortgage Association notes and

bonds;

Student Loan Marketing Association notes and

bonds;

Tennessee Valley Authority notes and bonds;

Securities of a mutual fund whose portfolio is

limited to bonds or securities issued or

guaranteed by the United States or an agency

thereof or repurchase agreements fully

collateralized by any such bonds or securities;

Securities of a money market mutual fund that is

rated AAA, or its equivalent, by a nationally

recognized rating agency or whose portfolio

consists of securities that are rated as first

tier securities by a nationally recognized

statistical rating organization as provided in 17

Code of Federal Regulations section 270.2a-7;

Federally insured savings accounts;

Time certificates of deposit;

Certificates of deposit open account;

Repurchase agreements with federally insured

banks, savings and loan associations, and

financial services loan companies;

Student loan resource securities including:

(A) Student loan auction rate securities;

(B) Student loan asset-backed notes;

(C) Student loan program revenue notes and
bonds; and

(D) Securities issued pursuant to Rule 144A of
the Securities Act of 1933, including any
private placement issues;

issued with either bond insurance or

overcollateralization guaranteed by the United

States Department of Education; provided all

insurers maintain a triple-A rating by Standard &

Poor's, Moody's, Duff & Phelps, Fitch, or any

other major national securities rating agency;

Commercial paper with an Al/Pl or equivalent

rating by any national securities rating service;

and

Bankers' acceptances with an Al1/Pl1 or equivalent

rating by any national securities rating service;

provided that the investments are due to mature not more
than five years from the date of investment. Income

derived from those investments shall be a realization of
the general fund; provided that income earned from moneys
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invested by the general funds, special funds, bond funds,
and trust and agency funds on an investment pool basis
shall be paid into and credited to the respective funds
based on the contribution of moneys into the investment
pool by each fund. As used in this section, "investment
pool" means the aggregate of state treasury moneys that are
maintained in the custody of the director of finance for
investment and reinvestment without regard to fund
designation. (Emphasis added).

The section was first enacted in 1945. 1In its initial
form, it permitted the Territory's Treasurer to invest excess
funds in what are described in item (1) of the present statute,
and in federal land bank bonds or joint stock farm loan bonds.
It included the following "maturity proviso": 'provided the
said security is due to mature not more than three years from
the date of investment." See Act 59, Session Laws of Hawaii
1945 at 207. The accompanying committee report noted: "This
bill authorizes the investment of excess moneys . . . in short
term obligations of the Territory, County or the United States

Your Committee believes that the bill conforms with
intelligent investment practice . . . ." Stand. Com. Rep. No.
82, Haw. S.J. 252 (1945). All three forms of investment had
stated maturity dates.

In 1947, the law was amended to extend the three year
duration of the "maturity proviso" to five years, and to direct
that any income earned be deposited into the general fund. See
Act 244, Session Laws of Hawaii 1947 at 229-30. Without
referring to maturity dates, the Senate committee wrote:

The purpose of this bill is to authorize the
investment of general, special, loan or revolving fund
money of the Territory, which is in excess of
immediate requirements in certain short term (5 year)
securities

Stand. Com. Rep. No. 251, Haw. S.J. 707 (1947). The committee
report made no reference to "maturity dates."

In 1959, the section was amended by Act 119, Session Laws
of Hawaii 1959 at 75, to add "to the list of authorized
investments: bank savings accounts, time certificates of
deposit, and certificates of deposits, open accounts." Stand.
Comm. Rept. No. 480, Haw. H.J. 764 (1959). The "maturity
proviso" was changed to refer to "such investments" rather than
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"such securities," but no change was made to accommodate the
generally understood fact that given their nature and function,
savings accounts, and certificates of deposit open accounts do
not have stated maturity dates because by design they are
readily liquidatable, i.e., they can be converted into cash, at
will, as long as the bank in which they have been placed is
open.

In 1982, the section was amended to specify that
investments in "savings accounts" have to be "federally insured"
but again, no change was made to the "maturity proviso" to
acknowledge that savings accounts do not have stated maturity
dates.

In 1995, the section was amended to allow investments in
mutual funds whose portfolio is limited to bonds or securities
issued or guaranteed by the United States or one of its
agencies, or by repurchase agreements fully collateralized by
those bonds or securities, i.e., the present item (9) of section
36-21. See Act 109, Session Laws of Hawaii 1995 at 179. Again,
no amendment was made to the "maturity proviso," even though
these securities are generally understood, if not by the general
public necessarily, certainly by those who practice in the
industry,® as not having stated maturity dates. The Senate
Committee on Ways and Means nonetheless found that

this bill is necessary to enhance the ability of the
director of finance to manage state moneys by
providing the director with additional investment
opportunities to increase investment earnings of the
State without compromising the State's primary
objectives of safety and liquidity.

Stand. Comm. Rept. No. 1335, Haw. S.J. 1340 (1995).

Similarly, when item (10) was added to section 36-21 in
2001, see Act 39, Session Laws of Hawaii 2001 at 69, no

*vStatutes dealing with trade and commerce are intended for practical use and
application by wmen engaged in trade and commerce. Many trade and commercial
terms have either a common or technical meaning or both. The general rule is
that in the absence of a manifested legislative intent to the contrary, or
other overriding evidence of a different meaning, commercial terms used in a
statue relating to trade or commerce are presumed to have been used in their
trade or commercial context." §47:31, Common, technical, legal, and trade or
commercial terms - Commercial meaning; Singer, Sutherland Statutory
Construction (7 ed. 2007).
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amendment was made to the "maturity proviso," even though like
item (9), this form of money market mutual fund securities does
not have stated maturity dates. 1Instead, the Senate Ways and
Means Committee said:

The purpose of this measure is to authorize the
Director of Finance to invest state moneys over the
short-term in the securities of an AAA-rated money
market mutual fund.

Your Committee finds that this measure will allow
the Director of Finance to invest in mutual funds that
satisfy the cash management criteria of safety and
liquidity.

Stand. Comm. Rept. No. 647, Haw. S.J. 1190-1 (2001).

Thus, by the time the Legislature amended section 36-21 in
1997 to expressly authorize the Director of Finance to make
short-term investments in "student loan auction rate securities"
or SLARS, see Act 47, Session Laws of Hawaii 1997 at 92, section
36-21 authorized and, it is reasonable to presume, the Director
of Finance had invested in at least three forms of investments
that did not have stated maturity dates.

In the case of the two mutual fund investments, the
Legislature clearly believed that the liquidity provided by the
marketplace and the nature of the investments themselves were
what allowed them to be held as short-term investments,
notwithstanding the lack of stated maturity dates
(theoretically, mutual funds can be held forever, or for at
least the life of a fund, which can certainly exceed five
years) .

Auction rate securities "are long-term debt investments
that are traded at periodic, usually monthly,® Dutch auctions.
The securities are frequently marketed as an alternative short-
term investment." ExpressJet Airlines Inc., v. RBC Capital
Markets Corp., 2009 WL 2244468 (S.D. Tx.) at p. 1. They are
generally regarded by economists and practitioners of the

fAgain, it is our understanding that the auctions occurred on a seven or
twenty-eight day cycle, depending on the particular security, until they
ceased to be held altogether in February 2008.
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financial industry as "debt instruments, such as corporate or
municipal bonds, that have long-term nominal maturity dates."
Openwave Systems Inc., v. Fuld, 2009 WL 1622164 (N.D. Cal.) at
p. 1. Their maturity dates are characterized as "nominal"’ or
listed on a prospectus as "final" because by design they "are
traded [i.e., bought and sold] at periodic, usually monthly,
Dutch auctions." Like bank savings accounts, they are
structured so that they may be liquidated without reference to a
maturity date, as long as auctions to "trade" or buy and sell
them are held. Our understanding is that notwithstanding their
stated "nominal" or "final" maturity dates, they were regarded
by all who marketed and invested in them to be "short-term"
investments.

The three committee reports recommending the addition of
SLARS to section 36-21’s list of permitted short-term
investments noted that "[t]lhe purpose of [the] bill is to extend
the investment options of the State" to include "student loan
auction rate securities," that "student loan auction rate
securities" "meet all of the strict criteria that the State
already has in place for short-term investments, including high
credit quality and safety, high liquidity, competitive return
rates, and low administration and transaction cost," that they
are an "important" "additional security investment option" in
"period[s] of declining revenue," and "enhance the State's
investment earnings, . . . in light of declining state
revenues." See Stand. Comm. Rept. No. 243, Haw. H.J. 1209
(1997); Stand. Comm. Rept. Nos. 1047 and 1487, Haw. S.J. 1290
and 1456 (1997).% The Legislature, like the industry, understood

"Black's Law Dictionary (9™ ed. 2009) defines "nominal” as "existing in name

only." See also, Cummings v. Connell, 402 F.3d 936 (5™ Cir. 2005), where it
is used to describe "damages" as existing in name only; Astor v. Merritt, 111
U.S. 202 (1884), where "nominal" is distinguished from the terms "actual” or

"real."

*Two of the three reports also indicate that the committee received testimony
from Smith Barney, Inc., which explained how student loan auction rate
securities could be bought and sold on specified auction date which follow
either a 7 or 28 day cycle, what the auction procedures were, and how and
when auctions would be held, and how, even if a SLARS was not offered for
sale at one of these auctions, the auction's interest re-setting feature
effectively acted as a rollover by compounding the value of interest paid
over time, and increased yield.

In conjunction with the passage of Act 297, Session Laws of Hawaili 1998
at 972, which amended section 46-50, Hawaii Revised Statutes, to allow the
counties to make short-term investments in SLARS, the Senate Committee on
Transportation and Intergovernmental Affairs also noted that investments in
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the investments to be "short-term" in nature, and clearly
intended to extend the authority to purchase, notwithstanding
the stated but nominal maturity dates of the securities. Like
the mutual funds that the Director of Finance is also authorized
to invest in short-term, it was the "liquidity provided by the
marketplace" feature subsumed in the ARS investment product
itself that made SLARS suitable, in the Legislature's view, for
short-term investment.

The Hawaii Supreme Court has frequently said:

Our statutory construction is guided by the
following well established principles:

our foremost obligation is to ascertain and give
effect to the intention of the legislature, which is
to be obtained primarily from the language contained
in the statute itself. And we must read statutory
language .in the context of the entire statute and
construe it in a manner consistent with its purpose.

When there is doubt, doubleness of meaning, or
indistinctiveness or uncertainty of an expression used
in a statute, an ambiguity exists....

In construing an ambiguous statute, "[t]lhe
meaning of the ambiguous words may be sought by
examining the context, with which the ambiguous words,
phrases, and sentences may be compared, in order to
ascertain their true meaning." Moreover, the courts
may resort to extrinsic aids in determining
legislative intent. One avenue is the use of
legislative history as an interpretive tool.

This court may also consider "[tlhe reason and spirit of
the law, and the cause which induced the legisglature to
enact it ... to discover its true meaning."

United Public Workers, AFSCME, Local 646, AFL-CIO v. Hanneman,
106 Hawai'i 359, 363 (2005) guoting Guth v. Freeland, 96 Hawai'i
147, 149-50 (2001) (citations omitted) (ellipsis points in
original).

SLARS provided "the opportunity to earn larger returns than are available
through current investments, while providing safety and security of county
funds." Stand. Comm. Rept. No. 2849, Haw. S.J. 1161 (1998).
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Further, a statute should be interpreted to accord its
operative terms their plain meaning. The terms "should be read
in the context of the entire statute . . . and construed
consistent with [the statute's] purpose." Kinkaid v. Board of
Review of City and County of Honolulu, 106 Hawai'i 318, 323
quoting State v. Vigliemo, 105 Hawai'i 197, 203 (2004).

And, finally, "[a] rational, sensible, and practicable
interpretation of a statute is preferred to one which is
unreasonable or impracticable." Metcalf v. Voluntary Employees'
Benefit Ass'n of Hawaii, 99 Hawai'i 53, 59 quoting S.Foods
Group, L.P. v. Dep't of Educ., 89 Hawai'i 443, 453-453 (1999).

We note that were the "due to mature" provision read to
refer to the stated but nominal maturity dates of SLARS, the
Legislature would have been essentially both authorizing and
forbidding the purchase of the SLARS at the same time. 1In fact,
however, like the mutual funds it has authorized the Director of
Finance to purchase short-term, it was explicitly authorizing,
not forbidding the purchase of SLARS.

In our view, section 36-21(a) (15) (A) allowed the Director
of Finance to invest in SLARS without regard to their stated but
nominal maturity date, when the market that they were designed
to be traded in was functioning, i.e., with the auction cycles.’

The section expressly allows investments in "student loan
auction rate securities," and it should be interpreted literally
to allow the Director to do what it says the Director may do.

We believe the "due to mature" provision is simply inapplicable
to the stated but nominal maturity dates of SLARS, and the
Legislature did not intend that provision to be applicable to
SLARS (and in the Legislature's view, the seven or twenty-eight
day auction cycles essentially functioned as the maturity dates
of the SLARS).

Construing the statute’s "maturity proviso" as qualifying
the authority to invest in SLARS would not only have rendered
the authorization essentially meaningless, it would have
undercut the Legislature's stated intent to provide an
additional option for "enhanc[ing] the State's investment
earnings" by allowing the Director of Finance to make short

°It is our understanding that the current Director of Finance and all of her
predecessors understood this, and authorized purchases of SLARS based upon
this premise, from the time section 36-21 was amended to expressly include
them as permissible short-term investments.
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investments in a security that by design met "all of the strict
criteria that the State already has in place for short-term
investments, including high credit quality and safety, high
liquidity, competitive return rates, and low administration and
transaction cost." Because SLARS were not marketed until the
late 1980's, confining the authority to invest in them to the
last five years before they matured would also have meant that
in 1997, the Director would have had to wait until 2000 as the
soonest, to invest in a 20-year SLARS issued in 1985, and until
2013 to invest in a 30-year SLAR issued in 1988. The committee
reports accompanying the passage of Act 47 clearly indicate that
this was not what the Legislature intended and that instead, the
Legislature expected the Director to take advantage of the
authority to invest in SLARS immediately. Thus, again, the
Legislature did not view the "due to mature" provision as
applicable to the stated but nominal maturity dates of SLARS,
just as it did not view the "due to mature" provision as
applicable to mutual funds it authorized the Director to invest
in short-term.

Moreover, as a practical matter, construing the statute's
"due to mature" provision as dictating when the Director could
invest, would have stripped the SLARS of many of the gualities
that prompted the Legislature to include them as permitted
short-term investments in the first place. Liquidity has value
when it can be used, and the rollover effect of the SLARS's
cyclical resetting of interest feature was worth more the longer
a SLARS could be rolled-over. The State would have derived
little value from holding SLARS if it was only allowed to invest
in them in the last five years before their stated nominal
maturity date, and this was clearly not the Legislature's
intent. While the collapse of the market, with the benefit of
hindsight, may now make it seemingly obvious that SLARS were not
the functional equivalent of the other short-term investments
allowed, the question here is simply whether the Legislature
intended the "due to mature" provision to apply to the stated
but nominal maturity dates of the SLARS the State invested in,
not whether in hindsight its decision was a wise one.

Finally, if section 36-21's "due to mature" provision were
construed as qualifying what otherwise are expressly authorized
investments, then investments likely could not be made in the
other investment forms that have no stated maturity dates, e.g.,
the mutual fund securities described in items (9) and (10),
investments in certificates of deposit open account described in
item (14), or in item (12)’s federally insured savings accounts.
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This would mean that the legislation the Legislature enacted in
1959, 1982, 1995, and 2001 to make these permitted short-term
investments, served no purpose, which clearly could not have
been what the Legislature intended.

Accordingly, we believe it is more reasonable and correct
to construe section 36-21's "due to mature" provision as
inapplicable to the stated but nominal maturity dates of any
SLARS the State has held or holds, and thus we conclude that the
investments in SLARS the current Director of Finance and. her
predecessors made complied fully with state law.

2. Is The State Required To Take Any Action To Dispose Of The
ARS It Currently Holds?

The State's short-term investment statute does not
anticipate or make any provision for dealing with the situation
where circumstances beyond its control preclude the State from
liquidating a short term investment, or force it to sell an
asset at a substantial loss because one or more of section 36-
21's underlying investment assumptions or requirements,
including that insurers of the student loans underlying SLARS
maintain their triple-A rating, cannot be, or is no longer being
met. The statute does not, moreover, compel the Director of
Finance to act in a manner financially disadvantageous to the
State. We believe the Director of Finance may, in the unique
circumstances presented here, hold or sell (if possible) the
SLARS the State holds, in whatever manner the Director believes
is in accord with the best financial interests of the State.

We believe it is reasonable to construe section 36-21 as
conferring discretion on the Director of Finance in
circumstances like those presented here, to hold an investment
if, on balance, selling the asset would be more financially
disadvantageous to the State than holding it until it can be
sold more advantageously.'® As already noted, section 36-21 was
enacted to provide the State with an additional means of
generating revenue, and it defers to the Director of Finance to
judge when an investment "will not impede or hamper the
necessary financial operations of the State."

1 We note that we are dealing here with a circumstance in which market forces
have changed significantly from what they were when the assets were
purchased, and do not address a hypothetical circumstance in which that has
not occurred.

121



The Honorable Georgina K. Kawamura
March 1, 2010
Page 13

The common law recognizes that when an agency proves that
it is impossible for it to comply with a mandatory statutorily
imposed deadline, the agency cannot be ordered or made to
comply.'* Conservation Law Foundation of New England, Inc. v.
Reilly, 755 F.Supp. 475 (D.Mass. 1991). Moreover, courts have
excused performance under a contract when it is "objectively
impossible" for a term to be performed, that is, when "no
similarly-situated contractor could have performed it," Seaboard
Lumber Company v. United States, 308 F.3d 1283, 1294 (Fed. Cir.
2002), or "where the agreed upon performance has been rendered
'commercially impracticable' by an unforeseen supervening event
not within the contemplation of the parties at the time the
contract was formed," Hercules Inc. v. United States, 24 F.3d
188, 204 (Fed. Cir. 199%4).

Our survey of media reports of litigation filed and settled
in comnection with the failure of ARS auctions after February
2008, strongly suggests that with the exception of the issuers
and underwriters of SLARS themselves, few of those who invested
in SLARS knew or could have foreseen that billions of dollars of
investments in SLARS would be illiquid after February 2008
because the auctions fundamental to their proper functioning
were no longer occurring.

Under these circumstances, and for these reasons, we
believe the only action the State is required to take with

regard to the SLARS it presently holds, is to act in a
financially prudent manner under the circumstances.

Very truly yours,

(?Z‘Wah. Uin

A'W Mark J. Bennett
Attorney General

Y'We note again, however, that while the statute anticipated short holding
periods, there is no specific statutory mandate to sell after any particular
period.
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Appendix N

Vote Sheet for January 4, 2011






Twenty-Fifth Legislature
State of Hawai‘i

Record of Votes
Senate-House Joint Legislative Investigative Committee
to Oversee the Investigation of the Department of Budget and Finance's
Handling of the State's Investment in
Student Loan Auction Rate Securities

|:| The Committee is considering the issuance of a subpoena.

If so, then the subpoena shall be issued to:

I:| The Committee is considering the issuance of a subpoena duces tecum.

If so, then the subpoena duces tecum shall be issued to:

|ﬁ The Committee is considering 10 SUBMIT TO THE LEUNS LATURE THE

FANDINGS MD RECOMMENDATIONS 0F THE JOINT LEGISLATIVE COMMITED

(If considering convening in executive session, such action requires a 2/3 majority vote to do so.)

Senate Members Aye Aye (WR) Nay Excused
KIM, Donna Mercado ‘/,
TSUTSUI, Shan S. /,
SLOM, Sam /
House Members Aye Aye (WR) Nay Excused
OSHIRO, Marcus R. v
TOKIOKA, James Kunane / \/
WARD, Gene v
TOTAL L/ [ |
Recommendation:
Adopted |:| Not Adopted
Chair’s or Designee’s Signature: Date:
%/194/( /’V"ZO/f
Distribution: Original " Yellow Pink
File with Committee House Clerk's Office Senate Clerk's Office

2010 SLARS ROV Form.doc








