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government is presented on the following page.
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DEPARTMENT OF ACCOUNTING
AND GENERAL SERVICES
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HOMOLLULL, HAWE] SE310-0119

March 31, 2003

To the Honorable Governor of the State of Hawaii
To the Honorable Members of the Twenty-Second State
Legislature of the State of Hawaii:

In accordance with the provisions of Section 40-5 of the Hawaii Revised Statutes, it is my privilege to
present to you the Comprehensive Annual Financial Report (CAFR) of the State of Hawaii (State) for the
fiscal year ended June 30, 2002. This report has been prepared by the State’s Department of Accounting
and General Services. Responsibility for both the accuracy of the presented data and the completeness and
fairness of the presentation, including all disclosures, rests with the State. I believe the information, as
presented, is fairly stated in all material aspects; that it is presented in a manner designed to fairly set forth
the financial position and results of operations of the State as measured by the financial activity of its
various funds; and that all the information necessary to enable the reader to gain the maximum
understanding of the State’s financial affairs has been included.

This year’s CAFR has been prepared in conformance with Governmental Accounting Standards Board
(GASB) Statement No. 34, Basic Financial Statements — and Management’s Discussion and Analysis — for
State and Local Governments, GASB Statement No. 35, Basic Financial Statements — and Management’s
Discussion and Analysis — for Public Colleges and Universities, GASB Statement No. 37, Basic Financial
Statements — and Management’s Discussion and Analysis — for State and Local Governments: Omnibus,
GASB Statement No. 38, Certain Financial Statement Note Disclosures, and Interpretation No. 6,
Recognition and Measurement of Certain Liabilities and Expenditures in Governmental Fund Financial
Statements. These new GASB Statements make the most significant change in governmental financial
reporting in over twenty years. They require the State’s management to provide a narrative introduction,
overview, and analysis to accompany the basic financial statements in the form of a Management’s
Discussion and Analysis (MD&A). This letter of transmittal is designed to complement the MD&A and
should be read in conjunction with it. The State’s MD&A is included in Part II of this report.

The report is presented in three sections: introductory; financial; and statistical. The introductory section
includes this transmittal letter, the State’s organizational chart and a list of principal officials. The financial
section includes the independent auditors’ report, MD&A, basic financial statements, notes to the basic
financial statements and supplementary information. The statistical section includes selected financial and
demographic information.



THE REPORTING ENTITY AND ITS SERVICES

With Hawaii’s highly centralized state government, the State provides a full range of services as mandated
by statute. These services include, but are not limited to, education (lower and higher), welfare,
transportation (highways, airports and harbors), health, hospitals, public safety, housing, culture and
recreation, economic development and conservation of natural resources.

In accordance with GASB Statement No.14, The Financial Reporting Entity, this report includes the
various funds comprising the State, including all entities that are accountable to the State. The Employees’
Retirement System of the State of Hawaii, which is administered on behalf of public employees for both
the state and county governments, and the Office of Hawaiian Affairs, which exists for the betterment of
the conditions of native Hawaiians, are not included in the State’s basic financial statements because those
agencies, based on the fiscal independence and/or separate legal entity status criteria of GASB
Statement No.14, are not accountable to the State.

FACTORS AFFECTING FINANCIAL CONDITION

The information presented in the financial statements is perhaps best understood when considered from the
broader perspective of the specific environment within which the State operates.

State of the Economy
Overview

Hawaii’s economy is recovering from its tribulations of the past year. The robust levels of
employment and visitor arrivals experienced in 2000 and early 2001 have not materialized in 2002.
Hawaii is improving in terms of more construction, increase in tax revenues, and more visitor
arrivals compared to the growth rates experienced during the early part of 2001. However, the annual
growth rates for labor force, civilian employment, wage and salary jobs, and income tax collections
are down from comparable 2001 levels. Hawaii’s growth prospects are hampered by the uninspired
performance of the U.S. economy and the continuing struggles of the Japan economy.

Labor

Civilian employment was 0.9% lower than the average for 2001. The labor force declined by 1.0%
and the unemployment rate decreased 0.1 percentage points to 4.4%. The total number of wage and
salary jobs decreased by 0.9% over the first 10 months of 2002.

By industry, the September 11, 2001 terrorist attack on New York City lead to a decline in tourism
for Hawaii and had a significant effect on transportation, retail trade and hotel industries. All
three have recovered late in 2002, but not to the levels of 2001, as there were 10,000 fewer jobs in
2002 than in 2001. Several industries did increase their hiring in 2002. Jobs with the state
government increased by 3,000 jobs, followed by increases in construction, health services, business
services, finance, insurance and real estate, and agriculture.

Taxes

Another indicator of economic activity, General Fund tax revenues, decreased 5.0% for the
first ten months of 2002. General excise and use tax collections, which are the largest source of
revenue and a good measure of economic activity, showed a 0.8% decline for the same period.
Additionally, transient accommodations tax revenue decreased by 11.1%, showing the effect of
reduced visitor demand.



Individual income tax revenues also decreased 6.2%. Some of the decrease can be attributed to the
increased filing thresholds for withholding, excise and use, transient accommodations, and rental
motor vehicle and tour vehicle surcharge tax returns granted by new legislation. This new legislation
allows 38,000 excise and use taxpayers, 8,000 withholding taxpayers, and 2,700 transient
accommodations taxpayers to file less frequently.

Personal Income

Hawaii’s personal income grew 3.9% in the second quarter of 2002 relative to the year-earlier period
according to data provided by the U.S. Bureau of Economic Analysis. Most of the increase in
personal income came from transfer payments and other labor income followed by wages and
salaries, proprietors’ income, dividends, interest, and rent.

By industry, there were quarterly increases in earnings for most industries. However, manufacturing,
transportation, public utilities, and retail trade showed a decrease.

Prices

Inflation in Hawaii still remains relatively low. During the first half of 2002, the Honolulu Consumer
Price Index for urban consumers (CPI-U) increased by 1.1%. This is just slightly less than the
inflation rate for the nation as a whole. In comparison, the CPI-U for the U.S. increased at a 1.3%
annual rate over the same period. For Honolulu, the largest increases in the components of the index
were seen in apparel and upkeep, which increased 6.5% and other goods and services which were up
4.0% during the period. The change in the price of housing, which accounts for about 42% of the
Honolulu CPI-U, remains relatively low with a 1.0% increase.

Recent Developments In Hawaii’s Major Industries
Visitor Industry

Visitor numbers through the first ten months of 2002 declined by 2.2% as compared to the same
period in 2001. During this period, international arrivals (visitors on flights originating outside the
U.S.) decreased by 10.3%. This was partly offset by an increase of 2.0% for visitor arrivals on
domestic flights (flights originating in the U.S.) for the same period in 2001.

The number of visitor days (visitor arrivals multiplied by average length of stay) increased by 0.4%
from the first ten months of 2002 compared to the same period in 2001. The increase in visitor days
was due to an increase in visitor days for visitors on domestic and international flights. The decrease
in visitor arrivals also led to a decrease in hotel occupancy rates. For the first ten months of 2002, the
70.2% hotel occupancy rate was 3 percentage points lower than the rate experienced in the first
ten months of 2001.

Construction

The general excise tax base for contracting, an indicator of construction output, increased by 15.4%
during the first nine months of 2002 over the same period in 2001. The increase in construction
output is also reflected in the 3.4% increase in the number of construction wage and salary jobs for
the first ten months of 2002 over the same period in 2001.

The value of private building authorizations, an indicator of future construction, increased by 11.5%
during the first nine months of 2002 compared to the same period in 2001. Government contracts
awarded for the first nine months of 2002 were up by 37.1% over the same period in 2001.



Agriculture

The agriculture sector declined in the first nine months of 2002 compared to the same period a year
earlier. Agriculture wage and salary jobs for 2002 have remained above the 8,000 worker level as a
result of increased hiring by diversified agriculture operations.

Outlook for Hawaii’s Economy

The outlook for Hawaii’s economy remains bright. Hawaii’s recovery is expected to be a function of the
recovery of its visitor markets and of U. S. and international economic performances. The Blue Chip
Economic Indicators (Blue Chip) (a consensus of 50 top U.S. economic forecasters) reported that the
expectation for real economic growth in 2002 had risen to 2.4%. For 2003, Blue Chip expects real gross
domestic product to drop by 0.2%.

Based on current trends, state economists at the Department of Business, Economic Development and
Tourism (DBEDT) expect that the visitor industry will show a robust growth of 3.5% this year and 6.3% in
2003. Visitor expenditures are forecast to increase 3.4% from 2001. Real Personal Income is forecast to
show a 1.9% increase while real Gross State Product (GSP) should expand at a 1.7% annual rate in 2002.
Wage and salary jobs should decrease 0.2% in 2002 from 2001 totals and increase 1.4% in 2003.

DBEDT expects inflation, as measured by changes in the Honolulu CPI, to grow at a rate of 1.5% in 2002
and 2003. The GSP deflator, which is estimated based on the Blue Chip U.S. Gross Domestic Product
projection, is forecast to reach 2.1% in 2003 and then decline.

The forecast expects all sectors of the State’s economy to attain pre-September 11, 2001 levels or better by
the second half of 2003.

MAJOR INITIATIVES
Major Capital Improvement Projects

Major capital improvement projects, which received funding in fiscal 2002, focused on health,
education and general government. They include $300 million for a university health and wellness
center, including a new medical school facility to be situated on the island of Oahu; $29 million for
additional increments for Kapolei High School and Mililani Mauka II Elementary School; and
$52 million for various other school and university projects.

Prescription Drugs

In fiscal 2002, the Governor signed into law a bill to establish the Hawaii Rx Program to reduce
prescription drug costs for all state residents who choose to participate in this pharmaceutical
discount program under which the State obtains manufacturers’ rebates on drugs that are offered at
discounted prices to program participants. It also provides reimbursement to participating
pharmacists for the discounts of prescription drugs provided to program participants.



Bottle Recycling

On June 25, 2002, legislation which addressed the twin problems of litter and decreasing landfill
availability was signed into law by the Governor. The law established a deposit beverage container
fee to be imposed on specified deposit beverage containers to increase participation and recycling
rates for those specified deposit beverage containers, provide a connection between manufacturing
decisions and recycling program management, and reduce litter. The implementation of this fee
program will protect and preserve environmental resources and reduce economic costs to residents
and businesses within the State.

Cap Gasoline Prices

Legislation was enacted that authorizes the State to cap retail and wholesale gasoline prices which
will ensure lower gasoline prices for Hawaii’s consumers who continue to pay a large premium at the
pump. West Coast gasoline prices will be the basis for determining the baseline prices of gasoline.

ACCOUNTING SYSTEM AND BUDGETARY CONTROL

In developing and maintaining the State’s accounting system, consideration is given to the effectiveness of
internal control, which is designed to accomplish certain objectives of management including:

1.  Transactions are executed in accordance with management’s general and specific
authorization.
2.  Transactions are recorded as necessary to permit preparation of financial statements in

conformity with accounting principles generally accepted in the United States of America and
to maintain accountability for assets.

3. Access to assets is permitted only in accordance with management’s authorization.
I believe that the State’s internal control is effective in accomplishing management’s objectives.

By statutory provision, the State prepares a biennial budget for its programs. Budgeted expenditures are
derived primarily from the General Appropriations Act of 2001, as amended, and from other authorizations
contained in the State Constitution, the Hawaii Revised Statutes and other specific appropriations acts in
various Session Laws of Hawaii (SLH). Revenue estimates are provided to the State Legislature at the time
of budget consideration and are revised and updated periodically during the fiscal year.

An allotment system and encumbrance accounting are utilized by the State for budgetary control purposes.
Obligations in the form of purchase orders or contracts are recorded as encumbrances at the time purchase
orders or contracts are awarded and executed. Open encumbrances are reported as reservations of fund
balances at June 30, 2002. To the extent not expended or encumbered, General Fund and Special Revenue
Fund appropriations subject to budgetary control generally lapse at the end of the fiscal year for which the
appropriations were made. The State Legislature specifies the lapse date and any other particular conditions
relating to terminating the authorizations for other appropriations.

CASH MANAGEMENT

During fiscal 2002, the State Treasury earned $33.6 million for the General Fund by investing its
temporary cash surpluses, a decrease of $16.5 million from the amount earned in the previous fiscal year.
The fiscal 2002 earnings represent an average investment yield of 3.3%, down from the 5.1% of the
previous fiscal year.



RISK MANAGEMENT

The State obtains third-party coverage for property losses in excess of $250,000 per occurrence. The
property loss limit is $25 million per occurrence, except for earthquake and flood with a limit of
$10 million per occurrence. The State also acquires general liability insurance, medical insurance, faithful
performance of duty and depositors’ forgery insurance for state employees, but is self-insured for other
perils including workers’ compensation and automobile losses. Expenditures for workers’ compensation,
automobile losses and general liability (for amounts not covered by insurance) are appropriated annually.

EMPLOYEE UNION CONTRACTS

The State Constitution grants public employees in Hawaii the right to organize for the purpose of collective
bargaining as provided by law. There are thirteen bargaining units, of which twelve bargaining units have
state employees as members. The twelve bargaining units have contractual agreements in force as of the
date of this letter.

INDEPENDENT AUDIT

Although the state statutes do not require an annual audit of the State’s financial statements, the State
engaged a firm of independent certified public accountants to audit the State’s basic financial statements
for the fiscal year ended June 30, 2002. The Independent Auditors’ Report has been included in Part II of
this report.

CERTIFICATE OF ACHIEVEMENT

The Government Finance Officers Association of the United States and Canada (GFOA) awarded a
Certificate of Achievement for Excellence in Financial Reporting to the State for its Comprehensive
Annual Financial Report for the fiscal year ended June 30, 2001. This was the thirteenth consecutive year
that the State has received this prestigious award.

In order to be awarded a Certificate of Achievement, a governmental unit must publish an easily readable
and efficiently organized comprehensive annual financial report whose contents conform to program
standards. Such reports must satisfy both accounting principles generally accepted in the United States of
America and applicable legal requirements. A Certificate of Achievement is valid for a period of one year.

I believe our current report continues to conform to the Certificate of Achievement Program’s requirements
and I am submitting it to the GFOA to determine its eligibility for the certificate.

ACKNOWLEDGEMENTS

I extend my appreciation to the staff of the various state agencies whose dedicated time and effort made the
preparation of this report possible. Their combined efforts have produced a report that I believe will serve
as a helpful source of information for anyone having an interest in the financial operations of the State.

Respectfully submitted,
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i /. "
( fcae, /( g [T
Russ K. Saito
Comptroller, State of Hawaii
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PART II: FINANCIAL SECTION
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P.O. Box 4150
Honolulu, HI 96812-4150

Independent Auditors’ Report

Comptroller
State of Hawaii:

We have audited the accompanying financial statements of the governmental activities, the business-type
activities, the aggregate discretely presented component units, each major fund, and the aggregate
remaining fund information of the State of Hawaii as of and for the year ended June 30, 2002, which
collectively comprise the State of Hawaii’s basic financial statements as listed in the table of contents.
These financial statements are the responsibility of the State of Hawaii’s management. Our responsibility is
to express opinions on these financial statements based on our audit. We did not audit the financial
statements of the Department of Transportation — Airports and Harbors Divisions, which are major
enterprise funds, which represent 90% and 64%, respectively, of the assets and revenues of the business-
type activities, and the University of Hawaii, the Housing and Community Development Corporation of
Hawaii, and the Hawaii Health Systems Corporation, which represent 93% and 99%, respectively, of the
assets and revenues of the aggregate discretely presented component units. Those financial statements were
audited by other auditors whose reports thereon have been furnished to us, and our opinions, insofar as
they relate to the amounts included for the Department of Transportation — Airports and Harbors Divisions,
the University of Hawaii, the Housing and Community Development Corporation of Hawaii and the
Hawaii Health Systems Corporations, are based on the reports of the other auditors.

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

In our opinion, based on our audit and the reports of the other auditors, the financial statements referred to
above present fairly, in all material respects, the respective financial position of the governmental
activities, the business-type activities, the aggregate discretely presented component units, each major
fund, and the aggregate remaining fund information of the State of Hawaii as of June 30, 2002, and the
respective changes in financial position and cash flows, where applicable, thereof and the respective
budgetary comparison for the general fund for the year then ended in conformity with accounting
principles generally accepted in the United States of America.
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As described in note 2 to the basic financial statements, the State of Hawaii adopted Governmental
Accounting Standards Board (GASB) Statement No. 34, Basic Financial Statements — and Management’s
Discussion and Analysis — for State and Local Governments, GASB Statement No. 35, Basic Financial
Statements — and Management’s Discussion and Analysis — for Public Colleges and Universities, GASB
Statement No. 37, Basic Financial Statements — and Management’s Discussion and Analysis — for State
and Local Governments: Omnibus, GASB Statement No. 38, Certain Financial Statement Note
Disclosures, and Interpretation No. 6, Recognition and Measurement of Certain Liabilities and
Expenditures in Governmental Fund Financial Statements, effective July 1, 2001.

In accordance with Government Auditing Standards, we have also issued a report dated March 25, 2003 on
our consideration of the State of Hawaii’s internal control over financial reporting and on our tests of its
compliance with certain provisions of laws, regulations, contracts, and grants. That report is an integral
part of an audit performed in accordance with Government Auditing Standards and should be read in
conjunction with this report in considering the results of our audit.

The management’s discussion and analysis on pages 14 through 29 is not a required part of the basic
financial statements but is supplementary information required by accounting principles generally accepted
in the United States of America. We have applied certain limited procedures, which consisted principally
of inquiries of management regarding the methods of measurement and presentation of the required
supplementary information. However, we did not audit the information and express no opinion on it.

Our audit was conducted for the purpose of forming opinions on the financial statements that collectively
comprise the State of Hawaii’s basic financial statements. The introductory section, combining and
individual nonmajor fund financial statements, budgetary comparison of the special revenue funds, and the
statistical section are presented for purposes of additional analysis and are not a required part of the basic
financial statements. The combining and individual nonmajor fund financial statements and budgetary
comparison of the special revenue funds have been subjected to the auditing procedures applied by us in
the audit of the basic financial statements and, in our opinion, are fairly stated in all material respects in
relation to the basic financial statements taken as a whole. The introductory section and the statistical
section have not been subjected to the auditing procedures applied by us and the other auditors in the audit
of the basic financial statements and, accordingly, we express no opinion on them.

KPme LIP

March 25, 2003
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STATE OF HAWAII

Management’s Discussion and Analysis

June 30, 2002

As management of the State of Hawaii (the State), we offer readers of the State’s basic financial statements this
narrative overview and analysis of the financial activities of the State for the fiscal year ended June 30, 2002. We
encourage readers to consider the information presented here in conjunction with additional information that has
been furnished in our letter of transmittal, which can be found on pages 3 — 8 of this report.

Overview of the Basic Financial Statements

This discussion and analysis are intended to serve as an introduction to the State’s basic financial statements. The
State’s basic financial statements comprise three components: (1) government-wide financial statements, (2) fund
financial statements, and (3) notes to basic financial statements. This report also contains other supplementary
information in addition to the basic financial statements themselves.

The State adopted the provisions of Governmental Accounting Standards Board (GASB) Statement No. 34,
Basic Financial Statements — and Management’s Discussion and Analysis — for State and Local Governments,
GASB Statement No. 35, Basic Financial Statements — and Management’s Discussion and Analysis — for Public
Colleges and Universities, GASB Statement No. 37, Basic Financial Statements — and Management’s
Discussion and Analysis — for State and Local Governments: Omnibus, GASB Statement No. 38, Certain
Financial Statement Note Disclosures, and Interpretation No. 6, Recognition and Measurement of Certain
Liabilities and Expenditures in Governmental Fund Financial Statements, effective July 1, 2001. Accordingly,
comparative data for the fiscal year ended June 30, 2001 are not available for a comprehensive discussion of the
change in net assets. However, comparative analysis of government-wide data will be presented in the financial
statements in future years.

Government-Wide Financial Statements

The government-wide financial statements are designed to provide readers with a broad overview of the State’s
finances, in a manner similar to a private sector business.

The statement of net assets presents information on all of the State’s assets and liabilities, with the difference
between the two reported as net assets. Over time, increases or decreases in net assets may serve as a useful
indicator of whether the financial position of the State is improving or deteriorating.

The statement of activities presents information showing how the State’s net assets changed during the most
recent fiscal year. All changes in net assets are reported as soon as the underlying event giving rise to the change
occurs, regardless of the timing of related cash flows. Thus, revenues and expenses are reported in this statement
for some items that will only result in cash flows in future fiscal periods (e.g., uncollected taxes and earned but
unused vacation leave).

Both of the government-wide financial statements distinguish functions of the State that are principally supported
by taxes and intergovernmental revenues (governmental activities) from other functions that are intended to
recover all or a significant portion of their costs through user fees and charges (business-type activities). The
governmental activities of the State include general government, public safety, conservation of natural resources,
highways, health, welfare, education, culture and recreation, urban redevelopment and housing, economic
development and assistance, and interest on long-term debt. The business-type activities of the State include the

14



STATE OF HAWAII

Management’s Discussion and Analysis

June 30, 2002

Department of Transportation — Airports Division (Airports), Department of Transportation — Harbors Division
(Harbors), which are considered to be major funds, while the remaining business-type activities are combined
into a single aggregate presentation.

The government-wide financial statements include not only the State itself (known as the Pri