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Foreword

Thisisareport of our Audit of the City’s Debt Service Practices.
The audit was conducted pursuant to Section 3-502.1(c) of the
Revised Charter of Honolulu and the Office of the City Auditor’s
Annual Work Plan for FY 2005-06. The city auditor selected this
audit due to longstanding concerns expressed by the Honolulu City
Council and the public regarding the city’s growing debt payments
and their impact on the operating budget. This audit providesinfor-
mation on how the city incurs debt, what the responsibilities of
various city agencies and outside firms are, and how the city’s
practices compare with industry best practices.

We wish to acknowledge the cooperation and assistance of the staff
and management of the Department of Budget and Fiscal Services,
the Department of Environmental Services and others who we
contacted during this audit.

Ledliel. Tanaka, CPA
City Auditor
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City and County of Honolulu

EXECUTIVE SUMMARY

Audit of the City's Debt Service Practices
Report No. 06-03, February 2006

Thisaudit wasinitiated by the Officeof the City Auditor pursuantto
Section 3-502.1(c) of theRevised Charter of Honolulu and the Officeof
theCity Auditor’ sAnnua Work Planfor FY 2005-06. Thecity auditor
selected thisaudit duetolongstanding concernsexpressed by the
Honolulu City Council andthepublicregardingthecity’ sgrowing debt
paymentsandtheirimpact ontheoperatingbudget. Thisaudit provides
informationinaconsolidated formthat hasnot beenprevioudy disclosed
tothecity council or the publiconhow thecity incursdebt, what the
respons bilitiesof variouscity agenciesand outs defirmsare, andhow
thecity’ spracticescomparewithindustry best practices.

Background

Asof July 1, 2005, thecity hasatotal outstanding debt of $2.9billion.
Thusfar, thecity haskeptitsdebt withinboththestate’ sconstitutional
andthecity’ sdebtlimit. Maintainingan“AA” bondrating hasenabled
thecity tosecurefavorableinterest ratesfor thecity’ scapital projects.
Thecity hasal sogenerated savingsby refinancing debt totake
advantageof low interest ratesinrecent years. Neverthel ess, from

FY 2001-02to FY 2005-06, debt servicehasal most doubled, from
$137.7millionto$235.1 million. Moreover, city budget documents
indicatethat total debt servicecould exceed 20 percent of thecity’s
operating budget withintwoyears, inFY 2007-08. Becausedebt
serviceisafixedcostwithinthecity’ soperating budget, thesepayments
restricttheavailability of fundsfor other programs. L eft unchecked, the
growthindebt servicecouldlimitthecity’ sflexibility tomeet both
present and futureneeds.

Summary of
Findings

Thecity administrationhasgenerally compliedwiththecity’ sdebt
policiesand hasrefunded bondsat |ower interest ratestoreducefuture
debt service. Inrecent years, the City and County of Honolulu's
consistent“ AA” bondratingshavebenefitedthecity’ sbondissuances
resultinginfavorableborrowingterms. However, theavail ability of
relatively low-cost financing over thepast threeyearsand thecurrent
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growthinproperty tax revenuehavebeentempered by thesignificant
debt serviceburdenonthecity’ soperating budget. Debt servicehas
grown by 71 percent from FY 2001-02 to FY 2005-06 compared to 26
percent growthintheoperating budget asawhole. Toitscredit, the
current admini stration hastaken additional stepstoaddresstheissue,
suchasinstructing agenciestoreduceexpensesby 2.5 percent, canceling
$12millioninunneeded capital projectsand$10.5millionincontract
fundsthat wereencumbered before 1996 but never paid out.

Whilethesemeasuresrepresent positivesteps, comprehensiveand
strategicactionsareneededtoresol vethecity’ sdebt management
problems. Thecity’ scurrent debt operationisfragmented, lacking
comprehensivemanagement, planning, and accountability. Inaddition,
thecity’ suseof thesameprofessional advisorsfor non-competitivebond
sal esrai sesconcernsabout conflict-of -interest and unnecessary costs.

Finding 1: Responsibilitiesfor thecity’ sdebt havebecomea
fragmented oper ation over seen by twodiffer ent departments.
Each hasseriousresour ceconstraints, of which littleisreported
and accountabilityisuncertain. Thecity hasgenerally complied
with thecity’ sdebt policiesand hasrefunded bondsat lower
interest ratesto reduce future debt service. Nevertheless, the
city anticipatesexceeding 20 per cent of itsoperating budget as
early as2008. Thecity hasno comprehensivestrategic plan to
resolveitsdebt management problems.

e Currentdebt-relatedresponsibilitiesarefragmentedandgeared
toward making paymentson existing debt rather than managingand
controllingoverall debt. Debt-relatedresponsibilitiesare
concentrated betweentwoadministratorsintwodifferent agencies,
the Department of Budget and Fiscal Servicesandthe Department
of Environmental Services, andtheir staffsfaceconsiderablelearning
curvestomatchtheir administrators debt knowledgeand
experience.

* Thereislimitedaccountability for exceptionstothecity’ sdebt
policy, suchasusingbondfundsfor operational expenditures,
includingemployeesaaries. Thepolicy alsoprohibitsusingbond
fundsforitemscostinglessthan $5,000 each. However, wefound
purchasesthat includedteak furniturefor theHonoluluZoo
employeeloungethat cost between $170and $1,595 each, cleaning
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supplies, equipment rental s, power tool s, mountainbikes, and
volleybdl equipment.

Finding2: Thecity’srelianceon thesameunderwriter sfor the
past threeyearsof bond issuance, using the negotiated sales
method raisesconcerns. Contrary toindustry best practices, the
city hascontinued tosell itsbondsnon-competitively, and has
relied onitsunderwriter stofunction asfinancial advisors. This
hasleft thecity vulnerabletotheinter estsof underwriterswho
may havea conflict of inter est between obtaining the highest
possibleinterest yieldsfor bond purchaser s(investor s) and
seeking thelowest interest rate cost of financing for thecity
sellingthebonds (issuer).

Contrary toindustry best practices, thecity hascontinuedtosell its
bondsusingthenegotiated method. Under thismethod, anissuer
grantsanunderwriter theexclusiverighttosell theissuer’ sbonds,
beforethecity hasfull knowledgeof thetermsof thesale. The
purchasepriceisnegotiated withtheunderwriter at thetimethe
bondsaresold.

Inacompetitivesale, interested underwritingfirmsbid ontherightto
purchaseandresell thecity’ sbondsbased onthemost beneficial
terms, suchaslow interest cost and other factors. Competition
providesanincentivefor underwriterstosubmitthemost aggressive
bidat whichthey can successfully market bondstoinvestors, and
minimi zesconcernsregardingwhether thebest priceswereobtai ned
for bondsissued.

Based onourinterviewswith other jurisdictionsusing both
competitiveand negotiated bond sal es, and previousstudies
spanning 20years, wefoundthat thecompetitivemethodresultsin
significant savingsover thenegotiated method. For example, a2001
Missouri audit foundthat thestatepaid $83.2millioninexcess
interest rate costs, based on a0.38 percent (or 38 basis-point)
differenceininterest ratesbetween competitiveand non-
competitively soldbonds. Studiesinother statesfounddifferences
of between 29to 54 basi spoi ntsbetween competitiveand non-
competitively soldbonds.

Asonejudtificationfor thecity’ suseof thenegotiated method, in
whichunderwritersassistthecity with preparingitsbondsfor sale,
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Recommendations
and Response

thecity hasreportedthatitsunderwritersal sofunctionasfinancial
advisors. Anindependent financial advisor representsonly thecity's
Interestsby eva uatingunderwriters bidsandmaking
recommendationsregardingissuessuchasbond structureandtiming
of bond sal es, based on an assessment of overall market conditions.
However, anunderwriter withaset of clientswaitingtobuy bonds
could skew thoserecommendationstotheissuer, infavor of higher
returnsforitsownclients. AccordingtotheGovernment Finance
OfficersAssociation, bondissuerssuchasthecity “ must remember
that underwriterssell bondstoanother set of clients—investors. Itis
easiertosell bondstoinvestorsif theinvestmentyieldishigher.
Unfortunately, higher investmentyieldsfor investorsmeanhigher
borrowing costsfor issuers, suchasthecity. Whenitcomesto
pricing bonds, theincentivesfor thesetwo partiesareindirect

opposition.”

Werecommendedthat the Department of Budget and Fiscal Services:

*  Consider obtainingtheservicesof anindependent professional
municipal debt organizationtoformally eva uatein-depththecity’s
current debt management program, practi ces, organi zation,
resources, and staffingtodevelopanactionplanwith
recommendationsfor acomprehens ve, unified debt management
programthat addressesthecity’ soverall fiduciary interests.

* Establishaformal successionplantoensurethat thestaff members
supportingthecurrent debt managersrecei vecross-trainingindebt
management functionssothat thecity’ sinterestsarenotjeopardized
shouldether manager |eavecity employment.

* Developandtakestepstoissueanannual reportonall of thecity’s
debt for thecity council andtaxpayers.

e Edtablishpracticestoaccurately identify andscrutinizelow dollar
val ueequi pment purchasesby city agenciesandreportonthecity’s
compliancewiththecity’ sdebtpolicy.

* Reconsderthecity’ suseof underwritersasfinancial advisorsdueto
theunderwriters' potential conflict of interest betweenclientslikethe
city, whichsell thebonds, andtheunderwriter’ sinvestorswho buy
them.
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* Reconsideritsprocurement practiceswhichhavecons stently
resultedin sel ectingthesameunderwritingandbond counsal firms.

¢ Consder competitively selectinganindependent financia advisorto
represent only thecity’ sinterestsinbond salestransactions. The
advisor couldindependently assessthefeasi bility and cost-benefit of
using thecompetitivebond salesmethod comparedtothecurrent
practiceof negotiated bond sales.

* Thedepartment should makeuseof establishedtraining by
independent, nationally recogni zed muni cipal financeand debt
organi zationssuchasthe Government Finance OfficersA ssociation
assourcesfor formal debtandfinancetrainingandprofessiona
devel opment.

Initsresponse, theDepartment of Budget and Fiscal Servicesprovided
someclarifyinginformation, and changestothedraft weremadeinthe
final report whereappropriate. However, despitetheassertion of many
Inaccuraci esand misrepresentati ons, noneof thecommentsprovidedto
usinthereport changed thesubstanceof our findings. Moreover, some
aspectsof theagency’ sresponsecontradi ctinformationand statements
providedtousduringfiel dwork.

Thedepartment suggested that theaudit wasnot performedin
accordancewith Generally A ccepted Government Auditing Standards
(GAGAY). Thishighlightsthedepartment’ slack of familiarity with

GAGA Sstandards, sincesuch conclusionscannot bereached by
readingadraft report. Thedefinitivetest for compliancewithGAGAS
comesfromapeer review of all government auditing standards—
generd, fieldwork and reporting standards— conducted by trained
eval uatorsindependent of theaudit organization. Thereviewer must
assesstheaudit organi zation’ spoliciesand procedures, includinginternal
quality controls, andreview working papersfor therespectiveaudit
project. Thus, thedepartment hasno basi sfor itsconclusion, other than
itsdisagreementwithourfindings.

Thedepartment statesthat our objectivesand purposefor theaudit were
unclear, inlight of our findings. Whilethedepartment may not agreewith
how weperformed our audit, our objectives, asstatedinthereport,
werecommunicated tothedepartment prior tofieldwork: to assessthe
city’ sdebt servicepractices, specifically over thelast threefiscal years.
Theimpetusfor theaudit wasal ong-standing concernamongcity
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officialsandthepublicregardingthecity’ sincreasng debt service
payments. Inorder to properly addressthese concernsand assessthese
practices, wedeterminedthat it wasinsufficient tolimit our scopetothe
mechanicsof debt servicepayments, but rather to determinehow thecity
incursdebt, what thecity hasbeendoingandwhat it planstodointhe
futuretocontrol thiscost.

Wefoundthat whilethecity hasreduced debt throughrefinancingand
continuestoenjoy favorablebondratings, thecity doesnot havea
comprehensiveplanto control debt over thelongterm. Thedepartment
statesthat theresponsibility for suchaplanliessolely with policymakers.
Wedisagree. Whilepolicymakershavetheresponsibility toenact
appropriatelegidation, their decision-making processwouldbewel |
served by comprehensiveannual reportsfromtheappropriate
government agency onfactorsandactivitiesthat arepertinent tomaking
thosedecisions.

Thedepartment questioned thecompetency, lack of technical knowledge
of thecity auditor’ sstaff, and skepticismregardingthereliability of our
sources. Inreality, our officestaff hasacombined experienceof 60
yearsintheperformanceauditing profession. Asinany audit, our
sourcesrangefrom published reportsinmainstreammediatoindustry
journalsandindependent, respected professional organi zations, aswell
asinterviewswith both privatesector and public sector experts. Inthis
audit, that included financedirectorsand debt managerswho havehad
successwithimplementing specificbest practices. Wefound
administratorswho devel opedtool sand comprehensivereportsthat

hel pedthemto communi cateto policymakersandthegenera public: the
statusof thecity’ sdebt, how debt wasaffecting their municipalitiesand
what thecity wasdoingtocontrol it.

Incomparison, wefoundthat theinformationonthecity’ sdebt was
presentedin piecemeal fashion. Webelievethat developinga
comprehensive, reader-friendly report that aidspolicy makersand
informscitizensof itsactivitiesiswithintheresponsbility of any
government agency. Thedepartment’ sstated lack of time, staff and
resourcestoimplement suchaplanwithintheagency ledtoour
recommendationsthat theagency hireanindependent consultant withthe
appropriatetechnical knowledgetodo so.

Whilethecity acknowledgedthat thereisaneed for acomprehensive
debt management plan, thedepartment disagreed with our interpretation
that thecity will exceeditsdebt servicelimit by FY 2007-08, stating that
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thedebt policy excludesrevenuebonds. Wederived our figuresfrom
thecity’ sbudget documents, whichdo not specify debt servicefrom
generd obligationandrevenuebonds. If suchdataispertinent, thenthis
iIsanexampleof theinformati onthedepartment needsto providewithin
acomprehensivedebt management report tothecity council andthe
publiconaregular basis. Neverthel ess,wemaintainthatasingle
guiddlineisinsufficient asthecity’ sonly measurefor debt affordability, as
other municipalitieshaveused morethan oneindicator for managing

debt.

Thedepartment al so takesissuewith our comparison of debt policiesin
other municipalities. Thecity pointsout that credit ratingsarenot
dependent onasinglefactor. Weagree. Nevertheless, thecity had cited
onereason, namely potential damagetothecity’ screditrating, asa
rational efor opposing debt limits. Wefound, and thedepartment now
agreesinitsresponse, that debt limitsinand of themsel vesdid not
precludeother municipalitiesfromhavinghigher creditratings.

Thedepartment al so acknowledged that personnel changeswerepresent
attheTreasury Divisionduringthetimeof our audit, andthat position
classificationsareincons stent withtheactual dutiesof employeeswithin
that division. Inaddition, thedepartment acknowledged that bond
proceedswereused for itemsthat did not comply withthedebt policy.
Weareencouraged that thedepartment planstoinvestigatethis, assuch
occurrencescaninappropriately increasethecity'sdebt.

Weareal soencouragedthat, despiteitsvigorousdefenseof its
underwriter and bond counsel sel ection process, thedepartment has
changeditssel ectioncommitteefor FY 2006-07 toincludethe
Department of Environmental ServicesandtheBoard of Water Supply
based ontheir bondissuanceneedsfor theyear.

TheDepartment of Budget and Fiscal Servicesstatesthat thereare
particular circumstancesinwhichnegotiated bond sal esareappropriate.
Weagree; noneof our sources, nor doesour report, advocateusing
either thecompetitiveor negotiated bond salemethod exclusively.
However, our research hasal soindicated that competitivebond sales
arerecommended by the Government Finance OfficersAssociation
when specificconditionsarepresent, whichweoutlinedin Exhibit 2.4.
Thewidespread useof negotiated bond salesisacredittothe
underwritingindustry, whichhassuccessfully marketeditsservicesto
municipalities. However, whenthereisevidencethat amoretransparent,
competitiveprocesshasthepotential for substantial savingsand greater
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accountability, thecity woulddowell toinvestigatewhether this
aternativemethod hasmerit, instead of dismissingit out of hand. While
underwritersmay possessthenecessary expertise, itisthecity’s
respons bility toexerciseprofessional skepticismwhenitcomestothe

useof city funds.

Leslie I. Tanaka, CPA Office of the City Auditor

City Auditor 1000 Uluohia Street, Suite 120
City and County of Honolulu Kapolei, Hawai'i 96707

State of Hawai'i (808) 692-5134

FAX (808) 692-5135
www.honolulu.gov/council/auditor
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Chapter 1

Introduction

Thisauditwasconducted pursuant tothe Officeof theCity Auditor's
(OCA) authority toself-initiateaudits, asprovidedintheRevised
Charter of Honolulu. “Debt service” referstotheprincipal andinterest
paymentsonfundsborrowed by thecity for capital projects. The
impetusfor thisaudit stemmedfrom|ongstanding concernsabout the
city’ sgrowing debt paymentsand their impact ontheoperating budget.

Asof July 1, 2005, thecity had atotal outstanding debt of $2.9billion.
Thusfar, thecity haskeptitsdebt withinboththestate’ sconstitutional
andthecity’ sowndebtlimit. Maintainingabondratingof “AA” has
enabledthecity tosecurefavorableinterest ratesfor thecity’ scapital
projects. Thecity hasa sogenerated savingsby refinancing someof its
debt totakeadvantageof |lower interest ratesinrecent years.
Nevertheless, fromFY 2001-02to FY 2005-06, thecity’ sdebt service
hasalmost doubled, from$137.7millionto $235.1 million. Moreover,
thecity reportsdebt servicewill exceed 20 percent of itsoperating
budget withintwoyears,inFY 2007-08. Becausedebt serviceisafixed
costwithinthecity’ soperatingbudget, thesepaymentsrestrictthe
availability of fundsfor other programs. L eft unchecked, thegrowthin
debt servicecouldlimitthecity’ sflexibility tomeet both present and
futureneeds.

ThisAudit of the City’ sDebt ServicePracticesprovidesinformationin
aconsolidated formthat hasnot been previously disclosedtothe
Honolulu City Council or thepubliconhowthecity incursdebt, what the
responsi bilitiesof variouscity agenciesand outsidefirmsare, and how
thecity’ sdebt practicescomparewithindustry best practices.

Background

Themajority of thecity’ sdebtisbased onthecity’ scapital improvement
program(CIP), afinancial planningandmanagementtool thatidentifies
publicinfrastructure, facility and equipment requirements; prioritizesthese
requirements; and schedulesthemfor fundingandimplementation. The
capital improvement programrepresentsthecity’ smulti-year budget plan
forlong-lived projectsthat aretoo expensivetofundfrom current
operatingrevenues. Thecity listscapital projectsby function, suchas
publicsafety or city department/agency, and estimatescostsand funding
requirementsover asix-year period.
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Thecity’ sdebtismanaged by two of itsagencies, the Department of
Budget and Fiscal Servicesandthe Department of Environmental
Services. Asthecentral budgetingand accountingagency for theCity
and County of Honolulu, thebudget andfiscal servicesdepartment has
theoverall responsibility for thecity’ sdebt andisresponsiblefor long-
rangefiscal planningand management of thecity’ soperatingand capital
improvement budgets. Withinthisdepartment, thefollowingdivisions
havespecificdebt-rel atedrespongbilities:

TheFisca/Capital Improvement Program Administration
Divisionpreparesthecapital program, budget and necessary
budget ordinances. It alsoreviewsthecapital budget program
schedul esof each executiveagency and makesbudgetary
alotments. Thedivisiona somonitorstheimplementationof
capital projects, related expendituresandall ocation of funds.

TheAccounting Divisionplans, devel ops, directsand
coordinatescentral accountingfor thecity; providesfinancial
servicestodepartmentsand agencies; reviewsthemannerin
which publicfundsarereceived and expended; ensuresthat
monieswithdrawnfromoperatingbudgetsareinaccordance
withoperating budget ordinanceandal lotments; administers
central preparationof payroll; liquidatesclaimsunder a
centraizedvoucher system; and preparesfinancia statements
andreportsoncity operations. Thisdivisionissuesfinancid
statementsandreports, includingthecity’ sComprehensive
Annual Financial Report (CAFR), theFinanceDirector’s
Quarterly Financia Reports, and the Statement of Funded
IndebtednessOutstanding and Unpaid asrequired by Section
47-2,Hawaii Revised Statutes(HRS). Thisstatementis
preparedjointly withtheTreasury Division.

TheTreasury Divisionplans, directsandadministersthecity’s
financid affairs,includingmanaging cash, debt andinvestments.
Thedivisionreceives, disbursesandtransferscashfor thecityin
accordancewith established policiesand procedures; maintains
custody of publicfundsandsecurities, determinesinvestment
policiesand strategiesfor thecity’ sfunds; identifiesinvestment
vehiclesandevaluatesalternatives; investscity fundsand
managesinvestment portfoliosfor thecity, theBoard of Water
Supply and other city agencies, and ensuresproper
collateraizationfor theprotectionof all city fundsheldby city
depositories. Thedivisionalsoplans, markets, coordinates,



Chapter 1: Introduction

Understanding
government debt

reviews, monitorsandadministersthecity’ sgenera obligation,
revenueand special purposebondissues. It procuresthe
servicesof bond professional swhoassist thecity withitsdebt
issuances. Thedivisiona sodeterminesthetiming, structuring
andsizeof bondfinancingfor thecity andensurescompliance
withthefedera Securitiesand ExchangeCommissionand
Internal RevenueService sregulatory anddisclosure
requirementsregarding municipal bondfinancing, aswell asto
stateandcity legal requirements. Thedivisionasoadministers
thecity’ saccountsreceivableand coll ectionsprogramfor real
property taxes, specia assessments, user feesand other
revenues, and assi ststhedirector of thebudget andfiscal
servicesdepartmentinresolvingmajor fiscal problemsof the

dity.

TheDepartment of Environmental Servicestakesanactiverolein
managingthecity’ swastewater debt. In 1998, thecity establishedits
wastewater system asan enterprise, enablingthecity toapproach capital
marketswithrevenuebondstofinanceitswastewater capital needs.
City Resolution98-197, CD1, which established aseparate set of debt
andfinancial policiesfor thisenterprise, statedthat theintent of the
policieswas, inpart, to“ ensurethat thewastewater systemismanaged
[soas] tobesd f-sufficient, supported[by] user feesand not general
property taxes[or] other city and county resources.”

Stateand|ocal governmentsissuedebt for avariety of reasons. For
example, bondsand other debt instrumentsareusedtofinance
construction, ma or equipment and other long-lived assets. Debt service
istherepayment of principal andinterest onthosedebtinstruments. In
other words, bondsaredebt i nstrumentsthat enablegovernmentsto
makelargepurchases, similar tomortgages; and debt serviceis

anal ogousto mortgage paymentsmadeover timetorepay thedebt.

Long-termbondshavehistorically provided amaj or sourceof funding
for capital needs. Duetothehigh cost of acquiring or replacing capital
assets, governmentsareusually not ableto accumul ateenough cashfrom
current recei ptsto pay for necessary improvements. Borrowing money
permitsgovernmentsto acquireassetsasneeded rather thanwaiting until
enough cashisavailable. Issuingbondsal so servesto spread thecost of
acapital assettothosewhobenefitfromit, bothnow andinthefuture.
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Short-termfinancingissometimesusedto meetinterimfinancing needs
of construction projectswhenthefull cost of aprojectisnot yet known.
Governmentscan borrow on short-term basesasneeded and | ater
refinancewithlong-termdebt onceaprojectiscompleted. Short-term
financingisalsousedif anissuer believesmarket conditionsaresuchthat
delayingtheissuanceof |ong-termbondsismoreadvantageous. For
example,if long-terminterest ratesarefalling, anissuer might preferto
initially borrow short-termandthenrefinancewithlong-termbondswhen
interest ratesaremorefavorable. Bondanticipationnotes, commercial
paper and bank linesof credit arecommonly usedfor thispurpose.
Theseinstrumentscan provideimmediatefundingfor aproject until
permanent financingisarranged.

General obligationbonds

General obligationbondsaretypically issuedtofinancegovernment
improvementsthat benefitthecommunity asawhole. Theseobligations
aresecured by full faithand credit through thetaxing authority of the
issuer (suchasthecity). Theissuer pledgestolevy thenecessary taxes
onall assessableproperty withinitsjurisdictiontoprovidetimely
repayment of thedebt. Thismeansthat thecity’ scollateral isitspower
and pledgetoincreasereal property taxesasneeded to ensurethat
paymentsonthedebt aremadeaspromised. Duetothestrengthof this
pledge, genera obligationbondsarereadily acceptedinthemunicipal
marketplaceand usually havel ower interest ratesthan comparably rated
revenuebonds. Consequently, general obligationbondscanbeissuedat
alower costrelativetorevenuebonds.

Revenue bonds

Revenuebondsareissuedtofinancefacilitiesthat haveadefinableuser
or revenuebase. Thesedebtinstrumentsaresecuredonly by aspecific
sourceof funds(usually adedicated revenuestream) rather thanby the
general taxing powersof ajurisdiction; hence, revenuebondsare

cons deredlesssecurethangeneral obligationbonds. Revenuebond
issuersarecustomarily requiredto set reasonabl eratesand charges,
thereby limitingtheamount of debt servicethat canbeincurredby a
fadlity.

Sincerevenuebondsaresecured only by therevenuespledgedto pay
thebonds, revenuebond documentsgenerally requireissuerstomake
many morepromisesabout theoperationof thefacilitiesintendedto
providetherevenues. General obligationbond documentstypically do
not includesuch promises. Revenuebond promises, or “ bond
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covenants’, usually includeratecovenants, anadditional bondstest, and
operationand mai ntenancerequirementsthat must bemet by theissuer.
For example, thecity’ swastewater revenuebondsarepaid out of
revenuesgenerated by sewer servicecharges, whichmust bereviewed
annually and adjusted asneeded to ensuretheenterprise meetsitsdebt
obligations.

Asof July 1, 2005, thecity had atotal outstanding debt of $2.9billion.
Thelargest componentsweregeneral obligationbondsof $1.6billion
(55 percent) and wastewater systemsrevenuebondsof $669.6 million
(23 percent). Other debtsincluded water supply revenuebonds
($216.0million), dedicated general obligationbondsfor housing ($104.4
million), H-Power ($83.7 million), solidwaste($83.7 million), sewer
projects($58.4million); statel oanspayable($77.6 million), other notes
payable($3.0million) and special assessment bonds($645,000).

Exhibit 1.1
Chart of the City's Debt

Dedicated general
obligation bonds* State loans
Water Supply 12% payable
Revenue Bonds 3%
7%

Wastewater
Systems
Revenue Bonds
23% General obligation
bonds
55%

Source: Summary of Total Funded Indebtedness Outstanding and Unpaid as of
July 1, 2005

*Note: Dedicated general obligation bonds refer to the sum of such bonds
specified for housing, H-Power, solid waste and sewer projects.
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BasedonU.S. Censuspopul ation estimatesand on grossdebt and net
debt figuresfromthecity’ sSCAFR fromFY 2000-01to FY 2003-04, the
city’ sper capitagrossdebt hasincreased by 19 percent, from $1,846to
$2,194. Per capitanet debt hasincreased by 34 percent, from $1,263
to $1,694.

Stateand county debt servicelimits

Limitsondebt provideboth el ected official sand taxpayerswith guidance
onacceptablelevel sof indebtednessandindicateacommunity’ s
commitment to prudent borrowing practicessothat essential public
servicesarenotjeopardized. TheCity and County of Honolulumust
abideby both stateconstitutional requirementsandcity debt policies.
Thecity’ stotal debt of $2.9billionisonly 3 percent of the$92.4 billion
innet tax-assessed real property valuefor FY 2005-06, far below the
Hawaii State Constitution’ sdebt limit of 15 percent for each county.
Thestateconstitutional limita soexcludesbondsthat havematured,
revenuebonds, special purposerevenuebonds, special assessment
bonds, reimbursablegeneral obligationbondsissuedfor specific
purposes, bondsguaranteed by thestate, and bondsissuedin

anti cipationof specificrevenues. Thus, whilethecity has$2.9billionin
total debt, only $1.62 billion of this—thegeneral obligationbondsplus
$3millioninother notespayable—aresubjecttothestate’ s
constitutional debt limit. Thecity complieswiththismethod of calculating
net outstanding debt.

In 1996, thecity council adopted Resol ution 96-26, Establishingthe
City' sDebt and Financial Policiesinresponseto bondrating
agencies’ concernsabout theimpact of thecity’ s* aggressivedebt plans’
andtheirimpactoncredit quality. Atthetime, 15percent of thecity’s
non-federal fundappropriationsweretiedto debt servicerequirements.
Topreservecreditquality, thepolicy established affordability guidelines
capping debt servicefor general obligationbondsat 20 percent of the
operating budget, and debt serviceondirect debt (excluding self-
supporting bonds) at 20 percent of general fundrevenues.

Whilethecity currently complieswiththislimit, thecity'sbudget
documentsreport debt serviceasan aggregateamount instead of

di stingui shing debt servicefromgeneral obligationandrevenuebonds.
Asaresult, total debt serviceisreported asexceeding 20 percent of the
operating budget asearly asFY 2007-08 (seeExhibit 1.2).
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Exhibit 1.2
Debt Service as Percentage of Operating Budget
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2001-02 2002-03 2003-04 2004-05 2005-06 2006-07 2007-08 2008-09 2009-10 2010-11

Debt Service as
Executive a Percentage of
Fiscal Operating the Operating
Year Debt Service Budget Budget
2001-02 $137,666,838 $1,083,962,152 12.7%
2002-03 153,168,219 1,116,000,464 13.7%
2003-04 201,899,027 1,169,082,681 17.3%
2004-05 193,413,088 1,228,961,020 15.7%
2005-06 235,100,413 1,361,210,036 17.3%
2006-07 270,400,000 1,425,300,000 19.0%
2007-08 302,800,000 1,495,900,000 20.2%
2008-09 323,100,000 1,555,900,000 20.8%
2009-10 346,000,000 1,620,100,000 21.4%
2010-11 362,100,000 1,644,000,000 22.0%

Sources: Executive Capital and Operating Budget adopted ordinances from
FY2001-02 to FY2005-06, projections from FY2006-07 to FY2010-11
from Executive Program and Budget for FY2005-06

Note: These budget documents do not distinguish between general obligation
and revenue bond debt service.
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Objectives of the
Audit

Scope and
Methodology

Wastewater revenue system debt servicelimits

Thewastewater system enterprisehasitsown set of debt andfinancial
policies, establishedin 1998in preparationfor fundingwastewater
systemcapital projectswithrevenuebondsinstead of general obligation
bonds. Thesepoliciesstatethat wastewater user rates.

“Will beset... toensurethat therevenuesgenerated by Sewer
ServiceChargesaresufficienttopay all operating, maintenance,
debt service, and capital costs, andtomaintainsufficient
operatingreserves, without relianceontheCity and County’ s
general taxesand other revenues.”

Thepoliciesal sostatethat:

“Toprovidefor thegeneration of adequaterevenuestofundall
debt servicepaymentsaswell astomeet al pay-as-you-go
capital needsandto provideinternal guidelinestoensurethe
enterprise’ sability tomeetitsdebt servicerequirements, thecity
intendstomaintaintarget revenues(excluding Wastewater
System Facility Chargerevenues) of 1.6times(160 percent of)
senior revenuebond debt serviceand 1.25times (125 percent
of ) debt servicefor all revenuebonds.”

Accordingtoaudited sewer fundfinancial statementsfor theyear ending
June30, 2004, debt servicecoverageexceeded therequirementsof
bond covenantsand city policies: ittotaled 471 percent onsenior
revenuebonds, 203 percent onrevenuebondsand 147 percentonall
debt.

Theaudit objectiveswereto:
1. Reviewandassessthecity’ sdebt servicepractices.

2. Makerecommendationsasappropriate.

ToassesstheCity’ sdebt servicespractices, wereviewedtheHawaii
State Constitution; Chapter 47, HRS, County Bonds,; Chapter 47C,
HRS, Indebtedness of Counties, Exclusions from the Funded Debt,
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and Certification Thereof; Chapter 49, HRS, Revenue Bonds; the
Hawai’ i Public Procurement Code, Chapter 103D, HRS; the Revised
Charter of Honolulu; the Revised Ordinancesof Honolulu; debt and
financia policiesfor thecity; Resolution03-59, CD1, thecity’ scurrent
amended debt andfinancial policy; and Resolution98-197,CD1, the
debtandfinancial policiesforthecity’ swastewater systementerprise.

Our review of thecity’ sdebt servicepracticesfor thethreemost recent
fiscal yearsof debt i ssuanceincluded documenting thedebt processfor
genera obligationandwastewater revenuebonds, whichcongtitutethe
majority of thecity’ sdebt. Our review did notincludeother debt such
aswater supply revenuebonds, dedicated general obligationbonds,
stateloanspayabl e, and specia assessment bonds. Thereview also
examinedthedebt-rel ated rol esof participating agencies. for genera
obligationdebt, the Department of Budget and Fiscal Services
Treasury, Fiscal/CIPAdministration, and Accountingdivisions; andfor
wastewater revenuebonds, the Department of Environmental Services.
Weinterviewed departmental anddivisional administratorsand staff
whosepositiondescriptionsentail ed debt-rel ated analysisand
monitoring. Wereviewedreportsonthecity’ sdebt, budget documents,
department communi cations, and rel ated documents. Wea soreviewed
transcriptsfor thecity’ sthreemost recent bondissuances.

Toidentify pertinentissues, wereviewed mediacoverageof Honolulu's
debtinparticular and of municipal debt generaly, aswell aspublished
academi c studi espertai ning to debt management practices. Our
assessment of best practi cesincluded research of municipal debt
practicesfromthe Government Finance OfficersAssociation (GFOA);
Nationa Advisory Council on Stateand L ocal Budgeting; National
Associationof Counties; National Associationof Local Government
Auditors; andtheMunicipal SecuritiesRulemakingBoard. Wea so
reviewedgeneral criteriapublished by thebondrating agenciesFitch,
Moody’ sand Standard & Poor’ saswell astheir reportson specific
ratingsgiventoHonolulubondsissued over thelastthreeyears.

Weal sointerviewed municipal debt andfinanceofficiaswhoare
membersof GFOA’ sGovernmental Debt and Fiscal Policy Committee
fromM ontgomery County, Maryland; Portland, Oregon; and San Jose,
Cdifornia. Inaddition, featuresof Honolulu’ sdebt policieswere
comparedtodebt policiesandreportsfromthesesamemunicipalities,
andother citieswhosebondratingswereequival enttoor better than
Honolulu' s“AA” rating: Denver, Colorado; Seettle, Washington; and
Scottsdale, Arizona
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Ourwork wasperformedinaccordancewith generally accepted
government auditing standards.
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The City's Management of Debt is Fragmented
and Some Practices May Be Contrary to the
City's Fiduciary Interests

Summary of
Findings

City administrationhasgenerally compliedwiththecity’ sdebt policies
andrefunded bondsat |ower interest ratesto reducefuturedebt service.
Inrecent years, theCity and County of Honolulu’ sconsistent“ AA”
bondratingshavebenefiteditsbondissuances, resultinginfavorable
borrowingterms. However, theavailability of relatively low-cost
financingover thepast threeyearsandthecurrent growthin property tax
revenuehasbeentempered by thesignificant debt serviceburdenonthe
city’ soperating budget. Debt servicehasgrownby 71 percentfrom

FY 2001-02 to FY 2005-06, compared to 26 percent growthinthe
operating budget asawhole. Toitscredit, thecurrent administration has
takenadditional stepstoaddresstheissue, suchasinstructingagencies
toreduceexpensesby 2.5percent and canceling$12millionin
unneeded capital projectsand$10.5millionincontract fundsthat were
encumbered before 1996 but never paid out.

Whilethesepotentially cost-saving measuresrepresent positivesteps,
comprehensiveand strategi c actionsareneededtoresolvethecity’s
debt management problems. Thecity’ scurrent debt operationis
fragmented, |acking comprehensivemanagement, planning, and
accountability. Inaddition, thecity’ suseof thesameprofessional
advisorsfor non-competitivebond sal esrai sesconcernsabout conflicts
of interest and unnecessary costs.

1. Responsibilitiesforthecity’ sdebt havebecomeafragmented
operation, overseen by twodifferent departments. Eachhasserious
resourceconstraints, of whichlittleisreported and accountability is
uncertain. Thecity hasgenerally compliedwithitsdebt policiesand
refunded bondsat |ower interest ratesto reducefuturedebt service.
Neverthel ess, thecity'sbudget documentsindicatethat debt service
could exceed 20 percent of itsoperating budget asearly as
FY 2007-08. Thecity hasno comprehensivestrategic planto
resolveitsdebt management problems.

11
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The City Lacks a
Comprehensive
Debt Management
Program

Bestpracticesin
governmental debt
management and
planning

2. Thecity’ srelianceonthesameunderwritersfor thepast threeyears
of bondissuance, usingthenegotiated salesmethod, raisesconcerns.
Contrary toindustry best practices, thecity hascontinuedtosell its
bondsnon-competitively andrelied onitsunderwriterstoserveas
financia advisors. Thishasleftthecity vulnerabletotheinterestsof
underwriterswhomay haveaconflict of interest between obtaining
thehighest possibleinterestyiel dsfor their bond purchasers
(investors) and seekingthel owest interest ratecost of financingfor
thecity sellingthebonds(issuer).

Responsibilitiesfor thecity’ sdebt arefragmented betweentwo
departments, of whichlittleisreported and accountability isuncertain.
Thecity administrationhasgenerally compliedwiththecity’ sdebt
policiesand hasrefunded bondsat lower interest ratestoreducefuture
debt service. Neverthel ess, city budget documentsindicatethat total
debt servicecould exceed 20 percent of theoperating budget asearly as
FY 2007-08. Administratorsoverseeingthecity’ sdebt reported having
other significant departmenta responsbilities, withstaff facing

cons derablelearning curvestomatchtheadministrators' debt
knowledgeand experience. Lackingacomprehensive, unified debt
management programand astrategic planto providefuturedirection, the
city council cannot effectively overseethecity’ sdebt program.

AccordingtotheGovernment Finance OfficersAssociation (GFOA), a
debt management policy improvesthequality of decisions, provides
justificationfor thestructureof debtissuance, identifiespolicy goals, and
demonstratesacommitment tolong-termfinancial planning. Debtlevels
andtheir related annual costsareimportant|ong-termobligationsthat
must bemanagedwithinavail ableresources. Assuch, GFOA
recommendsall stateandlocal governmentsadopt comprehensive
written debt management policies, review themat least annually and
revisethemasnecessary. A debt management policy shouldaddress
debtlimits, useof derivatives, debt structuring practicesand debt
issuancepolicies, asdescribedinthetablebel ow.



Chapter 2: The City's Management of Debt is Fragmented and Some Practices May Be Contrary to the City's Fiduciary

Interests

Exhibit 2.1

GFOA Recommended Practice for Debt Management Policies

Policy

Characteristics — policy defines:

Debt limits

specific limits or acceptable ranges for each type of debt. Limits are
generally set for legal, public policy, and financial reasons.

Use of
derivatives

v v v v Vv

how derivatives fit within the overall debt management program,
conditions under which derivatives can be utilized,

types of derivatives allowed and prohibited,

approaches for measuring, evaluating and managing derivative risk, and
methods for procuring and selecting derivative products

Debt structuring
practices

v

maximum term for debt instrument,

average maturity,

debt service pattern, such as equal payments or equal principal
amortization,

optional redemption features,

use of variable or fixed rate debt and limitations of use,

other structuring practices, such as capitalized interest, deferral or principal
or other internal credit support, including general obligation pledges

Debt issuance
practices

v

v v v Vv

criteria for determining sale method (competitive, negotiated, private
placement) and investment of proceeds,

criteria for issuance of advance and current refunding bonds,

selection and use of professional service providers,

comparative bond pricing services or market indices to be used as a
benchmark in negotiated transactions and to evaluate final pricing results,
use of credit ratings,

minimum bond ratings allowable,

determination of the number of ratings, and

selection of rating services

Debt
management
practices

guidance for ongoing administrative activities, including:

e investment of bond proceeds,

e primary and secondary market disclosure practices, including required
annual certifications,

e arbitrage rebate monitoring and filing,

o federal and state law compliance practices, and

o market and investor relations efforts

Source: Government Finance Officers Association

Toitscredit,in 1996 theHonol ulu City Council adopted Resol ution 96-
26, establishingthecity’ sdebt andfinancial policies. In 2003,
anticipating upcomingincreasesindebt servicepayments, twobillswere
introduced: onetolimitthecity’ soverall annual operatingbudget

13
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expenditures, andanother tolimit debt serviceexpendituresspecifically.
Thesebillswereopposed by the Department of Budget and Fiscal
Services, citingfearsthat bond rating agenciesmightinterpret debt
expenditurelimitsasanegativeactionthat could damagethecity’ sbond
ratingsandimpair itsflexibility tomanageitsfinancial affairs. Instead, the
department recommended that debt belimited during thebudgeting
process, by curtailing capital improvement projects.

Althoughtheadministrationfearedthat further restricting debt service
limitswould damagethecity’ sbondratings, acomparisonof similarly
rated municipalitiesshowsthat four out of fivelimittheir debt toten
percent or lessof general fundrevenues, comparedtoHonolulu’ s20
percent.
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Exhibit 2.2

Comparisons of Debt Service Limits in Other Municipalities

Voter GO Debt Net Present
City/County Debt Service Approval Principal Value* or Other
(GO Bond Limits Based on  Outstanding Required Repayment Savings Target
Rating) Revenue Debt Limit ? Target for Refunding
20% of general fund
revenues on direct None: GO
debt; 20% of 15% of taxable e 0 .
Honolulu (AA) operating budget for  assessed value No bt(:)ng; ll?;.tr‘esd 2% NPV savings
GO bonds, including Y
self-supporting bonds
Repayment of
principal on 5% NPV savings
long-term on advance
0 - 10
Portland, OR 10% of general fund 0'.75,/0 19 of general refundings, and
city’s taxable No e )
(AAA) revenues assessed value obligation debt:  $100,000 or more
20% in five in NPV savings for
years, 40% in  current refundings
ten years
3% of taxable GO bonds
0,
I:')A(;r‘]rer, co 5% o:e%irr]ﬂi fund assessed Yes limited to 15- 5% NPV savings
( ) property value year terms
18% of
o principal of . 0
Seattle, WA fgn/fj ‘ifutgéﬂtg (?l?)‘/e (/Eviiln 1.5% of city- total GO debt NErY bsoatl\r?r;%f/;ri:eﬁ)
' ’ wide assessed No within five
(AAA) seek to reduce to 7% and current
| value years; at least fundi
or less 35% within refundings
ten years
No, but NPV target
20% of po;i\(/::;;;nit establishedgat the
0 .
icz:ot';ii‘ale, 25% rgigﬁﬁ;atlng assessed Yes maturity of all s&%rt;ffiﬁg
( ) valuation outstanding get cycle,
bonds to 10 depending on
years or less market conditions
1.5% of full
Montgomer %-750
Coungt] MDy 10% of general fund  market value of No ‘\5/\(/)|tﬁn751(/)0 206 NPV savinas
AAA Y, operating budget taxable real ears 9
( ) property y

Sources: Bureau of Financial Services, Portland, Oregon; Department of Revenues, Denver, Colorado; Department of
Finance, Seattle, Washington; Department of Financial Services, Scottsdale, Arizona; Department of Finance,
Montgomery County, Maryland

*Note: Net Present Value refers to the future stream of benefits and costs converted into equivalent values today by
assigning monetary values to benefits and costs, discounting future benefits and costs using an appropriate
discount rate, and subtracting the sum total of discounted costs from the sum total of discounted benefits.
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Denver, Coloradoand Scottsdal e, Arizonabothrequirevoter approval
beforeissuinggeneral obligationbonds. Honolulurequiresonly acity
council vote. Threeof thefivemunicipalitiesspecified payout ratiosor
repayment targetsof 10yearsor less, and threeal sohad higher
thresholdsfor bond refunding or refinancingthan Honol ulu—fivepercent
innet present val uesavingscomparedtoHonol ulu’ stwo percent.
Denver, Colorado, whichsharesasimilar bondratingtoHonol ulu, not
only restrictsdebt servicebut al sothecity’ sability togeneraterevenue,
viatheTaxpayer’ sBill of Rights(TABOR) amendment totheColorado
StateCongtitution. AccordingtoDenver’ sfinancia policies,“TABOR
limitsthegrowthof revenuetotherateof inflation plusalocal growth
factor. If revenueexceedsthislimitation, thecity isrequiredtoreimburse
thecitizensor ask thecitizens[for permission] toretainrevenuethrough
voter approval.” AsExhibit2.2shows, thesemunicipalities debt
restrictionshavenot kept them fromearning bondratingsequal toor
higherthanHonolulu's.

Infact, thebond rating agency Standard & Poor’ sPublic Finance
Criteriastatesthat it:

“looksfor realisticdebt limitationsthat permit thei ssuer tomeet
itsongoingfinancia needs. A city near itsdebt limit hasless
flexibility tomeet futurecapital needs, but moreimportantly, may
beunableto meetitsneedsintheevent of anemergency.”

Standard & Poor’ sal so saysthat adebt burdenisusually considered
highwhen debt service paymentsrepresent 15t0 20 percent of
combined operating and debt servicefund expenditures. Thus,
Honolulu’ s20 percent debt servicethresholdishigh, bothinpolicy and
inpractice.

Similarly, thebondrating agency FitchIBCA'’ sLocal Gover nment
General Obligation Rating Guidelinesstates:

“Inrecentyears, moremunicipalitieshaveimplemented debt
affordability policy guidelinesestablishing debtissuance
limitationswithinexistinglegal limits.. . Principal indicatorsthat
havebeen usedtolimit debt or guideissuanceincludesdebt
serviceasapercentageof operating revenuesor expenditures
and direct debt asapercentage of the property tax base or
personal incomebase. Wheresuchguidelinesareadheredto
over timeand broadly usedinthebudget, planning, and general
decision-making processes, they areviewedfavorably asoneof
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The city’s current debt
operations are
fragmented

Interests

thebest practicesanissuer canemploy tostrengthenitscredit
postion.”

Fitchaddsthat management practi cesareimportant to predicting
favorablecredit performance. They canalsoadd stability toweak
credits, maximizingcredit potential . Conversaly, weak financia
management can negatively affect eventhestrongest economiesandlocal
government structures.

For example, California’ sbondratingincreasedfromA toAA dueto
improved debt management practices, sinceevery bond proposal is
accompaniedby aformal analysisof debt affordability. Inrecentyears,
suchprogramshaveearned prai sefrom bond-rating agenciesasbeing
fiscally prudent. A number of stateshaveal soanalyzedthelong-term
fiscal impact of adding new debt. For instance, faced withadecade-
longgrowthindebt, Florida’ slegidativeandexecutiveofficial sworked
withoutsideexpertstodevel opalO-year revenueand expenditure

outl ook agai nst whichtheadvisability of new debtisweighed. Their plan
istoreview and updatethe 10-year outlook annually. Similarly,
MarylandandVirginiahavebeen preparingformal debt analysisstudies
for decadesand haveenjoyed continuousA A A ratingssinceratings
werefirstingtituted, accordingto Standard & Poor’s.

Thus, Honol ulushouldbecommendedfor having debt andfinancia
policiesinplace, andfor complyingwiththeletter of thesepoliciesthus
far. However, fulfillingthecity’ soriginal intent of greater efficiency and
accountability remainselusive.

Current debt-rel ated responsibilitiesarefragmented and geared toward
making paymentsonexisting debt rather thanmanaging andcontrolling
overal debt. Whilemajor responsibilitiesrest withinthe Department of
Budget and Fiscal Services, administratorsintheFiscal/Capita
Improvement Program (CIP), Treasury and Accountingdivisionswere
quick toidentify theboundariesof their particular responsibilities. For
example, theFiscal/CIPDivisonevauatesandprioritizescapital
projects, butitsadministrator saysthat actual debtisultimately
determined by thefinancing devel oped by the Treasury Division. Inturn,
theTreasury Divisionmonitorscash accountsand estimatesbondissues
based onthecity’ scashneeds. However, thetreasury administrator
reportsitisinappropriatefor thedivisiontoestimatefuturebond
issuanceamountsbecausetheFiscal/CIPDivisiondoesnot provide
informationonupcomingcapita projects. Thus, bondamount estimates

17



18

Chapter 2: The City's Management of Debt is Fragmented and Some Practices May Be Contrary to the City's Fiduciary

Interests

arebased onthoseissuedinthepast, which may not beaccuratefor
futureneeds. Accounting Divisionadministratorsmay question
expendituresthat appear to beexceptionstothedebt policy. A letter
fromthedepartment’ sdirector withappropriatejustificationisfiledwith
individual requests, but such exceptionsarenot routinely monitored or
reported. Thus, nosingleentity claimsultimateresponsibility for
managingthecity’ sdebt.

Therolesof thevariousdepartments, asillustratedin Exhibit 2.3, areas
follows

*  TheDepartment of Designand Constructioncoordinatescapital
budget requestsfromvariouscity agenciesand submitsthem,
alongwithsupporting cost cal cul ationsand alternatives, tothe
Department of Budget and Fiscal Services Fiscal/CIPDivision.

*  TheDepartment of Environmental Services executiveass stant
prepares, managesand updates| ong-rangecapital improvement
proj ect costsand estimatestheti ming of expendituresover a20-
year periodaccordingtoitscapital improvement planand based
oninflation, capital outlaysand debt serviceprojections. The
department submitsitscapital budget directly tothebudget and
fiscal servicesdepartment director.

* TheDepartment of Budget and Fiscal Servicesissuesbudget
Instructionstothevariouscity agenciesaccordingtothemayor’s
priorities. Onceagency requestsarerecelvedfromthe
Department of Designand Construction:

1. TheFiscal/CIPDivisonevauatestherequestsand
recommendscapital project prioritiestothedirector of
budget andfiscal services. Thisdivisonasoevauates
informationfrombondsissuedtodeterminedeviationsfrom
proj ected and budgeted amounts, which aretakeninto
accountinthenextbondissue.

2. TheTreasury Divisonmanagesthecity’ scashandarranges
short-termfinancingasneededtomeet liquidity needs,
thereby determiningtheamount of debt needed to meet
obligationsintheupcomingfiscal year. Oncethecity council
adoptsthecapital budget ordinanceandresol ution
authorizingthebondissuancefor thetotal amount needed,
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theTreasury Divisionexecutesthebondswithass stance
fromcontractedfinancid firms.

3. Afterbondproceedsarereceived, theTreasury Division
depositsbond proceedsintotheappropriatefunds, andthe
Accounting Division poststheappropriateamountswithin
theaccounts, aswell asrecording expendituresfromthose
accounts.

19
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Exhibit 2.3

The City's Debt Process—Where Debt Service Comes From

BFS issues capital budget
instructions

BFS publishes annual
advertising notice for
municipal bond underwriters
and bond counsel

»

Y

DDC coordinates capital
budget requests for other
departments and submits
them to Fiscal/CIP Division;
ENV sumbits directly to the
BFS director

"~

Treasury Division convenes
selection committee to rank
underwriters and bond
counsel. BFS director
negotiates with top-ranked
firms

A

A 4

BFS performs debt
affordability analysis and
estimates bond requirements

Treasury Division manages
the city’s cash and ensures
the liquidity of each fund,
issues short-term financing
(tax-exempt commercial

Administration, BFS, DDC
and ENV determine overall
capital budget proposal and
proposed aggregate amount

of debt needed to finance

projects

paper) as needed to meet
capital needs prior to bond
issuance, and estimates
bond issuance terms for the
remaining cash needed for
the year

A

Council adopts capital
budget ordinance and
matching general obligation
bond debt authorization
establishing the maximum
amount of debt to be
incurred for the year

Bond counsel prepares
documents and ensures
compliance with applicable
federal, state and city laws

BFS and Treasury Division
determine actual bond issue
terms and submits draft bond

resolution to council

A

Council passes resolution for
specific bond amount, issues
and terms

Bond underwriters market
and sell bonds

Bond sale proceeds are
deposited in the city
treasury. Treasury Division
invests bond proceeds

Payments are made on tax-
exempt commercial paper
from long-term bond
proceeds

A

Treasury Division allocates
bond proceeds to various
funds according to budget

ordinances

Fiscal/CIP Division
incorporates debt service
into the city's proposed
operating budget in
accordance with bond
repayment schedule. ENV
incorporates debt service
into its operating budget

Source: Dept. of Budget and Fiscal Services and Dept. of Environmental Services

Note: Dashed lines indicate contracting process for bond counsel and underwriters overseen by Treasury Division
DDC = Department of Design and Construction, BFS = Department of Budget and Fiscal Services,

ENV = Department of Environmental Services




Chapter 2: The City's Management of Debt is Fragmented and Some Practices May Be Contrary to the City's Fiduciary

Interests

Oper ationsfocuson day-to-day, not compr ehensive, debt
management

Administratorsresponsi blefor debt from budget andfiscal servicesand
environmental servicescitethecity’ sdebt policiesastheonly policies
and proceduresguiding departmentsonthecity’ sdebt management.
Both Resolution 03-59 CD1, Amending the Debt and Financial
Palicies of the City, and Resolution 98-197 CD1, Establishing Debt
and Financial Policies Regarding the Wastewater System
Enterprise, statethat thepolicieswereestablished asguidelinesunder
which*thecity shall manage... itsdebt program”. However, thepolicies
haveno provisionsfor overall administration, operations, dutiesand
responsi bilitiesfor datagathering, debt analysis, planning, reportingor
monitoring.

Without specific parametersregarding acceptabl eexceptions, thecity
leavesitsalf opentotreating cash shortagesas* emergencies’ or
“unusual circumstances’, thereby alowingliberal useof CIPfundsfor
salariesand equipment. Financingsuchitemswithbondsroughly
doublesthecost of suchitemscomparedto payingwithcash. In
addition, budgetingfor such expendituresunder theguiseof acapital
project enablesthemtoundergolessscrutiny thanif they werepaidfor
withoperatingfunds.

Debt-related responsibilitiesar econcentrated between two
administrator swithinexperienced staff

AccordingtotheTreasury L eadership Council, thenatureof thetreasury
functionmakesitinherently vulnerabletorisks, increasingtheneedfor
internal controls. Contributingtothevul nerability of thetreasury’s
functionsare: transactionsinvolvinglargesumsof money, decisons
madeinandaffectedby volatilefinancial markets, time-critical
transactions, and complex financia instruments. WWhenmanaging debt
andinterest raterisk management, dependenceonalimited number of
personnel constitutesanoperational risk.

Atthecity, only twoadministratorshavecomprehens veingtitutional
knowledge, direct experienceandaconcentration of responsi bilitieswith
regardtothecity’ slargest bondissuances: thechief of the Treasury
Divisionfor general obligationbondsandtheexecutiveassistantfor the
Department of Environmental Servicesfor wastewater revenuebonds.
Althoughthecity reliesheavily onthesetwoadministratorsand hasa
significantinvestmentintheappropriateexecutionof their duties, thereis
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noformal successionplanor continuity provisionshouldeither of these
administratorsceasetheir employmentwiththecity.

AccordingtotheDepartment of Human Resources' classspecifications,
thetreasury chief isresponsiblefor overall activitiesof thecity treasury
involving:

e centralized cashmanagement;

* investmentand portfoliomanagement;
*  debtmanagementandfinancing;

* accountsreceivablesprograms;

* thecity’ sinsuranceneeds,

¢ planning, directingand coordinating activitiesof subordinates
involvedinavariety of functional aress;

*  makingdecisionsandtakingadministrativeactions,

* deveoping, evauatingandimplementing operating standards,
policies, proceduresand methods;

* preparing prospectusesfor thesaleof bonds;

* preparing, anayzingand maintainingfinancia reportsand
records,

* developingandmaintainingeffectiveworkingrel ationshipswith
governmenta agencies,

* preparing correspondenceandreports; and
* preparingannual budget reports.

WithintheTreasury Divisionthereisafunded positionfor anassistant
chief of treasury that woul d overseeboth accountsreceivableaswell as
thecash and debt management branches. Thepositionhasbeenvacant
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since1998. Inresponsetoacity council inquiry about theposition, the
budget andfiscal servicesdepartment director statedin April 2005that:

“Inassessingtheneedsof thedivision, itisapparent that the
depth of knowledgeand experienceintheareasof bond
Issuance, debt management andinvestment aresorely lacking.
Thetransactionsare(1) complex, requiringhighly specialized
expertise, (2) of sgnificantsize, involving hundredsof millionsof
dollars,[and] (3) extremely timesensitive. Currently, the
[treasury chief] independently performsor closaly control sall of
theactivitiesintheseareasduetothecritical natureof thework.
Attemptstodelegateall or aportion of theseresponsibilitiesto
existing staff havebeen unsuccessful. Without adequatebackup,
thecity exposesitself topossibledisruptioninoperationsand
potential costly delays. Lack of qualified applicantshasmade
thefillingof thisvacancy difficult.”

Duringthebudget process, the Department of Designand Construction
coordinatescapital project requestsfromvariousdepartmentsand
submitsthemtothebudget andfiscal servicesdepartment’ sFiscal/CIP
Division, whicheva uatesand prioritizesthevariousprojectsbefore
submittingthemtothemayor’ soffice. Whilethe Department of
Environmental Servicesreliesonthedesignand constructiondepartment
for project planning, designand constructi on, theenvironmental services
department bypassestheFiscal/CIPDivis onand submitsitsbudget for
wastewater projectsdirectly tothebudget andfiscal servicesdepartment
director.

Onereasonfor thisseparationisthewastewater system’ senterprise
status. Establishedin 1998, itsstatusenablesthewastewater systemto
issueitsownrevenuebondstofundits$2billion, 20-year capital
programand pay for themthrough sewer fund revenues. Prior t0 1998,
theseprojectswerefinancedthroughgeneral obligationbondfunds.
Another reasonfor theseparation of processesisthat anumber of
environmental services wastewater projectsaredictated by federal
consent decrees. If wastewater projectswerefunded with bonds, the
Fisca/ClPDivisionwouldeva uateenvironmental services' projectsto
determinewhether they follow thedebt policy. However, Fiscal/CIP' s
eva uationsand subsequent anal yseshavebeen compromisedinthepast
by lack of timely and compl eteinformationfromtheenvironmental
servicesdepartment.
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Theadministrator inchargeof environmental services budget and debt
statesthat thedepartment preparesitsowndebt affordability analysis
beforethebudget processandincorporatesdebt intoitsoperating
budget. Currently, thedepartment worksmostly withtheFiscal/CIP
Divisionregardinggeneral obligationdebtincurred beforethe
wastewater systembecameanenterprise. However, thedivision
contendsthat becausethemayor makestheultimatedecisiontoincrease
revenueby proposing higher sewer rates, thewastewater enterprise
shouldnot consider itself totally independent fromother city
departments.

Theconcentration of responsibilitiesisexacerbated by alack of debt
expertisewithinthe Treasury Divisionandenvironmental services
department staff. Threepositionswith nominal responsibilitiesfor debt
analysishaverecently beenfilled, but noneof thenew employeeshave
receivedformal trainingondebt sincetheir arrival. Bothtreasury and
environmental servicesdepartment administratorsreport their support
staff membersarel earning about debt i ssuancesand financethroughon-
the-jobtraining, asnonehaveprior direct experienceineither private
sector financeor governmental debt. Todate, noformal traininghas
beenplanned.

TheTreasury Divisionhastwo branches: cashand debt management,
andaccountsreceivable. Thelatter administersthecity’ sreal property
tax programand performshillingand collectionactivities.

TheCashand Debt Management Branch:
* receivesal moniesduetothecity, includingreal property taxes,
* depostscollections;

* maintainsrecordsof all bank deposits, withdrawals, debit
memorandumsandcashtransfers,

e controlsactivitiesrelatedtotheissuanceof al city checks;

* maintainsrecordsof authorizationsrel atingtothedi sbursements
of checks,

* investscity fundsand managesinvestment portfoliosfor thecity
andtheBoard of Water Supply;
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¢ anayzescashbaancesandcashflow projections;
* determinesamountstobeinvestedinvariousvehicles,
*  determinesthetimingandtermsof investments;

* maintainscentralized accountingrecordsfor cash, debt and
receivables,

* preparesrelatedfinancial statementsandreports;

* accountsfor and processesadjustmentsrel atedtotax appeals
andclaimsfiledunder theCity’ sReal Property Tax Relief
Program;

* maintainscustody of publicfundsandsecurities,

* ensuresproper collateralizationfor theprotectionof al city funds
heldby depositors;

* participatesinthesaleof bonds;

* preparesand maintainsdetailed recordsrel atedto each bond
Issue

e arrangesfor debt servicepayments;
* servicesbondhol dersand paying agents;

* ensurescompliancewithfederal Securitiesand Exchange
Commission, Internal Revenue Service, andstateandcity
regulatory requirements; and

* preparesnecessary reports.

Turnover among experienced staff and recent hiring exacerbatethe
disparity inbond and debt knowl edgeand experiencebetweenthecity
debt administrationandtheir staffs. Thenewly-hiredtreasury debt
analystisassignedtothecashand debt management branch. The
positionwasfilledinJune2005 but not staffed full-timeuntil September.
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Thecity’ sminimumaqualificationsfor thetreasury debt anayst position,
whichincludethefollowing:

e acombinationof educationandexperiencesubstantially
equivaenttograduationfromanaccredited collegeor university
withmajor work inbusinessadministration, finance, or aclosaly
relatedfield;

* threeyearsof professional experienceinresearching, compiling
andanayzingfinancia informationinsupport of anextensive
fiscal program, supplemented by oneyear of professiona
financia management experienceintheeval uation, purchaseand
sal eof bondsand securities, or managing adiverseinvestment
portfolio; and

* theabilitytogather, analyze, interpret and preparefinancia data;
evauateinformation, apply problem-solvingtechniquesand
makesounddecisionsrel atingtothecity’ sbondand securities
program; analyzestati stical tables, graphs, chartsand accounting
reportsand statements; understand andinterpret lawsrelatingto
thesaleof securitiesand government bonds; analyzeand monitor
bondissuancesfor compliancewithlaws, rulesandregulations;
and establishand maintai neffectiveand cooperativeworking
relationshipswithbond counsdl s, investmentsbanks, bond
insurers, consultantsandrating agencies.

Thenew analyst hasan accounting background and experiencewiring
paymentsto bankswhengeneral obligationandrevenuebondsaresold,
but will need additional trainingin other aspectsof thebond process, as
part of theresponsi bilitiesof thetreasury debt analyst position. Similarly,
thenew cash and debt manager, whowill supervisethetreasury debt
analyst, needstraining and experienceinthecity'sbondissuances. The
employeecurrently occupyingthispositionhasbeeninplacesince
January 2005 but continuedto perform previousdutiesasrevenue
collectionadministrator until June2005. Similartothetreasury debt
analyst, thisemployeewasnotinvolved with bondissuesasof thedate
of our audit; butinstead monitored and carried out transactionsrel ated to
principal andinterest paymentsonbondsal ready i ssued.

WithintheDepartment of Environmental Services, theexecutiveass stant
hasresponsi bilitiesthat invol veproj ectingexpendituresfor capital needs,
related financing, and assessing theimpact of financing on pricescharged
tocustomers. Hisstaff includesanadministrativeass stant who heads
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themanagement and budget section, handl esthedepartment’ soperating
budget and hel pspreparebond documents. Theadministrativeassistant
supervisesamanagement anayst, whohasbeeninthepositionsince
April 2005.

TheU.S. Government Accountability Office(GAO) definesinterna
control asamajor part of managinganorgani zation, comprisingthe
plans, methodsand proceduresused to meet themissions, goalsand
objectivesof performance-based management. Internal control
monitoring should assessthequality of performanceover timeand
generally bedesignedtoassurethat ongoing monitoring occursinthe
courseof normal operations.

Resolution03-59 CD1 statesthat theoriginal intent of thecity’ sfirst
formal debt andfinancia policieswasto* reengineer city governmentto
makeit moreefficient, responsive, and accountable,” and Resol ution
98-197 CD1, Establishing Debt and Financial Policies Regarding
theWastewater SystemEnterprise, saysthat policiesareintendedin
partto”identify potentia financia risksandmitigateagai nstthem.”
However, noneof thecity administratorsweinterviewed articul ated that
thecity hasestablished or plansto establishacomprehensivedebt
management program concerned withtheimpact of debt oncurrent
operations, debt planning and assessment, or accountability for theuseof
moniesobtaned from bondissuances.

Debt-related repor tsar einadequateand hinder accountability

Thecity’ sFY 2005-06 Executive Program and Budget reportsthat total
debt service paymentsareexpected to exceed 20 percent of the
operating budget by 2007-08. Thethresholdiscitedwithinthecity’s
debt policiesasadebt aff ordability measure, butineffect capspayments
for debtsalready incurred, rather than actingasatool withwhichto
measureand managethecity’ sentiredebt. Intheabsenceof periodic
reporting and analysescontai ning other benchmarks, thecity cannot
reliably determinewhether itismanagingitsdebt beyondthis
measurement. Without acomprehens vedebt management program, the
city’ sfocusislimitedtomaximizingannua spendingwithout exceeding
debtlimits,

Existing debt-related communi cationsprovidenoframework for
reporting progresstoward achieving specificgoal sor futureplansto
addressconcerns. | nformationand communi cationareconsi dered part
of theGA O’ sInternal Control Standards, whichstatethat:
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“Pertinentinformation should beidentified, captured, and
distributedinaformandtimeframethat permitspeopleto
performtheir dutiesefficiently. Effectivecommunicationsshould
occur inabroad sensewithinformationflowing down, across,
anduptheorganization. Inadditiontointernal communications,
management shoul d ensurethat thereareadequate meansof
communicatingwith, and obtai ninginformationfrom, externa
stakehol dersthat may haveas gnificantimpact ontheagency
achievingitsgoals.”

Currently, theDepartment of Budget and Fiscal Servicesissuesa
number of separatereportswithrespect tothecity’ sdebt:

e anannua summary of total indebtednessrequired by Section
47C-2,Hawaii Revised Statutes(HRS), and updateseachtime
thecity issuesbonds, asrequired by Section47C-3, HRS;

* official statementspresentedto potential investorsfor eachbond
offering;

* tabulationswithintheComprehensiveAnnual Financia Report,
includingratioof direct bonded debt to assessed valueand
popul ation; computation of legal debt marginandauthorized but
unissued bonds; and ratio of debt servicetogeneral government
expenditures,and

* adhocreportsasrequested by thecity council, such asthe
impact of additional Cl Prequestsonlong-termdebt.

Whilethedepartment devel opsanumber of reports, itsown staff
membersrecognizethat not all reportsarereader-friendly. Inaddition,
they acknowledgedthat thevariousreportsaredeliveredinsuch
piecemeal fashionthat they donot appear tofacilitatethecity council’ s
decision-making. Intheabsenceof specificlegidationpertainingto
elementsof acomprehensivedebt report, thecouncil cananticipatesuch
piecemeal reportingwill continue.

Incontrast, the City of Portland, Oregon, whichwasprai sed by boththe
GFOA andtheNationa Advisory Council on Stateand L ocal Budgeting
for itsdebt management policies, generatesreportsfromacentralized
Debt Management Office. Theofficeisresponsibleforall thecity’s
bondissuances, fromgeneral obligationto sewer revenuebonds, and has
threefull-timestaff memberswhomanagethecity’ s$2.2billionin
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outstandingdebt. Asidefromdebtinformationsubmittedfor budget
purposes, theofficeissuesamonthly debt management report regarding
variousaspectsof thecity’ sdebt. Inadditiontototal outstanding debt
by variouscategories, the22-pagereport for October 2005includesthe
percent of debt maturinginthenext 5to 25yearsfor each typeof bond,
historical outstanding debt for thepast 10years, debt activity inthepast
12monthsintermsof additions(new money bonds, refunding bonds,
notes, andlineof credit draws) and reductions(bondsmatured, bonds
redeemed prior tomaturity, bondsrefunded, andlineof credit
reductions), debt service paymentsfor thenext 12 monthson each bond
issued, futuredebt serviceand current ratingsonthecity’ sbonds.

Similarly, theCity of San Jose, Californiahasprepared annual debt
reportsfor thepast 14 years, separatefromvarioussummariesand
schedulesincludedinthecity’ sCAFR and budget documents.
Accordingtothe San Josedebt administrator, thereportsarewrittenin
plainlanguagetoclarify debtjargon, thereby communicatingtocity
council membersandthegeneral publicvariousaspectsof thecity’s
debt, debt activities, and futureplansso they can better understand how
their money isbeing spent. San Joseal soissuesupdated quarterly debt
reportstothecity council andthe® Making Government Work Better”
committee.

Accountability for practicesthat violatethecity’ sdebt policy is
limited

TheGAOstatesthat internal controlsshouldprovidereasonable
assuranceof compliancewithapplicablelawsandregul ations, meaning
thepreventionor prompt detection of unauthorized acquisition, useor
dispositionof anagency’ sassets. Thecity’ sdebt policiesstipul atethat
debt should not beused tofinance ongoing operational costs; andthat
whenever possible, thecity must pursuealternativesourcesof fundingin
order tominimizethelevel of debt. Thepoliciesdonot requirereporting
of individual or aggregatedinstances; nor dothey requirethecity totrack
actual expendituresof “operational costs’, suchaspersonnel costs.
Thismakesit difficult todetect and monitor theprevalenceandfiscal
impact of using debt financing for operating expenditures. However, we
foundthat likeHonolulu, other municipalitiesallow certainsa ariestobe
includedincapital cogts.

InApril 2002, thecity council adopted Resolution02-101 CD1, revising
thecity’ sdebt policy toallow contractsto hireengineeringand design
professional sunder personal servicescontractswithdefinitetermination
datestobeincludedwithinthecapital budget. InJuly 2002, corporation
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counsel determinedthat other rel ated services, suchastechnicians,
clerksand draftsmenwhowork under engineeringanddesign
management servicespersonal servicescontractscoulda sobeincluded
incapital costs. From FY 2002-03 to FY 2004-05, two city agencies
(designand constructionandtransportation services) reportedthey paid
atotal of 21 employeeson personal servicescontractsusingcapital
funds. Thedepartmentsreportedthetotal cost of thesesalarieswas
approximately $1,706,349—including $6,654 for asenior clerk typist.
For FY 2005-06, the Department of Environmental Servicessought and
received approval to userevenuebond fundstotaling $156,672for the
salariesof threeof itspermanent engineerswhowork onthe
department’ scapital programs, aswell as66 of the Department of
Designand Construction’ swastewater engineers, inspectors, technicians
andthreesecretariesfor FY 2005-06, totaling $3,434,693. For

FY 2005-06, acombinedtotal of $3,591,365incity salarieswill bepaid
withwastewater revenuebondfunds.

Theadministrator estimated that sal ariesfinanced withfundsfroma30-
year bond cost doublewhat they would costincash. However, thistype
of financing also affectsrateincreaseschargedto customers. For
exampl e, financingaproject withcashcouldresultinarateincreaseof
30centsamonth, whileborrowingand payingthecost of theproject
over a30-year period could reducethat increaseto 3 centsamonth. In
keepingwith principlesof intergenerationa equity, if theuseful lifeof a
projectis50years, then spreading out thecostsover timemay bemore
appropriaterather than overburdening current customers.

Whiletheadministrator initially stated that adebt servicecostanalysis
wasperformedfor thesa ariesof theanticipated city empl oyeesfinanced
withsewer revenuebondfunds, wewerelater told thisanalysiswasan
internal document and could not befound. Theenvironmental services
departmentindicatedit plansto goback to payingthosesalarieswith
cash by FY 2008-09 or FY 2009-10. None of the budget and fiscal
servicesdepartment administratorsindicated any futureplanstoreturnto
payingany or al salarieswith operatingfunds. Neither budget andfiscal
servicesnor theDepartment of Designand Construction mentioned any
plantoreturntousing operatingfundsfor salariesoncethecity’ s
economicconditionimproves. Wemaintainthat whileallowableunder
thecity’ sdebt policy, thecity shouldwork toward aternativestofunding
salarieswithbondfundsandthuslimit unnecessary additionstothecity’ s
debt service.
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Thecity’ sdebtandfinancial policy alsospecifically limitscapital coststo
thosethat donot recur annually. 1t advisesthat equi pment having aunit
cost of $5,000 or moreand an estimated servicelifeof fiveyearsor
more, except for equi pment funded with cashfromthe Sewer Fund,
shouldbeincludedincapital costs. Itemswhoseindividual costisless
than $5,000 may befundedinthecapital budget if they areaggregated
and madeanintegral part of aproject costing $25,000 or more, and the
estimated servicelifeof every major componentis5yearsor more. The
examplecitedinthepolicy isaprojecttoreplaceall of thelight polesina
neighborhood or aprojecttoreplaceapark’ sfacilities,including
playgroundequipmen.

Thecity’ scurrent recordkeeping andtracking systemmakesitdifficultto
identify whether expenditurescomply withthesepolicies. Duringour
audit, theDepartment of Budget and Fiscal Services Accounting
Divisioncreated acustomized computer programtoextract information
fromthecity’ saccounting system, showing that expendituresbel ow
$5,000arenot routinely monitoredfor compliancewiththedebt policy.
Wefoundthat expenditurereportslackedthenecessary detail toidentify
what wasactually purchased withthefunds. Reportingonstandard
formswasincons stent, with somerecording dollar amountsper itemand
othersmerely aggregatetotals.

Weexaminedvariousrecords, includingthecity’ sClI Pequipment
journal, CIPligquidated encumbrancereports, and unbudgeted equi pment
requests, and foundthat someof theappropriationsfor major equi pment
during FY 2002-03to FY 2004-05 wereexpended on equi pment val ued
atlessthan $5,000 and for equipment rentals. Theseincluded:

e teakfurniturefortheHonoluluZooemployeeloungeva ued
between $170 and $1,595 each, $140 for 10 packages of teak
cleaner;

* variouspower toolsranging fromanimpact wrench ($233), 29-
piecesocket wrench set ($770), cordlessdrill ($161),anda
one-halfinchdrill ($125);

e 20mountainbikesthat cost $1,132 eachfor theHonolulu Police
Department;

* volleyball equipment,including 10 cartsat $260 each, 11 setsof
volleyball equipment—including nets, pads, boundary tape,
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The City’s Reliance
on the Same
Underwriters for
Negotiated Sales
Raises Concerns of
Conflict of Interest
and a Potentially
Costly Impact

antennas, aggregated withrefereestandsfor district parks
totaling $55,076 for the Department of Parksand Recreation;
and

* quarterly paymentsfor Pitney-Bowesmachinesof $353and
$363.

Theuseof CIPfundsfor equipment— particul arly expendituresfor
unbudgeted equi pment, thosewith nodescriptionlisted, andthose
categorized as* equipment not classified” — needstobeaddressed. To
reduceunnecessary additionstothecity’ sdebt service, equipment
purchaseswarrantfurther review.

Thetreasury chief saidthecost of debt serviceresultingfromfinancing
salariesor equi pmentisnot communi cated totheexecutiveagencies.
Furthermore, thedecisionto usecash or borrowed fundsdependson
prioritizationof needsandisultimately madeby themayor andthe
budget andfiscal servicesdirector. If they determinethat aproject or
equipment isneeded, thetreasury chief saidit wouldbeprudentto
providethefundingforit. Thisrationaeminimizesdepartmentsinputin
discussionsregardingwhat thecity canafford prior todecidingwhether
tobuild projectsor acquirespecificequipment. Incontrast, theCity of
SanJose, California'sDebt Management Programservesinafinancia
advisory roletoother city departments.

Thecity hasreliedonitsunderwriters, withwhomit hasalongstanding
relationship, to providevariousservicessuchasnegotiated bond sales,
financial advice, andinformation. Inexperienced Treasury Divisonstaff
havea soreceivedtrainingmateria sfrominvestment professionas.
Whiletheseservicesmay beconveniently obtainedfromknownfirms,
thepracticeof obtai ning such servicesfromtheunderwritersispotentially
contrary tothecity’ sfiduciary interests. Thebudget andfiscal services
department’ sadministratorshavejustifiedtheuseof non-competitive
negotiated bond salesascost-effectivedueto 1) theservicesprovided
by underwriters, 2) greater flexibility intiming bond sales; and 3) greater
control over selectingunderwritersfamiliarwithHawai’ i’ seconomy.
However, boththe Government Finance OfficersAssociation and
independent academi cresearchersrecommend theuseof competitive
sal esbecausethey providegreater accountability and cost-effectiveness
thannegotiated sales. Moreover, thepracticeof usingunderwritersas
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financia advisorspresentsaconflict of interest accordingtothe
Municipa SecuritiesRulemaking Board (board).

Theboardisaself-regulatory organization created by Congressin1975
that writesrulesregulatingthebehavior of bank and securitiesfirm

deal ersinthemunicipal securitiesmarket toprotectinvestorsand public
interest. Theboardissubjecttooversight by the Securitiesand
Exchange Commission (SEC) anditsruleshavetheforceand effect of
law oncethey areapproved by the SEC. Therulesareenforced by the
National Associationof SecuritiesDealersfor securitiesfirmsandby
variousbank regulatory agenciesfor bank dealersand by the SEC.

Theboard’ sRuleG-23, establishedin 1977, precludesunderwriters
fromsimultaneoudly serving asfinancial advisorsinorder to prevent
conflictsof interest. Asafinancial advisor,amunicipal securities
professional actsinafiduciary capacity asanagent for thegovernmental
unitissuing bonds, andwould normally seek toachievethelowest
possibleinterest cost for theissuer. Anunderwriter, ontheother hand,
actingasprincipal foritsownaccount, would normally wanttoestablish
higher interest-rateyieldswhichmakethesecuritiesattractivefor resale
toothers.

TheDepartment of Budget and Fiscal Servicesstatesthatit hasnever
used underwritershiredfor anegotiated sal easfinancial advisorsonthat
samesale. Thus,itsrelationshipwithitsunderwriter doesnot constitute
afinancial advisory relationship. Whilethismay conformtotheletter of
thelaw, wemaintainthat thedepartment'sindependenceonits
underwritersrisksviolatingtheintent of RuleG-23.

Inacompetitivesale, anissuer (thecity) solicitsbidsfromunderwriting
firmsto purchaseitsbonds, and sellsitsbondstothefirmor bond
syndicateofferingthemost beneficial terms—e.g., thebidwiththe
lowest trueinterest cost, and other factors. Trueinterest costisdefined
astherate, compounded semi-annually, whichisnecessary todiscount
principal andinterest paymentsontheir payment datesback tothe
purchasepriceof abondissue. Thetrueinterest cost takesinto account
thetimevalueof money by givinggreater weight toearlier debt
payments. Thecompetitiveprocessaffordsanissuer someassurance
that bondsaresold at thelowest interest cost givenitsbidders
assessmentsof market conditionsonthat particular day. Competition
providesanincentivefor underwriterstosubmitthemost aggressivebid
at whichthey expect tobeabl eto successfully market bondsto
investors. Thecompetitiveprocessresultsinanoutcomethatis
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defeng blefor publicofficia sand canminimizeconcernsregarding
whether thebest pricewasobtained for bondsissued.

Bondsareal so sold onanon-competitive, negotiated basis. Under this
method, anissuer grantsanunderwriter theexclusiverighttosell the
issuer’ sbonds. Negotiated salesarerecommendedwhenanissueris
selling bondsthat arenot readily accepted or havesecurity risksor
structural featuresnot commonly foundinthemarketplace. Examples
includevariableratedebt i ssuancesandlarge, complicatedissuancesin
whichmoredetail sneedto beexplainedto potential investors, suchasa
$400millionsolidwasteresourcerecovery bond or tax-increment bond
tiedtocomplex property laws.

Interviewswithindustry profess onal sreveal edthat thefrequency of
Honolulu’ stwiceyearly bondissuances, generd obligationbonds
backed by unlimitedtaxingability, andwastewater revenuebonds
backed by revenuesfroman essential serviceinwhichthecity hasa
virtual monopoly, areneither rarenor unfamiliar tothemunicipal bond
market, neither risky nor complicated astorequireextensiveeducation
of potential investors. Onefinancedirector saidthat evenasmaller
locality that issuesbondsevery six or sevenyearscould usea
competitivesalesmethod andstill educatethemarket priortoasale
using conferencecalls(for example) todiscloseneededinformationand
allow potential investorstoask questions.

Hawai‘i County recently completeditsfirst competitivebondsalesince
1996. It provided positiveresultsinthat it received tenbidsfor its$50
millionbond offering on February 8, 2006. Thecounty reportedthat it
paidlower feestothebanksthat wontheright tounderwritethedebt by
offeringthelowestinterest cost at theauction. Whilethecounty'sfina
analysisof savingsispending, they believethat thesalewent well enough
toconsider competitivesal esfor futurei ssuances.

Inanegotiated sale, anunderwritingfirmissel ected early inthebond
Issuanceprocess, beforetheissuer hasfull knowledgeof thetermsof the
sale. Onceselected, theunderwriter assiststheissuerinall tasks
necessary topreparefor thesal e, including devel opingastructurethat
meetsinvestor needs, preparing bond documents, undertaking pre-
marketingactivitiestobuildinvestor interestinthebonds, and sellingthe
bondstoinvestors. Theissuer negotiatesapurchasepricefor thebonds
withtheunderwriter at thetimethebondsaresol d.
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The city’s use of non-
competitivebond sales is
potentially costly

Thetreasury chief saidthat onefactorinHonolulu’ suseof thenegotiated
methodfor bondissuesin FY 2004-05wasduetorefinancing existing
debt, or refunding, whichisamorecomplicated processthanissuing new
debt. However, membersof the Government Finance Officers
Association (GFOA) debt committeewhomweinterviewed disagree
that refundingistoo complicatedfor acompetitivesale. Onefinance
director saidthat al eight refundingissueshiscounty hasdoneover the
last six yearshad been donecompetitively, and thecounty exceededits
savingstargetsevery time. A debt manager saidthat whiletheir county
had used negotiated sal esfor bondsthat weretied to complex property
tax lawsneeding moredetailed explanationtoinvestors, arecent first
attempt at using thecompetitivemethodfor thesametypeof
complicated bond had been successful.

The GFOA recommendsthat thecompetitivemethod of salebechosen
when conditionsfavoringthismethodarepresent, suchasthemarket’ s
familiarity withtheissuer; acreditrating of A or better; and debt backed
by theissuer’ sfull faithandcredit (i.e., general obligationbonds) are
present. Based onresearchandinterviewswithadministratorsbothin
Honoluluandother municipalities, wefoundthat thecity meetsall of
theseconditions, asshownby Exhibit 2.4.
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Exhibit 2.4

Seven Conditions Favoring Competitive Bond Sales

Condition

Has Honolulu Met This Condition For The
Past 3 Years of Bond Issuance?

1. The market is familiar with the issuer, and
the issuer is a stable and regular borrower
in the public market

Yes. Honolulu has issued one general obligation
bond per year and one wastewater revenue bond
every two years

2. There is an active secondary market with a
broad investor base for the issuer’s bonds

Yes. Administration has reported a strong demand
for Honolulu’s bonds among both local and
institutional investors

3. The issue has an unenhanced rating of A
or above or can obtain a credit
enhancement prior to competitive sale

Yes. Honolulu's credit rating has been A or better

4. The debt structure is backed by the
issuer’s full faith and credit or a strong,
known, or historically performing revenue
stream

Yes. General obligation bonds are backed by the
city’s full faith and credit. Wastewater revenue
bonds are backed by an essential service for which
the city has a virtual monopoly

5. The issue is neither too large to be easily
absorbed by the market nor too small to
attract investors without a concerted sales
effort

Yes. Bond sales have ranged from $152.8 million
to $371.8 million per year. Total municipal bond
market is $2 trillion

6. The issue is not viewed by the market as
carrying complex or innovative features or
requiring explanation as to the bond’s
soundness

Yes. General obligation bonds and wastewater
revenue bonds are common to the market

7. Interest rates are stable, market demand is
strong, and the market is able to absorb a
reasonable amount of buying or selling at
reasonable price changes

Yes. Interest rates on municipal bonds have
fluctuated within 78 basis points for the past three
years; 100 basis points equals one percent

Sources:

Government Financial Officers Association, Official Bond Statements from FY2002-03 to FY2004-05

City and County of Honolulu press release November 4, 2005, Bond Buyer Bond Index
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Inbothinterviewswithour officeand subsequent mediaarticles, the
city’ sadministration hasdefendeditsuseof non-competitivebondsales
by citingthestatisticthat 81 percent of municipal bond salesnationwide
areconductedthrough negotiated means. However, far frombeingan
acceptablejudtification, thehead of publicfinanceattheU.S. Securities
and Exchange Commissionhasexpressed concerninthemediaover
decreasing competitivesal eswithinthemunicipal bond market.

Inaddition,a2001 Missouri auditfoundthat, of thestate’ s$1.7 billionin
bond sales, 87 percent weresold non-competitively. Thisresultedin
$83.2millioninexcessinterest costs(based on 0.38 percent difference
inaverageinterest ratesbetween privately sold bondsand competitively
soldbondsmultiplied by total bond salesand anaveragelifeof the
bondsof approximately 10years). Thus, what appearstobeasmall
differenceininterestratesover aperiodof timecouldresultinsubstantia

savings.

Duetodifferencesinstatelawsand economicfactorssuchasstate
incometax levels, thesetypesof comparisonsaremoreaccuratewhen
conductedwithinthesamestate. Thus, theMissouri study methodol ogy
couldnot beduplicatedinthisaudit duetotheabsenceof competitively
soldbondsinHawaii.

However, academic studiesspanning 20 yearsof researchhaveshown
that competitivesal esresultedin cost savingsover negotiated salesin
termsof basispoints, or changesininterest ratesbasedon 1/100 of 1
percent. AsillustratedintheMissouri audit, adifferenceof 0.38
percent, or 38 basi spoints, multiplied by $1.7 billionover anaverageof
10years, added uptosignificant savings.

* InOregon,inastudy of 210general obligationbondssoldboth
competitively andthrough negotiated means, competitivebids
resultedinatrueinterest cost that was29 basi spointslower than
negotiated sales. Themorebidsreceived, thehigher thesavings:
fourtofivebidsresultedin32.9 basispoint savings, whilesix to
sevenbidsresultedinsavingsof 52.6 basispoints.

* InNew Jersey, after alegationsthat anunderwriter funneled
money fromarefundingissuetoacompany ownedby anally of
thegovernor, thegovernor required that most statebondissues
besol dthrough competitivebidding, andencouraged similar
actionsfor all issuinglocalities. After asubsequent policy
restricted negotiated sales, astudy of 148 bondsshowed that
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The Treasury Division
has consistently
identified the same
underwriters as the best-
qualified
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competitively soldrevenuebondshad anaveragecost advantage
of 35basispointsover negotiated sales. AsinOregon, the
study foundthat i nterest cost savingsincreasewiththenumber of
bidsreceived, averaging 4 basispointsper bid. Onaverage,
competitivesaleswerenomorecostly toissuersthannegotiated
sdes.

* Inthehospital bond market, astudy of 4,576 bondsestimated
that thetrueinterest cost woul d declineby 54 basi spointsif the
percentageof competitiveissuesrosefromitscurrentvalueof 7
percent to 100 percent.

Whilethesestudiesal soacknowledgetherearespecia circumstancesin
which negotiated sal esmay benecessary, they concludethat thecurrent
prevalenceof negotiated salesmakesitunlikely that all suchsales
occurringtoday, whichconstitutethemajority of themunicipal market,
aretoo risky or too unusual to be put out to bid. Onereason cited for
theincreased useof negotiated salesisan* informationasymmetry”
betweenissuersand underwriters, withthoseinthemarketsonadaily
basi spossessingapotential advantageintheir knowledgeof pricesand
market conditions. Without acompetitivemeanstobaanceoutthis
information, issuersareat adisadvantage.

AccordingtotheGovernment Finance OfficersAssociation (GFOA),
issuersmust decidewhichmethod of salewill resultinthelowest cost for
their debt and achieveother important policy objectives. TheGFOA
recommendsthat thecompetitivemethod of salebechosenwhen
conditionsfavoringthismethod of salearepresent. Thismethod of sale
ensuresthat anunderwriter hasearnedthejobthroughacompetitive
processbased upon an obj ective, mathematical cal culation.

Onedisadvantageof negotiated sal esisthepotential chargeof favoritism
toward particular firmschosentounderwritethebondissue. Thisisof
particular concerndueto scandalsinother statesinthe1990sinvolving
financefirmswhichillegally soughttoobtainunderwriter statusfor large
bondissuances. Weareneither aleging, nor didthisaudit uncover, any
indicationsof illegal activity. Neverthel ess, thereshouldbeconcerns
about propriety inthemunicipal bond market overal; thoseconcerns
shouldcompel thecity to balancetheperspectivesof itsunderwriter with
thoseof other expertsandindependent sourcesof information.
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A budget andfiscal servicesdepartment administrator saidthat thecity
usesthenegotiated methodinorder to havemorecontrol over selecting
anunderwriter withtheright skills, serviceand expertise. Inmany cases,
theadministrator said, theunderwriter knowsmoreabout thecity’s
economy and operationsthantheadministrator does. Another
administrator said that underwritersused by thecity know peoplewithin
therating agenciesand can addressconcernsabout thecity’ scredit, for
example. However, industry expertsweinterviewed said thesetypesof
salespitchesarecommonly employed by underwritersnationwide. They
cautionedissuerstoremember that underwriterswill structuredeal sto
their ownbenefit. Onefinancedirector saidit wasinappropriatefor
underwriterstodeal withratingagenciesontheissuer’ sbehalf.

For thepast threeyearsof bondissuances, thecity hasreliedonthe
sameunderwriter (UBSFinancia Services, aseither senior manager or
co-manager) andthesamebond counsel (Orrick, Herrington & Sutcliffe
LLP). Underwritersand bond counsel aresel ected by thebudget and
fiscal department usingtherequest for quaificationsor qualifiedlist
method pursuant to the Hawaii Public Procurement Code, HRS
Section 103D-304(d) and Chapter 3-122, Subchapter 7 (Source

Sl ectionand Contract Formation), Hawaii AdministrativeRules. The
sel ectioncommitteecons sted of thetreasury chief and two staff
members, who ranked senior managersaccordingtoexperienceand
professional qualifications, past performanceonprojectsof smilar
scope, capacity toaccomplishwork intherequiredtime, and subsequent
supportservices.

For FY 2004-05, thebudget and fiscal servicesdepartment’ srecords
showthat thelist of qualifiedfirmsfor bond counsel includesfour
companies. Threewerelistedasqualified managing underwritersfor
bothgenera obligationandwastewater revenuebonds: Citigroup,
Merrill Lynch,and UBSFinancial Services, Inc. Thesamethree
companieswerea sonamed, alongwithsix other companies, asqualified
co-managers(seeExhibit2.5).
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Exhibit 2.5

Underwriters and Bond Counsel Used for the Past Three Years of Bond Issuance

Managing

Bond : Bond Counsel
Underwriters
. e Citigroup . .
Wastewater System Revenue Bonds Senior . ) e Orrick, Herrington &
Series 2005A and 2005B ($152,815,000) °;BS, Financial Sutcliffe LLP
ervices

Honolulu General Obligation (GO) Bonds Services

2005A-D ($371,770,000)

e UBS Financial

Orrick, Herrington &
¢ JP Morgan Securities Sutcliffe LLP

¢ Merrill Lynch & Co.

Honolulu GO Bonds Series 2004A, B, and C e UBS Financial

($321,620,000)

Orrick, Herrington &
Services Sutcliffe LLP

Honolulu GO Bonds 2003A ($250,000,000)

e Citigroup Global

Markets Inc. e Orrick, Herrington &
¢ UBS Financial Sutcliffe LLP
Services

Source: Official Statements and Bond Transcripts from FY2002-03 to FY2004-05

Usingunderwritersasthecity’ sfinancial advisor screatesa
conflict of interest

Thechief of theTreasury Division stated tousthat, inthecourseof
negotiated sales, thecity’ sunderwritersal sofunctionasfinancia
advisors. Thiscreatesaconflict of interest accordingto Rule G-23 of
theMunicipal SecuritiesRulemaking Board, theregul atory agency for
firmsinvolvedinunderwriting municipa bonds. Inits1977 noticeof
filing, theboard stated:

“Inanegoti ated sal esituation, theel ement of competitionamong
prospective purchasersisabsent, and thefinancial advisor whoa soacts
asunderwriter or purchaser inaprivateplacement doessowith
substantial conflict of interest. TheBoard believesthat theexistenceof
thisconflictiscontrary tothefiduciary obligationsof themunicipal
securitiesprofessional asafinancial advisor totheissuer andisnot

cons stentwiththepublicinterest.”
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Asmentionedearlier, oneexampleof thisconflictisthat asanagent for
theissuer, anindependent financial advisor wouldnormally seekto
achievethelowest possibleinterest cost totheissuer; butwhenactingas
aprincipal for itsownaccount, anunderwriter would normally seek to
establishhigher yieldstomakethesecuritiesattractivefor resaleto
others. Inanother example, if anunderwriter hascustomerswithlarge
amountsof securitiesto beissued, theunderwriter may betemptedto
advocatealarger issuethanwhat may beinthebest interestsof the
issuer; conversaly, anunderwriter might advocateasmallerissueif its
owncustomers' interestisnot strong.

TheDepartment of Budget and Fiscal Servicesstatesthatithasnever
used underwritershiredfor anegotiated sal easfinancial advisorsonthat
samesale. Thus,itsrelationshipwithitsunderwriter doesnot constitute
afinancial advisory relationship. Whilethismay conformtotheletter of
thelaw, wemaintainthat thedepartment'sdependenceonits
underwritersrisksviolatingtheintent of RuleG-23.

AccordingtotheGovernment Finance OfficersAssociation (GFOA),
Issuersmust remember that underwriterssell bondsto another set of
clients—investors. Itiseas er tosell bondstoinvestorsif theinvestment
yiddishigher. Unfortunately, higher investmentyiel dsfor investorsmean
higher borrowing costsfor issuers, suchasthecity. Issuersmust
understandthat underwritersareworkingsimultaneously withtwo
different clientswhenunderwritingabondissue—theissuer and
investors. Whenit comesto pricing bonds, theincentivesfor thesetwo
partiesareindirect opposition.

Theadvantagescited by thebudget andfiscal servicesdepartment for
negotiated sal esarethehei ghtened attention giventotheissueby the
underwriter, additiona servicesandflexibilityinthestructureandtiming
of thesale. Becausetheunderwriter knowsinadvancethatitwill obtain
thebonds, thefirmhasagreater incentivetoengageinextensivepre-sale
marketingtoassessdemandfor and promotetheissuer’ ssecurities.
Budget andfiscal servicesdepartment official shaveal sosaidthat
negotiated salesaremorecost-effectivebecausethecity doesnot have
tohireaseparatefinancial advisor for anadditional cost. However,
membersof the GFOA debt committeeweinterviewed disagreed,
sayingthat, whenmanaged correctly, hiringanindependent financia
advisor reducesthe scopeof what anunderwriter does, and thusshoul d
not constitutean additional cost.
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Conclusion

Inacompetitivesal e, thefinancial advisor workswiththeissuerto
determinethestructureandtiming of theissue, to preparebond
documentsandrating agency presentations, toeval uateand select the
best bid, andto closethetransaction. Inanegotiated sale, themanaging
underwriter may providemany of theseservices. Inthiscase, the
financial advisor'svital roleistoensuretheissuer'sgoal sandinterestsare
represented and protected when structuring thetransactionand
establishingtheborrowingratesandyieldsonthebonds. Thus, the
financia advisor must beastrong advocate capabl eof representingthe
interestsof theissuer when potential disagreementswiththeunderwriter
ariseregardinginvestor demandfor bonds.

TheTreasury Division hasasked underwriterstodevelop training
for itsinexperienced staff

Inlight of theconflict-of-interest i ssuesdescribed intheprevioussection,
involvement of underwritersoutsideof bondissuanceswarrantscloser
scrutiny. Thetreasury chief reportsthat, inresponsetotheneedtotrain
thedivision'sinexperienced staff, brokeragefirmshaveoffered basic
investment modelingand asset al ocation material sshowingsuchareasas
thedifferencebetween securitiesinvestment, andrisk/returnanaysis.

Whenasked about thispracticeof relyingoninvestment brokersto
providetraining materials, membersof theGovernment FinanceOfficers
Association (GFOA) debt committeetold usthiswasan odd practiceat
best, particularly inlight of material sandtrai ning sessionsavailablefrom
organi zationsserving government bondissuers. For example, theGFOA
holdsannual seminarsondebtissuancesfor both beginner and
intermediatelevel s, taught by government official swithintheissuer
community. Onedebt manager saidthat whileanyonefromoutsidethe
city wouldbringacertainbiastotheir training programs, thereisarisk
that anunderwriter could excludeareascontrary totheir owninterests
— suchasthebenefitsof pursuing competitivebondsales.

Similarly, theservicesof anindependent financia advisor shouldalsobe
selectedonacompetitivebasis. Onemunicipality usesfinancial advisors
who serveother municipal issuersandfoundthat they provideabroad
perspectiveof other muni cipal i ssuancesand experiences.

Thecity administrationhasgenerally compliedwiththecity’ sdebt
policiesandrefunded bondsat |ower interest ratesto reducefuturedebt
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service. Inrecentyears, the City and County of Honolulu’ sconsistent
“AA”-level bondratingshavebenefitedthecity’ sbondissuances,
resultinginfavorableborrowingterms. Thecurrentadministrationhas
initiated potentially cost-saving measurestoreducerising debt costsby
instructingagenci estoreduceexpensesandby canceling$12millionin
unneeded capital projectsand $10.5millionincontract funds
encumbered before 1996 but never paid out. Despitetheseactions, the
city projectsthatitwill exceeditsestablished debtlimitsasearly as

FY 2007-08.

Wefoundthat thecity hasno comprehensivestrategicplantomanageall
itsdebt. Responsibilitiesfor thecity’ sdebt haveevolvedintoa
fragmented operation managed by twodifferent departmentswith serious
resourceconstraints. Moreover, institutiona knowledgeof and
experiencewiththecity’ sdebt areconcentratedinonly twocity
administrators, whoserecently hired staff areintheprocessof learning
their debt-rel ated responsi bilitiesthrough on-the-jobtrainingandfor
whomnoformal debt-relatedtrainingisplanned. City reportsarenot
reader-friendly and provideonly limitedinformation. Comprehensive
and strategi c actionsareneeded to obtaintransparency and
accountability over thecity’ sdebt operationsandresol veitsdebt
management problems.

Wefoundthat althoughthecity’ sdebt policy alowstheuseof capital
fundsfor salaries, only the Department of Environmental Servicesreports
thatit planstoreturntofunding salarieswith cashinstead of revenue
bonds. TheDepartment of Budget and Fiscal Serviceshasnosuch
plansforthecity’ sgeneral obligationdebt at thistime. Wefoundthat
city agenciesusecapita fundsto purchaseequipment costingfar less
thanthe$5,0001imit, includingitemssuchascleaning suppliesandrental
payments. Useof bondfundsfor such purchasesresultsinunnecessary
additionstothecity’ sdebt serviceandwarrantsfurther review to
examinetheextent and control mechanismsneededtorestrict such
practices.

Certaincity practicesrai seconcernsabout conflict of interest and may
resultinunnecessary costs. Thecity hasconsi stently evaluatedthesame
underwritersasthebest qualifiedfor thepast threeyearsof bond
issuance. Thecity’ scontinued useof non-competitivenegotiated sales
methods, grantingtheunderwriterstheexclusiverighttosell thecity’s
bonds, raisesconcerns. Moreover, thecity reliesonitsunderwritersto
functionasfinancial advisors, creatingaconflict of interest problemthe
Municipal SecuritiesRulemaking Boardruledagainstthepracticein
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Recommendations

1977. Futureplansfor theunderwritersto providestaff trainingarea so
contrary toindustry best practices. Thishasleftthecity vulnerableto
underwriterswhohaveconflictinginterestsbetweenobtai ningthehighest
possibleinterestyieldsfor bond purchasers(investors) and seekingthe
lowestinterest ratecost of financingfor thecity selling bonds (i ssuer).

TheDepartment of Budget and Fiscal Servicesshould:

1

Consider obtai ning theservicesof anindependent professional

muni cipal debt organi zationtoformally evaluate, in-depth, thecity’s
current debt management program, practi ces, organi zation,
resources, and staffingtodevelopanactionplanwith
recommendationsfor acomprehens ve, unified debt management
programthat addressesthecity’ soverall fiduciary interests.

Establishaformal successionplantoensurethat staff members
supportingthecurrent debt managersrecei vecross-trainingindebt
management functionssothecity’ sinterestsarenot jeopardized
shouldeither manager leavecity employment.

Developandtakestepstoissueanannual reportonall of thecity’s
debt for thecity council andtaxpayers.

Establishpracticestoaccurately identify and scrutinizelow dollar
val ueequipment purchasesby city agenciesandreportonthecity’s
compliancewiththecity’ sdebtpolicy.

Reconsider thecity’ suseof underwritersasfinancial advisorsdueto
thepotential conflict of interest betweenclientslikethecity, which
sellsbonds, andtheunderwriter’ sinvestors, who buy them.

Reconsider itsprocurement practi ces, which havecons stently
resultedin sel ectingthesameunderwritingandbond counsal firms.

Consder competitively sel ecting anindependent financial advisorto
represent only thecity’ sinterestsinbondsalestransactions. The
advisor couldindependently assessthefeasi bility and cost-benefit of
using thecompetitivebond salesmethod comparedtothecurrent
practiceof negotiated bond sales.
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8. Thedepartment should makeuseof establishedtraining by
independent, nationally recogni zed muni cipal financeand debt
organi zationssuchasthe Government Finance OfficersA ssociation
assourcesfor formal debtandfinancetrainingandprofessiona
devel opment.
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Comments on
Agency Response

Response of Affected Agency

Wedelivered copies ofour confidential draft of this report to the
Department of Budgetand Fiscal Services at the start of businesson
January 13,2006. Copies were also provided to the mayor, managing
director and members of'the city council on the same day, due to the
department’s inability to accommodate ourrequests for an exit
conterence. Wehad initially contacted the department to schedule an
exitconference on December 9, 2005, Within that one-month period,
two previously scheduled meetings were cancelled. The department
subsequently requested anexit conference on January 27,2006, atotal
of'six weeks since ourinitial request. Thus, we determined that. inthe
interest oftimely reporting ofour audit findings, the exit conference
would be waived. The opportunity to comment on our draft was thus
limited to awritten response, as included in this report (see
Attachment 1). The department was given until January 30,2006, our
standard ten-day response period. The department requested an
extension, and was given until noon on February 6, 2006, another five
working days to submit written comments for incorporation in the final
report.

The department submitted its written response on February 6, 2006 (see
Attachment 2). Initsresponse, the Department of Budget and Fiscal
Services stated that the purpose and objectives of our audit was unclear,
and questioned the competency of'the city auditor’s staff. The
department also suggested that the audit was not performed in
accordance with Generally Accepted Government Auditing Standards
(GAGAS). Thishighlightsthe department’s lack of familiarity with
GAGAS standards, since such conclusions cannot be reached by
reading adraftreport. Thedefinitive test for compliance with GAGAS
comes from a peerreview ofall government auditing standards —
general, fieldwork and reporting standards— conducted by trained
evaluators independent of the audit organization. The reviewer must
assess the audit orgamization”s policies and procedures, including internal
quality controls, and review working papers for the respective audit
project. Thus, the department hasno basis for its conclusion, other than
itsdisagreement with our findings.

Furthermore, the city auditor and his stafthave extensive experience with
the peer review process, both as reviewers of audits conducted by other
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government auditorganizations across the nationas well as successtully
undergoing the peerreview process every threeyears intheir previous
employmentat the state auditor’soffice. The city auditor isanauthority
onGAGAS, havingissued over 1 80 GAGAS reports inhis previous
position asdeputy state auditor. There is no doubt that thisaudit was
properly planned, conducted, and reported in accordance with
government auditing standards.

‘The department’s response provided some clarifving information, and
changes to the draft were made in the final report where appropriate.
However, despite the assertion of many inaccuracies and
misrepresentations, none of the comments provided to us inthe report
changed the substance of our findings. Moreover, some aspects of the
agency’ sresponse contradict information and statements provided to us
during fieldwork. Inthe following sections, we address the significant
issues of the department’s response.

While the department may not agree with how we performed our audit,
ourobjectives, asstated in the report, were officially communicated in
writing to the department prior to fieldwork. The impetus for the audit
wasa longstanding concern among city officials and the public regarding
the city’sincreasing debt service. Inorderto properly assess these
practices, we determined thatit was insufficient to limit our scope to the
mechanics of debt service payments, butrather to determine howthe city
incurs debt, what the city has been doing and whatit plans to doin the
future to control this cost. We found that while the city has reduced debt
through refinancing and continues to enjoy favorable bond ratings, the
city doesnothave acomprehensive plan to control debt over the long
term. The department states that the responsibility for devising sucha
planlies with policymakers. Wedisagree. While policymakershave the
responsibility to enactappropriate legislation, their decision-making
process would be well served by reports from the appropriate
governmentagency onactivities that are pertinent to making those
decisions.

The department questioned the competency and lack oftechnical
knowledge of the city auditor’s staff who conducted this audit. Inreality,
our oftice stafthas acombined 60 years of performance auditing
experience. Werecognized the complexity ofmunicipal debtand
therefore examined practices of anon-technical nature. We maintain that
the responsibility for mastering the nuances of performing specific tasks
rightly belongs to those employed by the agency. Ourjobasauditorsis
to determine howthe city’s practices compare with the industry’s best




practices, and reportour {indings accordingly, Ourgoalineveryauditis
toexplain to citizens ina straightforward fashion how their government
works and in what areas they can be improved. This was made clear to
the agency during our entrance conference.

Theagency expresses skepticism regarding the sources ofour
information. Asinany audit, our sourcesrange from published reportsin
mainstream media to industry journals and respected professional
organizations, as well asinterviews with both private sectorand public
sectorexperts. In thisaudit, we included the perspectives of municipal
finance directors and debt managers who have had success with
implementing best practices. We found administrators who developed
tools, comprehensive plans and reports that helped them to communicate
to policymakers and the general public: the status ofthe city’s debt, how
debtwasaffecting their municipalities and what the city wasdoing to
controlit.

Incomparison, we found that the information on the city’s debt was
presented in piecemeal fashion. We believe thatdevelopinga
comprehensive, reader-friendly report thataids policy makers and
informscitizens of its activities is within the responsibility of any
government agency despite the stated absence of time, staffand
resources. Toassist the department inaccomplishing this goal, we
recommend that the agency hire anindependent consultant with the
appropriate technicalknowledge todo so.

While the city acknowledged that there is aneed toracomprehensive
debt management plan, the department disagreed with our interpretation
thatthe city will exceed its debt service limit by FY2007-08, stating that
the debt policy excludes revenue bonds. Wederived our figures from
the city’s budget documents, which do not separately identify debt
service from general obligation and revenue bonds. Ifsuchdatais
pertinent, thenthis is anexample of the information the department needs
to provide withinacomprehensive debt managementreport to the city
counciland the public onaregularbasis. Nevertheless, we maintain that
the 20 percent threshold is insufficient as the only guideline for debt
affordability, asothermunicipalities have used more than one indicator to
manage their debt through prudent borrowing practices (o ensure that
essential public servicesare not jeopardized.

Thedepartmentalso takes issue with our comparisonofdebt policiesin
othermunicipalities. The city points out that credit ratings are not
dependentonasingle factor. We agree. Nevertheless, the city had
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used one reason, potential damage to the city’s creditrating, as a
rationale for opposing debtlimits. We found, however, that lower
thresholds for debtdid not preclude other municipalities from having
highercreditratings.

The department also acknowledged that personnel changes were present
at the Treasury Division during the time of our audit, and that position
classifications are inconsistent with the actual duties ofemplovees within
thatdivision. Inaddition, the department acknowledged that bond
proceeds were used for items that did not comply with the debt policy.
We are encouraged that the department plans to investigate this
oceurrence.

Weare alsoencouraged that, despite its vigorous defense of its
underwriter and bond counsel selection process, the department has
changed its selection commiittee for FY2006-07 to include the
Department of Environmental Services and the Board of Water Supply
based on their bond issuance needs for the vear.

The department states that there are particular circumstances inwhich
negotiated bond sales are appropriate. We agree; none of our sources,
nordoes ourreport, advocate using either the competitive or negotiated
bond sale method exclusively. However, ourresearch has also indicated
that competitive bond sales are recommended by the Government
Finance Ofticers Association when specific conditions favoring this
method are present, which we outlined in Exhibit 2.4. The widespread
use of negotiated bond sales isa credit to the underwriting industry,
whichhas successfully marketed its services to municipalities. However,
when there isevidence thata more transparent, competitive process has
the potential for substantial savings and greater accountability, the city
would do well to investigate whether this alternative method has merit,
instead ot dismissing itoutof hand. While underwritersmay possess the
necessary expertise, it is the city’s responsibility to exercise professional
skepticism when it comes to the use of city funds.




ATTACHMENT 1

OFFPFICE OF THE CITY AUDITOR

CITY AND COUNTY OF HONOLULU
1000 ULUCHIA STREET, SUITE 126, KAPCLE, HAWAH 96707 / PHONE: {808) 692-5134 / FAX: (808) 682-5135

LESLIE 1. TANAKA, CPA
CITY AUDITOR

January 13, 2006
CcoPY

Ms. Mary Patricia Waterhouse, Director
Department of Budget and Fiscal Services
330 South King Street, Room 208
Honolulu, Hawaii 96813

Dear Ms. Waterhouse:

Enclosed for your review are two copies (numbers {2 and [3) of our confidential draft audit report, Audit of the
‘ity’s Debt Service Practices.

The Office of the City Auditor routinely conducts an in-person exit conference to inform agency heads of our
findings prior to report issuance. However, more than one month has elapsed since our initial request to conduct
an exit conference with your department. In light of the Generally Accepted Government Auditing Standards
{GAGAS) requirement that reports be issued on a timely basis, the amount of time that has elapsed and two
previously scheduled meetings cancelled by your office, we have determined that an exit conference will not be

conducted for this andit,

If you choose to submit a written response to our draft report, your comments will generally be included in the
final report. However, we ask that you submit your response to us no later than 12 noon on January 30, 2006.

For your information, the mayor, managing director, and each councilmember have also been provided copies of
this confidential draft report.

Finally, since this report is still in draft form and changes may be made to it, access to this draft report should be
restricted to those assisting you in preparing your response. Public release of the final report will be made by my
office after the report is published in its final form.

(S\i?‘eiy‘,
‘s.u\ e “ﬁ/t,-\, "‘jt ;

[eslie I. TanakKa, CPA
City Auditor

Enclosures
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ATTACHMENT 2

DEPARTMENT GF BUDGET AND FISCAL SERVICES

CITY AND COUNTY OF HONOLULU

530 SOUTH KNG STREET, ROOM 208 o HONOLULUY, HAWANH 98413
PHONE: (808) 323-461€ « FAX: (B08) 5234771 » INTERNET: www honcluhigoy

HARY PATRICIA WATERHCGUSE
DIRECTOR

BT s ANMERAARN
WMAYGR

PATRICK T KUBOTA
DEPUTY DIRECTOR

February 3, 2006
06 FEB-6 MO 54

Mr. Leshie I Tanaka, CPA o
City Auditor C & G OF HONOLULY
Office of the City Auditor CITY AUDITOR
City and County of Honeluiu

1000 Uluohia Street, Suite 120

Kapolei, Hawaii 96707
Dear Mr. Tanaka:

Subject: Draft Audit Report, Audit of the City’s Debt Service Practices
Report No. 06-03, January 2006

A thorough review of vour confidential draft audit report, Audit of the City's Debt Service
Practices, Report No. 06-03, prompts us to raise serious coneerns about the conduct of the audit
and the veracity of yvour findings.

The audit, which was iniliated at vour behest rather than by the City Council, was
conducted by members of your staff, whose inexperience and unfamilianity with the subject
matier have led to a draft report rife with errors, omissions, misrepresentations, unsubstantiated
comments, and flawed conclusions.

While we have appreciated the opportunity to work with your office on management and
financial audits of the Sunset on the Beach program and personal services contracts, those
endeavors were confined largely to compliance with defined procedures and mandates. The
highly complex and arcane field of debt service would, we contend, demand an audit conducted
by impartial experts with the requisite knowledge and experience. Your failure to do so has led
to findings and recommendations that call into question the validity of the entire report.

The audit also seemed to be conducted with little regard for key principles of the
Generally Accepted Government Auditing Standards, which call for the conduct of audits by
persons with the necessary qualifications, impartiality, and honest and open communication and
constructive criticism based on factual analysis. Those qualities are noticeably absent in this
audit.
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Mr. Leshie |, Tanaka, CPA
February 3, 2006
Page 2

We believe the Office of the City Auditor makes a significant contribution to the City and
we look forward to continning to cooperate with vou on improving our government.

Please call me at 523-4617 1f you wish to meet and discuss the attached executive
summary and detailed response to the draft audit report,

Sincerely,

Mary Patricia Waterhouse, Director
Department of Budget and Fiscal Services

MPW:sm
Attachments

cc: Mayor Mufi Hannemann
Wayne M. Hashiro, P.E., Acting Managing Director
Donovan M. Dela Cruz, Council Chair
Ann H. Kobayashi, Council Vice Chair
Romy M. Cachola, Council Floor Leader
Todd K. Apo, Councilmember
Charles K. Djou, Councilmember
Nestor R. Garcia, Counciimember
Barbara Mayrshall, Councilmember
Gary H. Okino, Councilmember
Rod Tam, Councilmember
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EXECUTIVE SUMMARY
In Response to the City Auditor’s Report No. 06-03 dated January 2006

CONCERNS RAISED AT THE ENTRANCE CONFERENCE:

Technical knowiedge and competence of the audit staff

At the enfrance conference, we expressed concerns about your staff's inexperience and apparent
lack of knowledge about the highly specialized and complex subject of tax-exempt municipal
hond financing. When we inquired about the hiring of an expert or specialist for this audit, you
assured us that your staff was capable of performing the audit.

However, based on our review of the draft audit report and the plethora of errors, omissions,
misrepresentations and unsubstantiated comments, it is apparent that your staff did not possess
the necessary competencies. Many, if not all, of the deficiencies in the drafi audit report can be
aitributed to that lack of expertise. For instance, failure to understand basic terminology led to
your confusing investments with financing (bond and debt) activities. An inability to comprehend
the significance of each bond rating category resulted in the inappropriate comparison of “triple-A”
rated municipalities to "double- A” rated Honolutu.

Moreover, inadequate understanding about the examination and analysis performed by bond
raters led to flawed conclusions. Bond raters assess a bond issuer’s creditworthiness on four
areas inclusively: an issuer's economy (the most critical area), administration, financial
performance and flexibility, and debt burden. In contrast, the draft audit report determined that
the “municipalities’ debt restrictions have not kept them from earning bond ratings equal to or
higher than Honolulu's” using one single aspect (debt limits) of a broader area {debt burden) in
isolation as ils basis.

Finally, the first recormmmendation made by the draft audit report that stated, "Consider obtaining
the services of an independent professional municipat debt organization to formally evaluate, in-
depth, the city’s current debt management program, practices, organization, resources, and
staffing to develop an action pian with recommendations for comprehensive, unified debt
management program that addresses the city's overall fiduciary interest” can be interpreted as an
admission that specialists were required for this subject matter. The City resources devoted to
this audit may have produced greater value had an expert or specialist been hired at the start as
we had requested during the enfrance conference.

Pefined audit objectives and scope

From the outset, we repeatedly asked your office for a definitive scope of the audit. None was
ever provided. All we were ever told was what is stated in the draft audit report as, “review and
assess the city’s debt service practices.”

We dascribe in the attached detailed response the challenges that arose because the audit
objective and scope were ambiguous and, understandably, the audit methodology may have
been inappropriate. The discussions in the draft audit report alternated between “debt service
practices” and “a comprehensive, unified debt management program and a strategic plan to
provide future direction” or the "managing and conirolling overall debt” The meanings of the
tatter two phrases were never explained. Your use of “debt service practices” may be construed
as the procedures for principat and interest repayments based on the statement in the
introduction of the draft audit report that “debt service refers to the principal and interest
payments on funds borrowed by the city for capital projects.” The methodology of only
interviewing those employees assigned responsibilities related to the issuing, selling, paying
interest on and redeeming bonds of the city fits an audit of “debt service practices” but not an
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audit of “a comprehensive, unified debt management program and a strategic plan to provide
future direction” or the "managing and controlling overail debt.”

As a result, the materials presented in the draft audit report were often inconsistent with the
auditor's comments. In addition, supporting evidence and information were deficient and
Linconvincing.

ACCURACY:

Generally Accepted Government Auditing Standards (GAGAS) requlire that evidence presented
be true and that findings be correctly portrayed. The need for accuracy is based on the need to
assure report users that what is reported is credible and reliable. In addition, a report must also
be free of errors in logic and reasoning.

The draft audit report includes numerous errors and inaccuracies, a few of which are summarized
helow.

1. I Exhibit 1.2, Debt Service as Percentage of Operating Budget, the amounts used for
debt service are incorrect because they should have excluded the debt service on
revenue honds. The City's Debt and Financial Policies, Section 111.G.1 of Resolution 03-
59, CD1, states, “Debt service for general obligation bonds including self-supported
bonds a3 a percentage of the City’s total operating budget, including enterprise and
special revenue funds, should not exceed 20 percent.” Accordingly, the application of the
nolicy confines the computation to debt service on general obligation bonds and
reimbursable general obligation bonds as a percentage of the City’s total operating
budget and excludes debt service on revenue bonds.

2. In Exhibit 2.2, Comparisons of Debt Service Limits in Other Municipalities, for Honolulu,
the general obligation bonds are limited to a 25-year term, not 30 years.

3. Exhibit 2.3, The City’s Debt Process, contains numerous mistakes as noted in the
detailed response attached.

4. Contrary to the draft audit report, the decision between the competitive bond sale method
and the negotiated bond sale miethod does not have a right or wrong answer. The
debate is decades fong. Even the Government Finance Officers Association admits, "lt is
in the interest of the state and local government issuers o sell public debt using the
method of sale that is expacted to achieve the best sales results, taking into account both
short-range and long-range implications for taxpayers and ratepayers. However, there is
a divergence of views as to the relative merits of the competitive and negotiated methods
of sale due to the lack of comprehensive, empirical evidence that would favor one
method over the other” and goes on to advise issuers “to ensure that the most
appropriate method of sale is selected in light of financial, market, and transaction-
specific and issuer-retated conditions.” Over time, the trend has been toward the
negotiated bond sale method. Since 1990, negotiated sales have surpassed competitive
sales by a large margin, with aver 80 percent of all municipal issuers opting for the
negotiated bond sale method. Can all of these issuers be doing it wrong?

While advocating the competitive bond sale method, the draft audit report fails to provide
conciusive evidence to support the argument that it provides greater accountabilily and
cost-effectiveness than the negotiated bond sale method.
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5. The altegation that a Treasury Division employee's experience “falls short of the city's
minimum qualifications™ for the pesition is totally groundless. The City has strictly
enforced recruitment and selection procedures in accordance with civil service laws. Any
applicant for a civil service position must be examined and qualified by human resource
specialists before interviews are held. Once a selection is made, human resource
specialists conduct an evaluation fo ensure compliance with all civil service rules and
regulations. The City Auditor's staff was clearly not quakified to make such an
assessment and should have refrained from comment. More importantly, the draft audit
report misrepresents the facts by failing to disclose the City's recruitment and selection
procedures that ensure an applicant meets minimum qualifications.

6. The audit comment, “This rationale excludes departments from being involved in
discussions regarding what the city can afford prior to deciding whether to build projects
or acqulire specific equipment,” is inconsistent with the fourth box under the first column in
Exhibit 2.3, The City's Debt Process that states, "Administration, BFS, DDC and ENV
determine overall capital budget proposal and proposed aggregate amount of debt
needed to finance projects.”

7. As explained in detail in our attached response, the draft audit report fallaciously
contends that “triple-A” rated municipalities are similar to the “double-A” rated City and
County of Honolulu. Bond raters consider the “triple-A” and “double-A” ratings two
distinct and separate categories. Municipalities within each category may be considered
comparable. However, comparisons of municipalities in different categories are invalid
and futile. Adthough idiosyncrasies make comparisons between municipalities difficuit, at
a minimum, comparing municipalities with bond ratings within the same category is
necessary for any analysis to be valid.

8. Under “The Treasury Division has asked underwriters to develop training for its
inexperienced staff,” the draft audit report mistakenly interprets remarks made about
Treasury’s investment activities as relating to the bond issuance function. Terms such as
“brokerage firms,” “investment modeling,” “asset allocation,” “securities investment,”
“riskireturn analysis,” and “investment brokers” clearly deal with the investment of monies
to earn interest and not bond or debt transactions. There was cbviously a
misunderstanding by the City Auditor’s staff that caused them to confuse comments
made about investment activities with those relating to the issuance of bonds.

ERY

OBJECTIVE:

GAGAS require that the presentation of the entire report be balanced in content and tone. The
report should be fair and not misleading and should place the audit results in perspective. This
means presenting the audit results impartially and fairly. The tone should be balanced by
requiring reports (o present sound and logical evidence to support conclusions, while refraining
from using adjectives or adverbs that characterize evidence in a way that impfies criticism or
unsupported conclusions.

A summary of some of the more glaring misrepresentations of facts and information is provided
below.

1. In Exhibit 2.2, Comparisons of Debt Service Limits in Other Municipaliies, most of the
municipalities chosen to support the audit comments were considerably different from
Honoluly. Municipalities with greater similarity to Honolulu exist and should have been
salected, such as the County of Maui. Furthermoré, the audit comment claims Exhibit 2.2
shows “a comparison of simifarly rated municipalities” when four of the five are “riple-A”
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rated as opposed to the City and County of Honolulu's “double-A” rating. Bond raters
and other municipal finance professionals do not consider "riple-A” rated issuers similar
to ones rated “double-A"

2. The draft 2udit report maintains that California’s bond rating upgrade was “due fo
improved debt management practices.” However, in the Tax Supported New Issue report
dated February 18, 2000, Fitch Ratings stated, “The rating upgrade takes into account
the fundamental strengths of California, butfressed by the sustained favorable sconomy
and financial operations.” Then, in its Global Credit Research New 1ssue report dated
September 7, 2000, Moody's Investors Service wrote, “The upgrade reflects the strength
and diversity of a state economy that continues to exceed consensus growth
expectations and comfortably outpaces the nation in terms of personal income and
employment growth.” The upgrade also reflected California’s increased fiscal
conservatism, spacifically, management’s “ability to resist spending onetime revenues on
recurring expenses despite a $9 bilfion windfall.” The debt management policy was
ancillary to the other upgrade factors as the report mentioned that a debt management
policy is anticipated to “potentially manage debt levels successfully” despite significant
infrastruciure needs and the state’s inflexible budget structure. As indicated earlier, the
most critical criterfon for bond raters is the issuer’'s economy.

3. in the audit comment, “The threshald is cited within the city’s debt policies as a debt
affordability measure, but in effect places an annual cap on payments for debts already
incurred, rather than acting as a tool with which to measure and manage the city's entire
debt,” the contention that the “threshold” is instead an “annual cap” is a
misrepresentation. The debt and financial policies describe those cellings as
“guidelines.”

4, Throughout the draft audit report, references are made to “industry professionals” and
“industry experts” whose identities and occupations are never revealed. If these "induslry
professionals™ and “industry experts” are in fact financial advisors, then their observations
may be slanted and biased because they would be the beneficiaries if more issuers used
the competitive sale method.

5. in Exhibit 2.4, Seven Conditions Favoring Competitive Bond Sales, the audit comments
for conditions #2, #5, and #7 were based on faulty assumptions and a lack of technical
knowledge, skills and experience about the municipal bond market. For Condition #2, the
audit comment failed to differentiate between the “secondary market” and the "primary
market” for municipal bonds. Under Condition #5, the audit comment mistakeniy
concluded that the bond issue’s size alone determined the market's ability to absorb the
bonds. A better determinant of whether an issuer’s bonds can be “easily absorbed” by
the municipal bond market is the appetite of the purchasers of those bonds. Condition #7
concerns market volatility and the audit comment erroneously determined that interest
rates were stable because they ranged from 2 percent to & percent while most market
participants would consider interest rate movements of 0.10 percent to 0.25 percent as
constituting market volatility.

6. The material presented in the section entitled, “The Treasury Division has consistently
idendified the same underwriters as the best gualified,” seems slanted and biased
because it buries the finding of no wrongdoing among expressions of transgressions and
corruption. It begins with a discussion about favoritism, and then talks about scandals. it
acknowledges, "We are neither alleging, nor did this audit uncover, any indications of
iHegal activity.” Yet, it proceeds to advise that “there should be concerns about propriety
in the municipai bond market overail; those concerns should compel the city to balance
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COMPLETE:

the perspectives of its underwriter with those of other experts and independent sources of
inforrnation.”

The draft audit report uses adjectives and adverbs that characterize evidence in a
manner that implies criticism or unsupported comments.

“Without specific parameters regarding acceptable exceptions, the city leaves
itself open to treating cash shortages as ‘emergencies’ or ‘unusual
circumstances’, thereby allowing liberal use of CIP funds for salaries and
equipment.” The statement would have been more neufral if the word “liberal”
were omitted.

“In addition, budgeting for such expenditures under the guise of a capital project
enables them to undergo less scrutiny than if they were paid for with operating
funds.” A more neutral approach would have been 1o replace the phrase “under
the guise of” with “as.”

“While these services may be convenienily obtained from known firms, the
practice of obtaining such services from the underwriters is potentially contrary
to the city’s fiduciary interests” A more neutral statement would have been,
“Rather than obtaining such services from the underwriters, these services may
be conveniently abtained from known firms.”

“The budget and fiscal setvices department’s administrators have justified the
use of non-competitive negotiated bond sales as cost-effective due to 1) the
services provided by underwriters; 2) greater flexibility in fiming bond sales; and
3) greater control over selecting underwriters familiar with Hawait's economy.”
Instead of “justified,” the statement would have been more neutral with the word
“explained.”

“In both interviews with our office and subsequent media articles, the city's
administration has defended its use of non-competitive bond sales by citing the
statistic that 81 percent of municipal bond sales nationwide are conducted
through negotiated means.” The word “defended” could be repiaced with
“explained” for a more neutral tone.

GAGAS requires that the report contain all evidence needed to satisfy the audit objectives and
promote an adequate and correct understanding of the matters reported. It also means the report
states information and findings completely, including all necessary facts and explanations.

The audit comments below are only a few of the numerous assertions in the draft audit report that
were unsubstantiated. Material was slanted and biased, providing only the information that
supported the draft audit report’s perspective and omitied any facts that did not conform o its

conclusions.

1,

From the infroduction of the draft audit report, the “impstus for this audit stemmed from
fongstanding concemns about the city’s growing debt payments and their impact on the
operating budget.” However, the draft audit report does not discuss the cause of the
“growing debt paymenis,” the capital budget. Financing decisions, whether to borrow or
pay cash for capital improvement projects, are made during the capital budgeting
process. If the capital budget appropriates bond proceeds, L.e., borrows to pay for capital
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improvement projects, then “debt payments” will increase. The draft audit report ignores
that entire aspect of the process by omitting discussions about the rale the City's
exacutive and legislative bodies play in proposing, amending and adopting the capital
hudget thereby adding to the City's debt burden.

2. Evidence in the draft audit report did not support the audit comment, “Lacking a
comprehensive, unified debt management program and a strategic plan to provide future
direction, the city council cannot effectively oversee the city’s debt program.”
Furthermore, the meanings of “a carmprehensive, unified debt management program and
a strategic plan” were never explained.

3. The representation that, “Standard & Poor’s also says that a debt burden is usually
considered high when debt service paymenis represent 15 to 20 percent of combined
operating and debt service fund expenditures. Thus, Honolulu's 20 percent debt service
threshaold is high, both in policy and in practice” included only a portion of Standard and
Paor’s apinion of the City’s debt burden. It aiso omitted the analysis of Fitch Ratings and
Moody's Investors Service, the other two firms that rate the City.

4. For the audit comment, “In the absence of periodic reporting and analyses containing
other henchmarks, the city cannot reliably determine whether it is managing its debt
beyond this measurement. Without a comprehensive debt management program, the
city's focus is limited to maximizing annual spending without exceeding debt timits,” the
draft audit report failed to demonstrate that the City's focus is “limited to maximizing
annual spending without exceeding debt limits” instead of other objectives such as
maintaining and improving infrastructure.

5. The audit comment, “Moreover, the practice of using underwriters as financial advisors
presents a conflict of interest according to the Municipal Securities Rulemaking Board
(board)’ and other audit comments refated to the same matter uses the wrong source as
its basis. It cites a 1977 notice of filing and not the authority, the Municipal Securities
Rulernaking Board (MSRB) Rule G-23. As noted in our response, MSRB Rule G-23
specifically states, "Notwithstanding the foregoing, a financial advisory relationship shall
not be deemed to exist when, in the course of acting as an underwriter, a broker, dealer
or municipal securities dealer renders advice to an issuer, including advice with respect
to the structure, timing, terms and cther similar matters concerning a new issug of
municipal securities,” and clearly signifies that no conflict of interest exists. More
importantly, despite discussing this matter at least three separate times, the draft audit
report does not present any concrete evidence that the City ever used underwriters as
financiat advisors.,

6. Under the heading, “The city’s use of non-competitive bond sales is potentially costly,”
the draft audit report examines the competitive and negotiated bond sale methods.
However, the material presented is limited to examples that the number of bids affected
interest rates on a competitively sold bond issue and not whether negotiated sales are
more costly than competitive.

7. In discussing the employee turnover and alleged lack of experience of certain employees,
ihe draft audit report fails to provide perspective on the extent and significance of
reported comments such as the frequency of occurrence relative to the number of cases
or transactions tested. The situation described in the draft audit report was a rare, single
occurrence as opposed to a persistent problem. At the time the audit was conducted, the
Treasury Division was experiencing an unusual number of staffing changes and
absences in its professional fevel positions.
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EXIT CONFERENCE:

We believe that the exit conference is a vital component to the audit process. While we
recoghize that we were responsible for initiating the change to two previously scheduled exit
conference meetings, unanticipated circumstances arose subsequent to the scheduling that
necessitated the changes. It was always our intent to meet. We were never informed that you
would be releasing the draft audit report to the Mayor, Managing Director and members of the
City Councit if an exit conference were not held by a certain date.

We do not understand the urgency o release the draft audit report prior to conducting an exit
conference. The urgency io release the draft audit report seems inconsistent with the
circumstances, especiaily since: (1) the asudit was self-initiated, meaning neither the
Administration nor the City Council are awaiting the results, {2) GAGAS recommends under
Section 8.31 that “One of the most effective ways to ensure that a report is fair, complete, and
objective is to obtain advance review and comments by responsible officials of the audited entity
and others, ag appropriate,” and (3) most importantly, there were no findings of wrongdoing.

in addition, the Department of Budget and Fiscal Services was given only nine-and-one-half
working days from the date of your transmittal letter to respond to the draft audit report while it
took your staff more than four months to conduct the audit. Then, when we requested additional
time {o February 10, 2008, to submit our response, you granted us an extension to February 8,
2006, maintaining that GAGAS reguires timeliness.

While the timely release of the audit report is one component to consider under GAGAS, it also
prescribes that imeliness should be weighed against other factors, such as accuracy, objectivity
and completeness.

We believe that, through adequate communication during the audit, the issues raised regarding
the draft audit report could have been addressed.



RESPONSE TO THE CITY AUDITOR’S REPORT NO. 06-03 DATED JANUARY 2006

CHAPTER1 INTRODUCTION

Audit comments:

Response:

Backgroungd

Audit comment:

Response:

Page 1. “Moreover, the city reports it will exceed its debt limit (20 percent of its
operating budget) within two years, in FY2007-08."

Page 6: While the city currently complies with this limit, Exhibit 1.2 shows, as the
city itself has reported, that it could exceed its own debt service limit as early as
FY2007-08.

Page 27: “The city's FY2005-06 Executive Program and Budget reports that
debt service payments are expected to exceed the city's affordability threshold of

20 percent of the operating budget by 2007-08."

Page 41: “Despite these actions, the city projects that it will exceed its
established debt limits as early as FY2007-08."

The audit comment is iInaccurate and misleading.

The draft audit report omits the source of their statement that the “city reports it
will exceed its debt limit (20 percent of its operating budget) within two years”
given that the City did not make such a report.

Page 6. "To preserve credit quality, the policy established affordability guidelines
capping debt service for general obligation bonds at 20 percent of the operating
budget, and debt service on direct debt (excluding self-supporting bonds) at 20
percent of general fund revenues. While the city currently complies with this
limit, Exhibit 1.2 shows, as the city itself has reported, that it could exceed its own
debt service limit as early as FY2007-08."

The amount and percentages presented in the Exhibit 1.2, Debt Service as
Percentage of Operating Budget, appears to be incorrect. Section I1.G.1 of
Resolution 03-59, CDD1 amending the debt and financial policies states “"Debt
service for general obligation bonds including self-supported bonds as a
percentage of the City's total operating budget, including enterprise and special
revenue funds, shouid not exceed 20 percent.” Accordingly, the application of
the policy confines the computation to debt service on general obligation bonds
and reimbursable general obligation bonds as a percentage of the City’s total
operating budget and excludes debt service on revenue bonds.

Our estimates can be found in the following table.
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DEBT SERVICE POLICY
Resolution 03-59, CD1, adopted June 4, 2003
I.G.1  Debt service for general obligation bonds including self-supported bonds as a percent of the
City's total operating budget, including enterprise and special revenue funds, should not
exceed 20 percent.
FISCAL DEBT SERVICE OPERATING | TOTAL GOB
YEAR GOB REV TOTAL BUDGET % %
2002 118,370,859 19,295,979 | 137,666,838 | 1,083,961,152 12.7% + 10.9%
2003 128,942 979 24,225,240 | 153,168,219 1,116,000,464 13.7% 11.6%
2004 176,565,028 25,333,999 | 201,899,027 | 1,169,082,681 17.3% | 15.1%
2005 167,074,298 26,338,790 |193,413,088 | 1,228,961,020 | 157% | 13.6%
2006 168,351,995 36,748,418 | 235,100,413 | 1,361,210,0368 | 17.3% | 14.6%
2007 219,800,000 50,600,000 |270,400,000 | 1,425,300,000 19.0% | 154%
2008 237,600,000 65,200,000 | 302,800,000 1,495,900,000 20.2% 15.9%
2009 244,300,000 78,800,000 (323,100,000 | 1,555,900,000 | 20.8% | 157%
2010 255,900,000 90,100,000 |346,000,0600 | 1,620,100,000 | 214% | 158%
2011 262,200,000 99,900,000 |362,100,000 | 1,644,000,000 | 22.0% | 15.9%

Source: Department of Budget and Fiscal Services, Fiscal/CIP Division

Objectives of the Audit

Audit Objective:

Response:

Page 8: “1. Review and assess the city’s debt service practices.”

The objective and scope of the audit are not well defined.

From the outset, several requests were made {o the City Auditor for a definitive
scope of the audit. None was ever provided. All that was communicated was the
objective stated above, “review and assess the Gity's debt service practices.”

In the “Introduction,” where the draft audit report states “Debt service’ refers to
the principal and interest payments on funds borrowed by the city for capital
projects,” “debt service practices” would be construed to mean the procedures for
principal and interest repayments. In addition, the manner in which the City
Auditor’s staff conducted the audit, by limiting their interviews to only the staff
responsible for the issuing, selling, paying interest on and redeeming bonds of
the city, would be consistent with that intention of “debt service practices.”

However, the discussions in the draft audit report move back and forth between
“debt service practices” and “a comprehensive, unified debt management
program and a strategic pltan to provide future direction” or the "managing and
controfiing overall debt.” The meanings of the latter two phrases are never
explained and remain vague and obscure throughout the entire draft audit report.
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CHAPTER 2 THE CITY’S MANAGEMENT OF DEBT IS FRAGMENTED AND SOME PRACTICES
MAY BE CONTRARY TO THE CITY'S FIDUCIARY INTERESTS

The City Lacks a Comprehensive Debt Management Program

Audit comment:

Response:

Audit comment:

Response:

Audit comment;

Response:

Page 12: “Responsibilities for the city's debt are fragmented between two
departments, of which little is reported and accountability is uncertain.”

Although it may appear to the City Auditor’s staff that the responsibilities are
fragmenied, each depariment is acutely aware of their duties. The Department
of Budget and Fiscal Services (BFS) has the responsibility under the City Charter
Section 6-203(f) for “issuing, selling, paying interest on and redeeming bonds of
the city.” BFS interprets that o mean managing the process for the issuance of
and the repayment of principal and interest on all City bonds including
Wastewater System Revenue Bonds and Water System Revenue Bonds. Both
the Department of Environmental Services {(ENV) and the Board of Water Supply
support BFS to issue and sell Wastewater Systern Revenue Bonds and Water
System Revenue Bonds, respectively.

Therefore, the chief of the Treasury Division also has “comprehensive
institutional knowledge, direct experience and a concentration of responsibilities”
relating to the issuance and sale of Wastewater System Revenue Bonds and
Water System Revenue Bonds.

Page 12: “Administrators overseeing the city's debt reported having other
significant departmental responsibilities, with staff facing considerable learning
curves to match the administrator's debt knowledge and experience.”

The audit comment is misleading.

Every employee in the City has numerous responsibilities and every agency in
the City must deal with employee turnover and the need to train new employees.
At the time the audit was conducted, the Treasury Division in particular was
experiencing an unusual number of staffing changes and absences inits
professional level positions.

Page 12: “Lacking a comprehensive, unified debt management program and a
strategic plan to provide future direction, the city council cannot effectively
oversee the city’s debt program.”

The draft audit report fails to provide examples or evidence to support this
finding.

It also neglects to explain the meaning of “comprehensive, unified debt
management program and a strategic plan.” The budget process provides a debt
management program through the six-year capital program that includes the
anticipated sources of funding for capital projects. Annually, the capital budget
for the coming fiscal year and a six-year capital program are submitted to the City
Council for review. The City Council may amend (add or remove projects and
revise funding sources), and then must adopt, a capital budget. In doing so, the
City Council appropriates funds {general obligation bond proceeds, wastewater
revenus bond proceeds, other funds) to the projects contained in the capital
budget.
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Best practices in governmentai debt management and planning

Audit comment:

Response:

Audit comment:

Response:

Page 12: “As such, GFOA recommends all state and local governments adopt
comprehensive written policies, review them at least annually and revise them as
necessary.”

The City adopted GFOA’s recommendation for a comprehensive written debt and
financial policies in 1996 by Resolution 96-26, CD1. Since then, the policies
have been reviewed and revised in 1998 by Resolution 98-337, in 1999 by
Resolution 89-46, in 2001 by Resolution 01-76, CD1, in 2002 by Resolutions 02-
101, CD1 and 02-140, CD1, and in 2003 by Resolution 03-59, CD1.

There are plans to propose revising the policies again for the fiscal stability
reserve fund, as the Administration continually seeks to strengthen and protect
the City's financial position.

Page 14: “Although the administration feared that further restricting debt service
timits would damage the city’s bond ratings, a comparison of similarly rated
municipatities shows that four out of five limit their debt to ten percent or less of
general fund revenues, compared to Honolulu's 20 percent.”

The audit comment is inaccurate and misleading.

Investment Grade Bond Ratings:
Moody's/S&P/Fitch

Aaal/AAAIAAA } Highest Quality

Aal/AAHAA+
Aa2/AAAA Very Strong Capacity
Aa3/AA-IAA-

AtA+A+
A2/AIA Strong Capacity
A3JA-IA-

Baa2/BBB/BBB
Baa3/BBB-/BBB-

Baat/BBB+/BBB+
Adequate

Contrary to the audit comment’s representation of "a comparison of similarly
rated municipalities,” a bond rating of “AAA” (“triple-A”") is not similar to a bond
rating of "AA” ("double-A"). Bond raters consider them two distinct and separate
categories. “Triple-A” rated municipaiities are quite rare. Generally, "riple-A”
ratings are aftributable o special circumstances where several features of the
issuer contribute to its extremely strong creditworthiness. These features may
be, but are not limited to, strong and stable economies, high wealth factors, high
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cash reserves and low or rapidly amortizing debt. A “triple-A” rating may not be
realistic for rmost major municipalities given the constraints reguired to maintain
such a rating.

While there is value in examining the characteristics of municipalities with higher
bond ratings than Honolulu for ways to improve, adopting stricter debt limits
alone would not result in a “triple-A” rating. Policy decisions, such as the
adoption of stricter debt limits, must be made with a broad, long-term
perspective. Restrictive policies may ultimately hurt the City by leaving it without
options and unable to access needed funds to maintain essential infrastructure
during difficult financial times.

Four of the five municipalities chosen by the City Auditor’s staff for their analysis
are “triple-A” rated issuers as opposed to “double-A” rated Honolulu.

Selectively presenting supportive data and slanting the investigation to produce
the desired outcome can prove any hypothesis or theory. In order to be
meaningful, comparisons should be made o municipalities as similar as possible
to the City and County of Honolulu. f not, the resulting interpretation may be
misleading.

idiosyncrasies make comparisons between municipalities difficult. For example,
many municipatities are responsible for schools but Hawaii counties are not,
Some cities and counties rely on sales tax or other forms of revenue and others,
like those in Hawail, depend on real property taxes. Therefore, while it is difficult
to completely remove alt dissimilarities, at a minimum, comparing municipalities
within the same bond rating category strengthens the validity of the analysis.
There are numerous counties across the United States with a "double-A” rating,
including one in the State of Hawaii. The County of Maui is a “double-A” rated
credit and nearly identical to Honoluiu. Yet, the draft audit report seems to have
chosen “triple-A” rated municipalities with debt limits stricter than Honoluiu.

The draft audit report also fails to distinguish between debt limits set by policy
and those mandated by statute when comparing the various counties. Bond
rating agencies view policies very differently from statutes or laws, In general,
bond raters have greater comfort with debt limits set by policy than those
mandated by law. Debt limits established by law are inflexible and may compel
issuers to make imprudent costly financiat decisions to avoid violating those
fimits.

Page 15: Exhibit 2.2, Comparisons of Debt Service Limits in Other Municipalities
The Exhibit contains a conspicuous error.

Under the column titled "GO Debt Principal Repayment Target,
Honolulu's GO bonds should be limited to 25 years in accordance with
the Hawaii State Constitution and not 30 years.

Exhibit 2.2 is inaccurate and misleading.

Exhibit 2.2, Comparisons of Debt Service Limits in Other Municipalities,
includes municipalities markedly different from the City and County of
Honolulu not only in its bond rating but also in critical areas such as the
economy and revenue structure.
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For example, the City of Portland, Oregon’s {AAA) revenue mix is
different from Honolulu and the growth of property tax and revenues are
limited by Measure Five. Its policies are significantly more flexible than
the draft audit report purports them to be. While the debt timitation of
0.75% of taxable assessed valuation is a policy, the debt service Hmit of
equai to no more than 10% of general fund revenue is worded such that
Portland will “strive o limit annual debt service” rather than a policy that
disallows debt service over 10%. Similarly, the GO debt principal
repayment target is a goal rather than a policy and is worded as the “City
will strive to repay the principal amount of its tong term debt at least 20%
in five years and 40% in 10 years.” Finally, Section Vill of its debt
policies manual outlines four permitied types of refunding of Portland’s
indebtedness. The draft audit report cites the two types geared towards
savings but omits the other two types of permitied refunding issuances.
Those are (1) restructuring debt (savings target can be waived by debt
manager) and (2) defease existing debt with open market securities,

For the City of Seattle, Washington {AAA), the draft audit report indicates
voter approval is not required. However, State law requires voter
approval for general obligations but not for limited general obligations.
As a result, Seatle typically issues limited general obligation (LTGQ)
debt, which is substantially different than the City and County of
Honolulu's general obligation bonds. Where Honolulu's general
obligation bonds are truly backed by the full faith and credit of the City
{with the City having the ability to raise taxes to pay for debt service if
necessary), Seattle's LTGO bonds have a limited pledge as Initiative 1-
747 limits the Seattle’s tax levying authority making the debt limitation
somewhat more meaningful since the growth of assessed value is limited
and the City’s ability to garner revenues is likewise limited.

The City of Scottsdale, Arizona (AAA) is not a good comparison because
it is a natural “triple A. Scottsdale is a bedroom community with very
pricey retail stores and hotels, very similar to Beverly Hills and Palm
Beach. Further, it is a difficult comparison because it has a completely
different revenue structure from Honoluly, relying largely on sales tax as
a revenue source. According to its website, Scotisdale also limits its
debt to 20% like Honolulu.

Montgomery County, Maryland (AAA) is not a2 good comparison because
it is also a natural "riple A", It is a very wealthy county with a high
concentration of federal entities and workers providing a highly stable
economy.

Page 16: “As Exhibit 2.2 shows, these municipalities’ debt restrictions have not
kept them from earning bond ratings equal to or higher than Honolulu.”

The audit comment is inaccurate and misleading.
Comparisons between “triple-A”" rated municipalities (Portland, Seattle,

Scottsdale and Montgomery County) and “double-A” rated Honolulu are pointless
because the disparity is considerable, as noted earlier.
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More importantly, the presence or absence of debt restrictions is not the sole nor
is it the most important determinant of an issuer’s bond rating. Bond raters
evaluate four basic analytical areas.

1. The most critical area is the issuer's economy including such factors as
demographics, income level of its citizens, tax base, diversity of its
economic base, and economic volatitity.

2. The area of administration assesses adherence to long-range financial
plans, financial management, annual budget, capital improvement
program, pension and employee benefits policies, real property tax
administration, labor settlements, and litigation.

3. The area of financial performance and flexibility evaluates the issuer’s
accounting and reporting, examination of operating trends focusing on
the structure of revenue and expenditure items, and pensions and other
long-term liabilities.

4. The area of debt burden analyzes the nature of the pledged security,
debt repayment structure, current debt service burden, and future capital
needs.

Source: Standard & Poor’s Public Finance Criteria

The draft audit report itself acknowledges that bond raters examine more than
just the issuer's debt policies and debt management practices. On page 17, the
draft audit report writes, “Fitch adds that management practices are important to
predicting favorable credit performance. They can also add stability to weak
credits, maximizing credit potential, Conversely, weak financial management can
negatively affect even the strongest economies and local government structures.”
Fitch's statement is referring to the second analytical area in the list above.

Page 16: “Standard & Poor's also says thaf a debt burden is usually considered
high when debt service payments represent 15 to 20 percent of combined
operating and debt service fund expenditures. Thus, Honolulu’s 20 percent debt
service threshold is high, both in policy and in practice.”

The audit comment is inaccurate and misieading.

The audit comment included only a portion of Standard and Poor’s opinion of the
City's debt burden. It also omitted the analysis of Fitch Ratings and Moody's
Investors Service, the other two firms that rate the City.

In its latest credit report on the City and County of Honolulu dated October 27,
2005, Standard & Poor's stated, “The city’s debt burden is moderate, at $1,810
per capita and 2.0% of AV, excluding self-supporting GO debt. The current
issuance will refund existing obligations, and the anticipated ongoing capital plan
is manageable. Annual general fund-related capital expenditures over the past
two years have been $134 million and $147 million, respectively, lower than in
prior years. In practice, the city's capital plan has been between 4% and 20%
cash-funded, and annuat debt service carrying costs have been relatively high, at
approximately 19% of total general fund expenditures.” (Attachment |)

On October 27, 2005, Fitch Ratings reported, “Honolulw’s credit strength rests in
the sound fundamentals of its tourism-based economy, good financial operations
and reserves, low debt burden, and strong fiscal management.” The report
went on to say, “Expected annual issuance will increase debt levels, although
they will remain affordable.” {(Attachment Il)
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Moody’s Investors Service, on October 27, 2005, stated "Moody's expects that
Honolulu’s debt levels will continue to remain manageable given
reasonable borrowing assumptions and the expectation of continued tax base
growth in the near term.” The report added "Debt burden measures compare
favorably to other cities and counties in the U.S. with overall debt
representing only 1.4% of fiscal 2006 taxable values.” (Attachment HI)

Page 17: “For example, California’s bond rating increased from A to AA due to
improved debt management practices, since every bond praposal is
accompanied by a formal analysis of debt affordability.”

The audit comment is inaccurate and misleading.

In a Tax Supported New [ssue report dated February 18, 2000, Fitch Ratings
stated, “The rating upgrade takes into account the fundamental strengths of
California, butiressed by the sustained favorable economy and financial
operations.” (Attachment IV) Then, in its Global Credit Research New Issue
report dated September 7, 2000, Moody's investors Service wrote, “The upgrade
reflects the strength and diversity of a state economy that continues to exceed
consensus growth expectations and comfortably outpaces the nation in terms of
personal income and employment growth.” The upgrade also reflected
California’s increased fiscal conservatism, specifically, management’s “ability to
resist spending onetime revenues on recurring expenses despite a $9 billion
windfall.” {(Attachment V) The debt management policy was ancillary to the other
upgrade factors as the report mentioned that a debt management policy is
anticipated to "potentially manage debt levels successfully” despite significant
infrastructure needs and the state’s inflexible budget structure. As indicated
earlier, the most critical area for bond raters is the issuer’'s economy,

Fitch Rating's reason for California's upgrade validates earlier comments that
bond raters consider many factors in arriving at their credit decisions. Those
factors are:

1. The most critical area is the issuer’s economy including such factors as
demographics, income level of its citizens, tax base, diversity of its
economic base, and economic volatility.

2. The area of administration assesses adherence to long-range financial
plans, financial management, annual budget, capital improvement
program, pension and employee benefits policies, real property tax
administration, labor settlements, and litigation.

3. The area of financial performance and flexibility evaluates the issuer's
accounting and reporting, examination of operating trends focusing on
the structure of revenue and expenditure items, and pensions and other
long-term liabilities.

4. The area of debt burden analyzes the nature of the pledged security,
debt repayment structure, current debt service burden, and fulure capital
needs.

Page 17: "However, fulfilling the city’s original intent of greater efficiency and
accourtability remains elusive.”

The draft audit report fails to provide examples or evidence to support this
finding. Also, the source of the statement is not identified.
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Response:

Page 17: "Current debt-related responsibilities are fragmented and geared
toward making payments on existing debt rather than managing and controliing
overall debt.”

Page 18: “Thus, no single entity claims uitimate responsibility for managing the
city's debt.”

Debt-related responsibilities are not fragmented. The Department of Budget and
Fiscal Services has overall responsibilily. Various components of BFS along with
other City agencies provide specific functions in support of that responsibility,
including the budget process where the management of debt is an integral part.

The audit comments may stem from inconsistencies between the objective and
scope of the audit work, where both are not well defined, and the audit
rmethodology used. There appears to be a stated audit objective of “review and
assess the city’s debt service practices” and an implied audit objective of
examining “a comprehensive, unified debt management program and a strategic
plan to provide future direction™ and the "managing and controlling of overall
debt.” There is a clear difference between debt service praclices that focus on
issuing, selling, paying inferest on and redeeming bonds of the city as opposed
to managing and controlling the City's overall debt that involves policy-setting,
planning and decision-making.

Audit comments and conclusions rely on the audit methodology to be consistent
with the audit scope and objective. In the draft audit report, the manner in which
the City Auditor's staff conducted the audit may not have been suitable to the
audit objective. The City Auditor’s staff only interviewed those employees
assigned responsibilities related to the issuing, selling, paying interest on and
redeeming bonds of the city. Understandably, those interviews would just
disclose information on day-to-day operations such as "making payments on
existing debt” Limiting interviews only to the employees assigned those
responsibilities would have been congruent with the audit objective of reviewing
and assessing the City’s debt service practices.

However, if the audit objective of the City Auditor’s staff was to examine “a
comprehensive, unified debt management program and a strategic plan to
provide future direction” or the "managing and controlling overall debt,” then
discussions with the policy-setters and decision-makers who manage and control
the City’s overall debt through the adoption of a capital budget that approves
capital appropriations may have been more consistent.

As for the audit comment that "no single entity claims ultimate responsibility for
managing the city’s debl,” if it is referring to debt service practices, then that
erdity is the Department of Budget and Fiscal Services where the City Charter
Section 6-203(f) states the Department of Budget and Fiscal Services has the
responsibitity for "issuing, selling, paying interest on and redeeming bonds of the
city.” Then again, if it means “a comprehensive, unified debt management
program and a sirategic plan to provide future direction” or the “managing and
controlling overall debt,” the responsible parties would be the policy setters. The
adoption of the capital budget approves the capital appropriations resulting in
capital expenditures requiring bond proceeds that add to the City's debt and debt
service payments.
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Page 18: “Accounting Division administrators may question expenditures that
appear to be exceptions to the debt policy. A letter from the department's
director with appropriate justification is filed with individual requests, but such
exceptions are not routinely monitored or reported.”

The Accounting Division routinely monitors expenditures for exceptions to the
debt policy, takes the necessary action including disapproval of payment
requesis, and sclicits advice from the Fiscal/CIP Administration Division when
warranted.

Page 18: “The department submits its capital budget directly to the budget and
fiscal services department director.”

More accurately, the department submits its capital budget to the Department of
Budget and Fiscal Services in consultation with the Department of Design and
Construction.

Page 18: “Once agency requests are received from the Department of Design
and Construction:”

The audit comment should include the Department of Environmentat Services
and the Department of Transportation Services in addition to the Department of
Design and Construction.

Page 18: "1. The Fiscal/CIP Division evaluates the requests and recommends
capital project priorities to the mayor's office. This division also evaluates
information from bonds issued to determine deviations from projected and
budgeted amounts, which are taken into account in the next bond issue.”

The audit comment is inaccurate.

The Fiscal/CIP Division receives, reviews and recommends capital projects for
the Director of Budget and Fiscal Services who in turn evaluates, prioritizes and
submits them to the Managing Director and the Mayor. In addition, the
Fiscal/CIP Division analyzes information from bonds issued to determine
deviations from projected and budgeted amounts, as well as indicates the
sources of funding for each capital project in drafting the capital budget submitted
to the City Council. The City Council reviews, amends and adopts the capital
budget ordinance and the bond ordinance authorizing the issuance of general
obligation bonds for the total amount identified in the capital budget as funded by
general obligation bonds.

Page 18: “2. The Treasury Division monitors the city’s cash needs and
determines the amount of debt needed to meet obligations in the upcoming fiscal
year. Once the city council passes the capital budget ordinance and resolution
authorizing the bond issuance for the total amount needed, the Treasury Division
executed the bonds with assistance from contracted financial firms.”

The audit comment is inaccurate.

First, the Treasury Division does not “determine the amount of debt needed to
meet obligations in the upcoming fiscal year.” The capital budget ordinance for
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the fiscat year identifies the funding sources and appropriates funds for all of the
capital projects contained in it.

Second, the city council adopis the capital budget ordinance and a bond
authorization ordinance that authorizes the issuance of general obligation bonds
for the projects in the capital budget with that particular funding source.

The Treasury Division manages the City’s cash and ensures liquidity of the
improvement bond funds by arranging short-term financing (tax-exempt
commercial paper) as needed to meet liquidity needs. When the outstanding
balance of tax-exempt commercial paper approaches the $250 million program
ceiling, a resolution to issue long-term bonds is submitted to the City Councit for
approval. Upon the approval of the resolution, tong-term bonds are issued and
the proceeds are used to refund the outstanding tax-exempt commercial paper.

Page 19: “3. After bond proceeds are received, the Treasury Division distributes
the bond funds among the city's various accountis as appropriated, and the
Accounting Division posts the appropriate amounts within the accounts, as well
as recording expenditures from those accounts.”

The audit comment is inaccurate.

The Treasury Division deposits the bond proceeds into the appropriate funds,
and the Accounting Division posts the appropriate amounts within the accounts,
as well as recording expenditures from those accounts.”

Page 20: Exhibit 2.3, The City's Debt Process
Exhibit 2.3 is inaccurate.

[t Hlustrates not only the City's debt procass but also its capital expenditure
Process.,

Fifth box in the first column
The City Council adopts a capital budget ordinance that appropriates
funds to certain capital projects and a bond authorization ordinance that
authorizes the issuance of general obligation bonds for those projects in
the capital project funded by general obligation bonds.

Third box in the second column
The Treasury Division manages the City’s cash and ensures liquidity of
the improvement bond funds by arranging short-term financing (tax-
exempt commercial paper) as needed to meet liquidity needs. When the
outstanding balance of tax-exempt commercial paper approaches the
$250 million program ceiling, a resolution to issue fong-term bonds is
submitted to the City Council for approval. Upon the approval of the
resolution, long-term bonds are issued and the proceeds are used to
refund the outsianding tax-exempt commercial paper.

Fifth box in the second column
The Treasury Division of the Department of Budget and Fiscal Services
determines the actual bond issue size and submits a bond resolution to
City Counci for approval.

Second box in the third column
If bond proceeds are deposited into the City Treasury, then the Treasury
Division invests the funds.
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Please note that if the bond issue is a refunding, proceeds are deposited
with an escrow agent. Bond underwriters do not assist with the
investment of bond proceeds deposited into the city treasury.

Third box in the third column
Tax-exempt commercial paper proceeds and hond sale proceeds (if
available} are deposited in the City Treasury. Payments may be made
from long-term bond proceeds to redeem ocutstanding tax-exempt
commercial paper, if provided for in the bond resolution,

The sequence of the second and third boxes in the third column should be
switched.

The fourth box in the third column should be deleted because Treasury does not
allocate bond proceeds to various funds according to budget ordinances.

Operations focus on day-to-day, not comprehensive debt management
Page 21: “"Administrators responsible for debt from hudget and fiscal services
and environmental services cite the city’s debt policies as the only policies and
procedures guiding departments on the city's debt management.”

The audit comment may stem from inconsistencies between the objective and
scope of the audit work, where both are not well defined, and the audit
methodology used.

As mentioned earlier, there appears to be a stated audit objective of “review and
assess the city’s debt service practices” and an implied audit objective of
examining “a comprehensive, unified debt management program and a strategic
plan to provide future direction” and the “managing and controlling of overall
debt.” There is a clear difference between debt service practices that focus on
issuing, selling, paying interest on and redeeming bonds of the city as opposed
to managing and ceontrolling the City's overall debt that involves policy-setting,
planning and decision-making.

Audit comments and conclusions rely on the audit methodology to be consistent
with the audit scope and objective. iIn the draft audit report, the manner in which
the City Auditor’s staff conducted the audit may not have been suitable to the
audit objective. The City Auditor’s staff only interviewed those employees
assigned responsibilities relating to the issuing, selling, paying interest on and
redeeming bonds of the city. Undersiandably, those inferviews would just
disciose information on day-to-day operations such as “making payments on
existing debt.” Limiting interviews only to the employees assigned those
responsibilities would have been congruent with the audit objective of reviewing
and assessing the City's debt service practices.

However, if the audit objective of the City Auditor's staff was to examine “a
comprehensive, uniffied debt management program and a strategic plan to
provide future direction” or the "managing and controlling overaill debt,” then
discussions with the policy-setters and decision-makers who manage and control
the City's overall debt through the adoption of a capital budget that approves the
capital appropriations may have been mare consistent.

if by “comprehensive debt management” the audit report means the issuing,
sefling, paying interest on and redeeming bonds of the city, then the Department
of Budget and Fiscal Services (BFS) continually evakiates the City's debt
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portfolic seeking opportunities to reduce debt service expenditures. The Series
2004B and Series 2005BC&D bond issues refunded high interest rate bonds for
lower interest rates generating present value savings of 313 million.
Furthermore, when interest rates were declining, BFS chose variable rate debt
instruments for its Series 2000A&B (weekly reset) and Series 2001C (annual
reset) bond issues, theraby lowering the City's debt service payments by an
estimated $44 million. The City benefited from exiremely low variable rates
where, on its Series 2000A&B bonds, weekly rates ranged from 0.60% to 5.00%
as opposed to 5.78% if it had issued ifs customary long-term fixed rate bonds
and, on its Series 2001C bonds, annual rates ranged from 1.18% to 2.85% as
opposed to 4.80%.

In addition, through effective asset-liability management, BFS mitigated
borrowing costs by using the tax-exempt commercial paper program for interim
financing. Previously, the City issued long-term bonds for capital projects in
design or construction and invested the proceeds in short-term securities until
spent resulting in the City paying interest at the higher long-term rates while
earning interest at the lower short-term rates. Generally, by improving the
matching of maturities between investments {asseis) and debt (liabilities), the
City hedges itself against inferest rate risk because as short-term rates on debt
rise or fall so do short-term rates on invesiments,

Page 21: “However, the policies have no provisions for overall administration,
operations, duties and responsibilities for data gathering, debt analysis, planning,
reporting or monitoring.”

Resolutions 03-59, CD1 and 98-197, CD1 were meant to serve as general rules
or guidelines and not intended to prescribe administrative procedures.

Page 21. “Without specific parameters regarding acceptable exceptions, the city
leaves itself open to treating cash shortages as “emergencies” or “unusual
circumstances”, thereby allowing liberal use of CIP funds for salaries and
equipment. Financing such #tems with bonds roughly doubies the cost of such
iterns compared to paying with cash. In addition, budgeting for such
expenditures under the guise of a capital project enables them to undergo less
scrutiny than if they were paid for with operating funds.”

The draft audit report fails to provide examples or evidence to support this
finding. Capital Improvement Program {C1F) funds for salaries and eguipment
are subject to appropriation by the City Council and, therefore, are not without
overview. It receives greater scrutiny because it is nat part of reguiar
expenditures.

Debt-related responsibilities are concentrated between two administrators
with inexperienced staff

Page 21: "At the city, only two administrators have comprehensive institutionat
knowledge, direct experience and a concentration of responsibilities with regard
to the city's largest bond issuances: the chief of the Treasury Division for general
obligation bonds and the executive assistant for the Depariment of
Environmenial Services for wastewater revenue bonds.”

The Department of Budget and Fiscal Services (BFS) has the responsibility
under the City Charter Section 6-203(f) for “issuing, selling, paying interest on
and redeeming bonds of the city.” BFS interprets that to mean managing the

73



74

Response to the City Auditor's Report No. 06-03

Page 14 of 36

Audit comment:

Response:

Audit comment:

Response;

Audit comment:

process for the issuance of alt City bonds including Wastewater System Revenue
Bonds and Water System Revenue Bonds. Both the Department of
Environmental Services {ENV) and the Board of Water Supply work with BFS to
issue and sell Wastewater System Revenue Bonds and Water System Revenue
Bonds, respectively.

Therefore, the chief of the Treasury Division also has "comprehensive
institutional knowledge, direct experience and a concentration of responsibilities”
relating to the issuance and sale of Wastewater System Revenue Bonds and
Water System Revenue Bonds.

Page 21 to 22: "Although the city relies heavily on these two administrators and
has a significant investment in the appropriate execution of their duties, there is
no formal succession plan or continuity provision should either of these
administrators cease their employment with the City.”

While portions of the audit comment may have merit, succession and continuity
is a problem throughout the City and at other jurisdictions. The civil service
systermn bars guaranteed succession, as it requires that all recruitment be
competitive,

In addition, in the highly specialized discipline of tax-exempt bonds, the State of
Hawaii has only three employees dedicated to this area and the other counties
(Hawaii, Kauai and Maui) have only one employee each.

The City created the Treasury Debt Analyst classification in an attempt to provide
more expertise in this area.

For the Department of Environmental Services (ENVY), on-the-job training, written
materials and offsite training when available are provided to two members of the
ENV staff who support the Executive Assistant in financial matters.

Page 22 to 23: "Within the Treasury Division there is a funded position for an
assistant chief of treasury that would oversee both accounts receivable as well
as the cash and debt management branches. The position has been vacant
since 1998 . . . Lack of qualified applicants has made the filling of this vacancy
difficult.”

Investment and financing professionais are extremely well compensated in the
private sector, making it difficult to attract qualified people especially when the
City's salaries are far from competitive.

In addition, position classifications are not exactly appropriate for the assigned
duties because accountant classifications, as opposed to finance classifications,
are used for positions responsible for cash management, investments and debt
administration. Accounting professionals and finance professionals are different
in education, skills, experience, training and credentials. Accounting
professionais do not necessarily convert well into finance professionals and vice
versa.

Page 23: "While the Department of Environmental Services relies on the design
and construction department for project planning, design and construction, the
environmental services department bypasses the Fiscal/CIP Division and
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submits its budget for wastewater projects directly to the budget and fiscal
services department director.”

The Department of Environmental Services (ENV) relies on the sewer funded
staff in the Department of Design and Construction for project planning, design
and construction and submits its capital improvement budget to the Department
of Budget and Fiscal Services (BFS) in consultation with the Department of
Design and Construction. The Fiscal/CIP Division of BFS receives, evaluates
and recommends the ENV capital budget to the BFS Director,

Page 23: “If wastewater projects are funded with bonds, the Fiscal/GIP Division
would evaluate environmental services’ projects to determine whether they follow
the debt policy. However, Fiscal/CIP’'s evaluations and subsequent analyses
have been compromised in the past by lack of timely and complete information
from the environmental services department.”

The Fiscal/CIP Division and the Department of Environmental Services (ENV)
evaluate ENV’s capital budget as part of the annual budget process o determine
that it meets requirements of the Wastewater Financial Policy. The Fiscal/CIP
Division is provided information, as it is available, mindful that ali information,
operating and capital, are being modified and revised during the budget process.

Page 23 to 24: “The administrator in charge of environmental services’ budget
and debt states that the department prepares its own debt affordability analysis
before the budget process and incorporates debt into its operating budget.
Currently, the department works mostly with the Fiscal/CIP Division regarding
general obligation debt incurred before the wastewater system became an
enterprise. However, the division contends that because the mayor makes the
uitimate decision to increase revenue by proposing higher sewer rates, the
wastewater enterprise should not consider itself totally independent from other
city departments.”

As part of the budget process, the Department of Environmental Services works
with the Fiscal/CIP Division to insure that data used on all debt is consistent and
their understanding of compliance with debt policy are the same. tis true that
the Mayor makes the final recommendation regarding budgets and sewer rate
changes submitted to the City Council. The City Council has the final approval
on both,

The last paragraph on page 25 of the draft audit report.

There may be a possible legal problem with the audit comment on page 25 of the
draft audit report. The City Auditor’'s Office may wish to check with their
attorneys.

Page 26: “This lack of experience falls short of the city’s minimum qualifications
for the treasury debt analyst position.”

The audit comment is inaccurate and misleading.
it may also raise labor relations issues due to the public discussion of the

employee's qualifications particularly since there is only ane position within the
entire City in that classification,
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The allegation that a Treasury Division employee's experience “falls short of the
city’s minimum qualifications” for the position is totally groundless. The City has
strictly enforced recruitment and selection procedures in accordance with civil
service laws. Any applicant for a civil service position must be examined and
quailified by human resource specialists before interviews are held. Once a
selection is made, human resource speciaiists conduct an evaluation to ensure
compliance with all civil service rules and regulations.

Page 26: "Exacerbating this shortage of expertise is a similar lack of experience
in the cash and debt manager, who is supposed to provide general supervision to
the treasury debt analyst. The employee currently occupying this position has
been in place since January 2005 but continued to perform previous duties as
revenue collection administrator until June 2005.”

The audit comment is inaccurate and misleading.

As previously explained, the lack of experience may be attributable to position
clagsifications that are not exactly suitable to the assigned duties because
accountant classifications are used for positions responsible for cash
management, investments and deht adminisiration. The inability to attract
applicants with investment and financing experience, due to the disproportionate
compensation between the public and private sector, coupled with the use of the
accounting classifications results in the hiring of accounting professionals who
demonstrate potential to perform the required duties.

More importantly, at the time the audit was conducted, the Treasury Division was
experiencing an unusual number of staffing changes and absences in its
professional level positions. Staffing shortages necessitated the pricritization of
tasks to ensure that critical work was accompiished on time. The employee was
trained on only essential, time-sensitive duties of the Cash and Debt
Management Branch of the Treasury Division until June 2005, when a
replacement was hired for the revenue collections administrator position.

No comprehensive debt management program is planned

Audit comment:

Response:

Page 27: “However, none of the city administrators we interviewed articulated
that the city has established or plans o establish a comprehensive debt
management program concerned with the impact of debt on current operations,
debt planning and assessment, or accountability for the use of monies obtained
from bond issuances.”

Debt management is an integral part of the budget process with its multi-year
projections and six-year capital program.

The draft audit report concluded that the City has not established and does not

plan to establish a “comprehensive debt management program” because “none
of the city administrators” articulated as much. However, no one interviewed by
the City Auditor’s staff was asked any questions about that topic.

in addition, the City Auditor's staff only interviewed those employees assigned
respansibilities relating o the issuing, selling, paying interest on and redeeming
bonds of the city. Understandably, those employees may not have been privy to
such plans. However, discussions with policy-setters and decision-makers who
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Audit comment:

Response:

Audit comment:

Response:

Audit comment;

Response:

Audit comment:

Response:

manage and control the City's overall debt by adopting the capital budget and
making capitai appropriations may have resuited in different conclusions.

Debt-related reports are inadequate and hinder accountability

Page 27: "The city's FY2005-08 Executive Program and Budget reports that
debt service payments are expected to exceed the city's affordability threshold of
20 percent of the operating budget by 2007-08. The threshold is cited within the
¢ity's debt policies as a debt affordability measure, but in effect places an annual
cap on payments for debis already incurred, rather than acting as a tool wsih
which to measure and manage the city’s entire debt.”

The audit comment is inaccurate and misleading.

Section I1.G of Resolution 03-59, CD1 of the City's debt and financia!l policies,
states “The City shall establish affordability guidelines in order to preserve the
credit quality. Guidelines, which may be suspended for emergency purposes or
becatuse of unusual circumstances, are as follows:

1. Debt service for general obligation bonds including self-supporting bonds as
a percentage of the City's total operating budget, including enterprise and
special revenue funds, should not exceed 20 percent.

2. Debt service on direct debt, excluding self-supported bonds, as a percentage
of General Fund revenue should not exceed 20 percent.” {Attachment Vi)

A guideline is defined as a statement of general policy. Contrary to the Audit
comments, the “threshold” does net piace “an annual cap on payments for debts
already incurred.” As a guideline, it is “a tool with which to measure and manage

the city's entire debt.”

Page 27: “In the absence of periedic reporting and analyses containing other
benchmarks, the city cannot reliably determine whether it is managing its debt
beyond this measurement. Without a comprehensive debt management
program, the city’s focus is limited to maximizing annual spending without
exceeding debt limits.”

The draft audit report fails to provide examples or evidence to support this finding
and it does not suggest what periodic reporting and analyses relating to specific
benchmarks should be reported.

Page 27: “Existing debt-related communications provide no framework for
reporting progress toward achieving specific goals or future plans to address
concerns.”

The draft audit report fails to provide examples or evidence to support this
finding.

Page 28: "While the department develops a number of reports, its own staff
members recognize that not all reports are reader-friendly. In addition, they
acknowledged that the various reports are delivered in such piecemeal fashion
that they do not appear to facilitate the city council’s decision-making.”

None of those invalved in the audit from the Department of Budget and Fiscal

Services and the Department of Environmental Services recalls making such an
acknowledgement,
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Audit comment:

Response:

Audii comment:

Response:

Audit comment:

Response:

Audit comment:
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Page 28: “In the absence of specific legislation pertaining to elements of a
comprehensive debt report, the council can anticipate such piecemeal reporting
will continue.”

The audit comment is inaccurate and misleading.

The elements of a comprehensive debt report are not defined. Further, the
council does not need legislation to request reports or information. Often, reports
required by law continue to be prepared using valuable resources only to be filed
without review or they lose their usefulness over time as priorities and
circumstances change.

Accountability for practices that violate the city’s debt policy is limited
Page 29: “The policies do not require reporting of individual or aggregated
instances; nor do they require the city to track actual expenditures of “operational
costs”, such as personnel costs.”

The audit comment relates to budgetary appropriations. Reports on budgetary
variances and expenditures are available. For example, the Finance Direcior’s
Quarterly Report is submitted to the City Council.

Page 30: "None of the budget and fiscal services department administrators
indicated any future plans to return to paying any or all salaries with operating
funds. Neither budget and fiscal services nor the Department of Design and
Construction mentioned any plan to return to using operating funds for salaries
once the city's economic condition improves. We maintain that while allowable
under the city's debt poiicy, the city should work toward alternatives to funding
salaries with bond funds and thus limit unnecessary additions to the city's debt

service.”

No one interviewed by the City Auditor’s staff was asked the question ahout
“future plans to return to paying any or all salaries with operating funds” or “any
plan to return to using operating funds for salaries once the city’s economic
condition improves” as described in the audit comment. Nevertheless, the draft
audit report determined that such plans were not being contemplated because
those interviewed did not talk about it.

Further, general obligation bond proceeds are only being used for the purpose
provided for in Section H.A.1 of City's “Debt and Financial Policies” of Resolution
03-59, CD1, where it states “Contracts to hire engineering and design
professionals under a personal services contract with a definite termination date
may be included.” {(Attachment VI}

Page 31: “The city's current recordkeeping and tracking system makes it difficult
to identify whether expenditures comply with these policies. During our audit, the
Department of Budget and Fiscal Services’ Accounting Division created a
customized computer program to extract information from the city’s accounting
system, showing that expenditures below $5,000 are not routinely monitored for
compliance with the debt policy.”
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Response:

Audit comment:

Response:

Audit comment;

Response:

The audit comment is inaccurate.

The recordkeeping and fillng system used by the accounts payable and fiscal
sections allow the Agcounting Division staff to locate source documents such as
contracts, requisitions and purchase orders.

Page 31 to 32: "These include:

. teak furniture for the Honolu Zoo Employee Lounge valued between
$170 and $1,595 each, 5140 for 10 packages of teak cleaner,;

L various power tools ranging from an impact wrench ($233), 29-piece
socket wrench set ($770), cordless drill ($161), and a one-half inch drill
($125),

. 20 mountain bikes that cost $1,132 each for the Honolulu Police
Department;

. volleyball equipment, including 10 carts at $260 each, 11 sets of

voileyball equipment-including nets, pads, boundary tape, antennas,
aggregated with referee stands for district parks totaling $55,076 for the
Department of Parks and Recreation; and

. quarterly payments for Pitney-Bowes machines of $353 and $363."

The Department of Budget and Fiscal Services will be reviewing the processes to
procure equipment funded with capital budget appropriations to ensure
compliance with the Debt and Financial Policies. Specific items, such as the
HPD mountain bikes, were purchased in accordance with City Councit approved
changes to the list of equipment submitted by HPD. We consider changes
approved by the City Council fo the capital budget appropriations for equipment
as authorization by them to purchase such equipment, albeit contrary o the Debt
and Financial Policies.

Page 32: “Furthermore, the decision to use cash or borrowed funds depends on
prioritization of needs and is ultimately made by the mayor and the budget and
fiscal services director. If they determine that a project or equipment is needed,
the city is obligated to provide the funding for it. This rationale excludes
departments from being involved in discussions regarding what the city can
afford prior to deciding whether to build projects or acquire specific equipment.”

The audit comment is inaccurate and misleading.

If a project or equipment is determined to be needed, the city is not “obligated to
provide the funding for it” but it would be prudent to fund it. Also, the
departments are involved in discussions regarding “what the city can afford prior
to deciding whether to build projects or acquire specific equipment.” Moreover,
this audit comment contradicts the representations made in the fourth box under
the first column in Exhibit 2.3, The City’s Debt Process of the draft audit report
that states "Administration, BFS, DDC and ENV determine overall capital budget
proposal and proposed aggregate amount of debt needed to finance projects.”

The City's Reliance on the Same Underwriters for Negotiated Sales Raises Concerns of Conflict of

Interest and a Potentially Costly Impact

Audit comment:

Page 32: “In the future, these services may extend {o training for inexperienced
Treasury Division staff.”
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Response:

Audit comment:

Response:

Audit comment:

Response:

The audit comment is inaccurate and misleading.

The City Auditor’s staff appears to have confused comments made about
investment activities with those of bond and debt responsibilities. The two
activities, investment versus bond and debt, are separate and distinct.

it was never Treasury’s intention to have the underwriters train its staff.

Page 32: "However, both the Government Finance Officers Association and
independent academic researchers recommend the use of competitive sales
because they provide greater accountability and cost-effectiveness than
negotiated sales.”

The audit comment is inaccurate and misleading.

The Government Finance Officers Association (GFOA) does not explicitly
recommend the use of the competitive method of sale. GFOA states, “It is in the
interest of state and local government issuers to sell public debt using the
method of sale that is expecied to achieve the best sales results, taking into
account both short-range and long-range implications for taxpayers and
ratepayers. However, there is a divergence of views as to the relative merits of
the competitive and negotiated methods of sale due to the lack of
comprehensive, empirical evidence that would favor one method over the other.”

GFOA goes on to recommend “If siale and local governments are able to choose
their method of bond sale, the Government Finance Officers Association (GFQA)
recommends that palicies be adopted to ensure that the most appropriate
method of sale is selected in light of financial, market, and transaction-specific
and issuer-related conditions; the method of sale is evaluated for each bond
issue, including an assessment of different risks associated with each method;
and thorough records are kept about the process to demonstrate that it was
equitable and defensible.” {Attachment Vi)

Clearly, GFOA does not definitively state that it “recommends the use of
competitive sales because they provide greater accountability and cost-
effectiveness than negotiated sales™ as represented in the draft audit report.

Page 33: “Moreover, the practice of using underwriters as financial advisors
presents a conflict of interest according to the Municipal Securities Rulemaking
Board {board).”

The audit comment is inaccurate, misleading and makes unsubstantiated
reprasentations. it fails to establish with evidence or examples that the City used
underwriters as financial advisors.

The Municipal Securities Rulemaking Board (MSRB) Rule G-23 specifically
states “For the purpose of this rule, a financial advisory relationship shall be
deemed lo exist when a broker, dealer, or municipal securities dealer renders or
enters into an agreement to render financial advisory or consultant services to or
an bebhalf of an issuer with respect to a new issue or issues of municipal
securities, including advice with respect to the structure, timing, terms and other
simifar matters concerning such issue or issues, for a fee or other compensation
or in expectation of such compensation for the rendering of such services.
Notwithstanding the foregeing, a financial advisory relationship shall not
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Audit comment:

Response:

be deemed to exist when, in the course of acting as an underwriter, a
broker, dealer or municipal securities dealer renders advice to an issuer,
including advice with respect to the structure, timing, terms and other
similar matters concerning a new issue of municipal securities.”
(Highlighted for emphasis.) {(Attachment Vill)

The City never used underwriters hired for a negotiated sale as financial advisors
on that same sale. Based on MSRB Rule G-23, the underwriters hired by the
City are clearly in the group where “a financial advisory relationship shall not be
deemed to exist when, in the course of acting as an underwriter, a broker, dealer
or municipal securities dealer renders advice to an issuer, including advice with
respect to the structure, timing, terms and other similar matters concerning a new
issue of municipal securities.” Therefore, no conflict of interest exists.

Page 33: “The competitive process affords an issuer some assurance that bonds
are sold at the lowest interest cost given market conditions on that particular day.
Competition provides an incentive for underwriters to submit the most aggressive
bid at which they expect to be able to successfully market bonds to investors.”

The audit comment is misieading.

The competitive process merely assures the issuer that it received the lowest
interest cost from among all of the bids received for its bonds and not the “lowest
interest cost given market conditions on that particular day” as the audit comment
maintains., The bids received by an issuer may not represent the market
because not all market participants submit bids. With the competitive sale
method, the number of bids and the type of bidders have a significant effect on
the interest rates an issuer will pay on its bonds and the relationship of those
rates to the market. Both the number of bids received and the type of bidders
are beyond the controf of the issuer in the competitive sale method.

One criticism of the negotiated sale method made by the draft audit report is that
“underwriters sell bonds to another set of clients-investors. It is easier to sell
bonds to investors if the investment yield is higher. Unfortunately, higher
investment yields for investors mean higher borrowing costs for issuers, such as
the city. Issuers must understand that underwriters are working simultaneousty
with two different clients when underwriting a bond issue-the issuer and
investors. When it comes to pricing bonds, the incentives of these two parties
are in direct opposition.” However, that same shortcoming is present in the
competitive sale method as indicated by the audit comment that underwriters
“submit the most aggressive bid at which they expect to be able to successfully
market bonds fo investors.”

Underwriters consider their ability to market the bonds to investors whether the
bonds are purchased through a competitive or negotiated sales method.
Therefore, the most “aggressive bid” does not necessarily translate into the
lowest interest costs. In the competitive process, each underwriter will balance
the interest rate at which it will be able to successfully market the bonds to
investors with the interest rate at which it will be able to win the bid. Underwriters
in the negotiated process have the same objective o achieve the lowest
borrowing cost for the issuer while offering interest rates at which investors are
willing to purchase the bonds.
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Audit comment:

Response:

Audit comment:

Response:

Audit comment:

Response:

Page 34: “Interviews with industry professionals revealed that the frequency of
Honolulu's twice yearly bond issuances, general obligation bonds backed by
unlimited taxing ability, and wastewater revenue bonds backed by revenues from
an essential service in which the city has a virtual monopoly, are neither rare nor
unfamiliar to the municipal bond market, neither risky nor complicated as to
require extensive education of potential investors.”

The audit comment is inaccurate and misleading.

Throughout the draft audit report, references are made to “industry professionals”
and “industry experts” whose identities and occupations are never revealed. If
these “industry professionals” and “industry experts” are in fact financial advisors,
then their observations may be slanted and biased because they would be the
biggest beneficiaries if more issuers used the competitive sale method.

GFOA advises the issuer to ensure that the most appropriate method of sale is
selected in light of financial, market, and transaction-specific and issuer-related
conditions. (Attachment VIl) Those considerations must be analyzed inclusively
and not discretely as this and the following audit comment does.

In addition, the audit comment is concerned only with the obvious, ighoring other
significant considerations. For example, it neglects the bond issue’s size, timing
and structural concerns, given that all of the bonds issued by the City during the
period under audit had a refunding component and the municipal bond market
was extremely volatile, with the Federal Reserve raising interest rates nearly
monthly over the past 18 months or so.

Page 34: "One finance director said that even a smaller locality that issues
bonds every six or seven years could use a competitive sale method and still
educate the market prior to a sale using conference calls (for example} to
disclose needed information and allow potential investors to ask questions.”

The audit comment is inaccurate and misleading.

Once again, the draft audit report focuses on a single aspect of an issue to the
exclusion of all other facets and determines that the competitive sale method can
be used because one of the seven conditions is met.

While any issuer can use the competitive sale method to sell its bonds, the
overriding consideration is whether or not that approach is expected to achieve
the best sales results in light of financial, market, and transaction-specific and
issuer-refated conditions. {Attachment VIl) Further, the likelihood a “smaller
locality” that “issues bonds every six or seven years” would possess the
necessary knowledge and expertise to sell its bonds competitively is
questionable.

Page 34. “The issuer negotiates a purchase price for the bonds with the
underwriter at the time the bonds are sold.”

Negotiation with the underwriter is a dynamic and involved process that, for the
City, generally begins with a pre-sale order period for retail buyers. During that
periad, retail buyers, particularly Hawail residents, have an exclusive opportunity
to buy bonds in advance. Typically, retail buyers are willing to accept a lower
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Audit comment;

Response:

Audit comment:

Response:

Audit comment:

Response:

yield than institutions and set the basis for the interes! rate scale on the day of
oricing usually held on the subsequent day.

Then, on the day of pricing, the underwriters offer the bonds to institutional
huyers in the primary market at an interest rate scale agreed upon by the City.
After a period of time, the City and the underwriters assess the orders and adjust
the interest rates, if warranted, for over- and under-subscribed maturities. The
underwriters return to the institutional buyers with the adjusted interest rate
scales and again solicit orders. The process is repeated throughout the day until
the City and the underwriters can agree to a purchase price.

in contrast, on the day of pricing, competitively sold bonds are put out to bid with
the maturities, maximum coupons, maximum original issuer's discount or
premium, ascending rate, bid date and time, and other relevant information.
Interested underwriters submit their bids that are tabulated either by the issuer or
the financial advisor. The bonds are awarded to the underwriter offering the
lowest bid that meet the terms of the sale.

Page 34: “However, members of the Government Finance Officers Association
{GFOA)} debt commitiee whom we interviewed disagree that refunding is too
complicated for a competitive sale.”

Generally, advance refundings, the type of refundings executed by the City in its
tast three issues, are done for savings. It is a complex transaction because it
involves two fluctuating pieces; the tax-exempt municipal bond market and the
securities market for either State and Local Government Securities referred to
SLGS or U.S. Treasury securities. These SLGS or U.S. Treasury securities are
placed in an escrow account that is used to redeem the refunded bonds. Both
pieces have a direct effect on the present value savings of the refunding. if one
or both pieces become unfavorable, then the savings target for the retunding
may not be met.

Page 34: “One finance director said that all eight refunding issues his county has
done over the last six years had been done competitively, and the county
exceeded its saving targets every time.”

It is not clear if the unidentified finance director indicated that if the savings target
could not be achieved the bonds would not have been sold. Also, there is no
indication of how many times the bonds were put out for bid and not sold
because the savings target could not be met.

Page 34: “A debt manager said that while their county had used negotiated
sales for bonds that were tied to complex property tax laws needing more
detailed explanation to investors, a recent first attempt at using the competitive
method for the same type of complicated bond had been successful.”

The audit comment is inaccurate and misleading.
Once more, the draft audit report focuses on a single aspect of an issue fo the
exclusion of all other facets and finds that the competitive sale method can be

used because one of the seven conditions is met.

While any issuer can use the competitive sale methad to seli its bonds, the
overriding consideration is whether or not that approach is expected {o achieve
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the best sales resuits in light of financial, market, and transaction-specific and
issuer-related conditions. (Attachment Vi)

It is unclear if the unidentified debt manager provided any basis for the
determination that the bond sale was “successful.” it could have been because
he was able to sell all the bonds, or because the bonds were sold at low interest
rates as compared o other sales of the day, or because numerous bids were
received, or all of these factors.

The city's use of non-competitive bond sales is potentially costly

Audit comment:

Response:

Page 35: "The GFOA recommends that the competitive method of sale be
chosen when conditions favoring this method are present, such as the market's
familiarity with the issuer; a credit rating of A or better; and debt backed by the
issuer's full faith and credit {i.e., general obligation bonds) are present.”

The audit comment is misleading and fails fo provide evidence to support the
conclusion that the City's use of non-competitive bond sales is potentially costly.

Contrary to the audit comment, the Government Finance Officers Association
{GFOA), admits “It is in the interest of the state and local government issuers to
sell public debt using the method of sale that is expected to achieve the best
sales results, taking into account both short-range and long-range implications
for taxpayers and ratepayers. However, there is a divergence of views as to the
relative merits of the competitive and negotiated methods of sale due to the lack
of comprehensive, empirical evidence that would favor one method aver the
other” and goes on to advise issuers “to ensure that the most appropriate method
of sale is selected in light of financial, market, and transaction-specific and
issuer-related conditions.” (Attachment Vi)

The debate over whether the competitive bond sale method is superior to the
negotiated bond sale method has been going on for decades. Over time, the
trend has been toward the negotiated bond sale method. As you can see, since
1980, negotiated sales have surpassed compelitive sales by a large margin.
Can all of these issuers be doing it wrong?
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Audit comment:

Response:

Audit comment:

Response:

Page 35: “Based on research and interviews with administrators both in
Honolulu and other municipalities, we found that the city meets ali of these
conditions, as shown by Exhibit 2.4

The audit comment is inaccurate and misleading.

The administrators in Honolulu were never interviewed on the items in Exhibit
2.4,

Page 35: Exhibit 2.4, Seven Conditions Favoring Competitive Bond Sales
The audit comment is inaccurate and misleading.

Condition 2: There is an active secondary market with a broad investor base for
the issuer’s bonds.

The condition refers to the “secondary market” while the Administration’s
statement relates to the “primary market.”

Condition 5: The issue is neither too large to be easily absorbed by the market
nor too small to attract investors without a concerted sales effort.

Absent absolute amounts that define “too large” or “too smail,” Condition
5 is nehulous and discretionary. In addition, the supposition that bond
sales ranging from $152.8 million to $371.8 miflion can be “easily
ahsorbed” because the municipal bond market is $2 frillion is inaccurate.
The tax-exempt municipal bond market's ability to absorb bonds offered
for sale varies minute-to-minute, hour-fo-hour, day-to-day. Instead of the
size of the market, a better determinant of whether an issuer’'s bonds can
be “easily absorbed” is the appetite of the purchasers of those bonds.
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Audit comment:

Response:

Audit comment:

Response:

Audit comment:

Response:

Audit comment:

Response:
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Condition 7. Interest rates are stable, market demand is strong, and the market
is able to absorh a reasonable amount of buying or selling at reasonable price
changes.

This condition concerns market volatility and is extremely subjective.
Here again, the draft audit report focuses on a single aspect to the
exclusion of all other facets and erroneously determines that interest
rates were stable because they ranged from 2 percent to 5 percent.
Most market participants would consider interest rate movements of
0.10% to 0.25% as constituting market volatility. Interest rates are not
the only factor that affects the market nor do interest rates alone
determine market stability. The tax-exempt nature of the municipal bond
market causes yields to be highly sensitive to state and local supply and
demand dynamics (the amount of the issuer’s outstanding tax-exempt
bonds to the amount available for investment in those bonds).

Page 36: “However, far from being an acceptable justification, the head of public
finance at the U.S. Securities and Exchange Commission has expressed concern
over decreasing competitive sales within the municipal bond market.”

The draft audit report fails to provide examples or evidence to support this
finding.

Page 36: "The more bids received, the higher the savings. . .the study found that
interest cost savings increase with the number of bids received.”

While the draft audit report reviews the competitive and negotiated bond sale
methods, the material presented is limited to examples that the number of bids
affected interest rates on a competitively sold bond issue and not whether
negotiated sales are more costly than competitive.

The draft audit report advocates the competitive sale method. However, the City
Auditor’s staff is unable to determine with absolute certainty that the City’s bonds
will receive an adequate number of bids to ensure the lowest interest rates.

Page 37: "This (competitive} method of sale ensures that an underwriter has
earned the job through a competitive process based upon an objective,
mathematical calculation.”

tnder the competitive sale method, all an underwriter has earned is the right to
purchase the bonds.

Page 37: “in addition, the Municipal Securities Ratings Board (MSRB) has been
working to increase price transparency in the municipal securities market in
measured steps since 1995, culminating in the availability of real time
transactions that allow issuers to view the progress of their bonds in the
marketplace and compare them to those of other issuers.”

This audit comment is irrelevant to the competitive versus negotiated bond sale
debate because both of those sales occur in the primary municipal bond market
as opposed to the secondary municipal market where the MSRB is working to
increase price transparency.
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The Treasury Division has consistently identified the same underwriters as the best-qualified

Audit comment:

Response:

Audit comment:

Response:

Audit comment:

Response:

Page 38: "One disadvantage of negotiated sales is the potential charge of
favoritism {oward particular firms chosen to underwrite the bond issue. This is of
particular concern due to scandals in other states in the 1980s involving finance
firms which illegally sought to obtain underwriter status for large bond issuances.
We are neither alleging, nor did this audit uncover, any indications of iliegal
activity. Nevertheless, there should be concerns about propriety in the municipal
bond market overall; those concerns should compel the city to balance the
perspectives of its underwriter with those of other experts and independent
sources of information.”

The audit comment is inaccurate and misleading.
The draft audit report made no findings of illegal activity as pointed out by the

statement “We are neither alleging, nor did this audit uncover, any indications of
ilegal activity.” Furthermore, it found that no laws or statutes were violated.

In fact, the draft audit report validates that underwriters and bond counsel were
selected in accordance with the Hawaii Public Procurement Code, HRS Section
103D-304(d} and Chapter 3-122, Subchapter 7 (Source Selection and Contract
Formation), Hawaii Administrative Rules.

The draft audit report fails to provide examples or evidence to supporti its
assertion “Nevertheless, there should be concerns about propriety in the
municipal bond market overall, those concerns should compel the city to balance
the perspectives of its underwriter with those of other experts and independent
sources of information.”

Page 38: "A budget and fiscal services department administrator said that the

city uses the negotiated method in order to have more control over selecting an

underwriter with the right skills, service and expertise. In many cases, the
administrator said, the underwriter knows more about the city's economy and

operations than the administrator does.”
The audit comment is inaccurate and misleading.

The City Auditor’s staff was told that the negotiated method allows the City to
select an underwriter with the appropriate experience and qualifications who
provide quality support services. [n addition, it is helpful if the underwriters are
familiar with the local economy and city operations.

Page 38: “However, industry experts we interviewed said these types of sales
pitches are commonly employed by underwriters nationwide. They cautioned
issuers to remember that underwriters will siructure deals to their own benefit.”

The draft audit report fails to provide examples or evidence to support this
finding.

Again, throughout the draft audit report, references are made to “industry
professionals” or “industry experts” whose identities and occupations are never
revealed. If these “industry professionals” and “industry experts” are in fact
financial advisors, then their observations may be slanted and biased because
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Audit comment:

Response:

Audit comment:

Response:

they would be the biggest beneficiaries if more issuers used the competitive sale
method.

Page 38: “One finance director said it was inappropriate for underwriters to deal
with rating agencies on the issuer’s behalf.”

The audit comment is inaccuraie and misleading.

it is commeon practice for underwriters o deal with rating agencies on the issuer's
behalf. There is no rule against it. Underwriters provide an issuer with a depth of
information on the examination and analysis performed by bond raters. With
their extensive dealings with the bond raters, the underwriters offer valuable
guidance in preparing the ratings presentation by ensuring that information is
communicated in a manner that bond raters can easily relate to and
comprehend.

Page 38: “For the past three years of bond issuances, the city has relied on the
same underwriter (UBS Financial Services, as either senior manager or co-
manager) and the same bond counsel (Orrick, Herrington and Sutcliffe LLP).
Underwriters and bond counsel are selected by the budget and fiscal services
department using the request for qualifications or qualified list method pursuant
to the Hawaii Public Procurement Code, HRS Section 103D-304(d) and Chapter
3-122, Subchapter 7 (Source Selection and Centract Formation), Hawaii
Administrative Rules.”

According to the Hawaii Administrative Rules, under the request for qualifications
or qualified list method, “the selection criteria employed in descending order of
importance shall be:

Experience and professional qualifications relevant fo the project type
(multiplier=4);

Past performance on projects of similar scope for public agencies or private
industry, including corrective actions and other responses to notices of
deficiencies {multiplier=3);

Capacity to accomplish the work in the required time (multiplier=2); and

Any additional criteria determined in writing by the selection commitiee to be
refevant to the purchasing agency’s needs or necessary and appropriate to
ensure full, open, and fair competition for professional services contfracts
{multiplier=1)." {Attachment X)

For underwriters and bond counsel, the additional criterion was subsequent
support services.

Based on the selection criteria and its mandated order of importance, underwriter
and bond counsel firms with significant experience and suitable prior working
refationships with the City or within the State of Hawaii would garner more points
over firms without such a background.

The Treasury Division strictly adhered to the requirements of the reguest for
gualifications or qualified list method as prescribed by the Hawaii Public
Procurement Code, HRS Section 103D-304(d) and Chapter 3-122, Subchapter 7
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Audit comment:

Response:

{Source Selection and Contract Formation), Hawaii Administrative Rules. As itis
written, weights for experience and professional qualifications and for past
performance on projects of similar scope are specifically stated and applied
exactly.

In addition to strictly adhering to the procurement laws and rules of the State of
Hawaii, the City conforms to the GFOA’s recommended practices as stated in
their “Selecting and Managing the Method of Sale of State and Local
Government Bonds (1994).” {(Attachment VIl) If using the negotiated sale
method, GFOA suggests the following, all of which the City has adopted.

. “Promote fairness in a negotiated sale by using a competitive
underwriter-selection process that ensures that multiple proposals are
considered.

. Remain actively involved in each step of the negotiation and sale
processes to uphold the public trust.

. Ensure that either the employee of the issuer or an outside professional

other than the issue underwriters, who is familiar with and abreast of the
condition of the municipal market, is available to assist in structuring the
issue, pricing, and monitoring sales activities.

. Avoid using a firm to serve as both the financial advisor and underwriter
of an issue because conflicts of interest may arise.
. Require that financial professionals disclose the name(s) of any person

or firm compensated to promote the selection of the underwriter; any
existing or planned arrangements between outside professionals to
share tasks, responsibilities and fees; the name(s) of any person or firm
with whom-the sharing is proposed; and the method used to calculate the
fees to be earned.

. Review the "Agreement Among Underwriters” and ensure that it governs
all transactions during the underwriting period.”

For bond counsel, in addition to strictly adhering to the procurement laws and
rutes of the State of Hawaii, the City complies with the Government Finance
Officers Association’s (GFOA) recommended practices in their “Selecting Bond
Counsel (1998)” (Attachment 1X) GFOA advises in making the final selection of
bond counsel issuers should consider factors such as:

. “The selection should not be driven solely by proposed fee. The
experience of the firm with the type of transactions contemplated by the
issuer is the most important factor in the selection of bond counsel.

. For issuers that have ongoing needs of a similar nature, continuity is an
important factor.”

Page 38: “The selection committee consisted of the treasury chief and two staft
members, who ranked senior managers according to experience and
professional qualifications, past performance on projects of similar scope,
capacity to accomplish work in required time, and subsequent support services.”

Under the Hawaii Public Procurement Code, HRS Section 103D-304(d) and
Chapter 3-122, Subchapter 7 (Source Selection and Contract Formation), Hawaii
Administrative Rules, members of the review and selection committee must have
“sufficient knowledge” of the professional services being sought.
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Response to the City Auditor's Report No. 06-03

Page 30 of 356

Audit comment:

Response:

As the draft audit report determined on page 24, there is a "lack of debt
expertise” within the City, thereby, limiting the availlability of qualified individuals
that can serve on the selection committee.

For Fiscal Year 2006, the selection committee included representatives from the
Treasury Division, the Department of Environmental Services and the Board of
VWater Supply because all three agencies anticipated needing underwriting and
bond counsel services during the year.

Page 38: "For FY2004-05, the budget and fiscal services department's records
show that the list of qualified firms for bond counsel includes four companies.
Three were listed as qualified managing underwriters for both general obligation
and wastewater revenue bonds: Citigroup, Merrilt Lynch, and UBS Financial
Services, Inc. The same three companies were also named, along with six other
companies, as qualified co-managers.”

You will note from the following table that the three firms qualified for managing
underwriters were the three top-ranked firms in the nation for 2005. In addition,
each firm served as a managing underwriter for the City within the fast ten years.
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Book Runner

Full to Par Amount Mkt. Number of
Book Runner (Equal if Joint) {(US$ mil) Rank  Share issues

Citigroup 62,6454 1 15.4 896
UBS Financial Services Inc 45,755.3 2 11.3 818
Merrill Lynch & Co 31,486.1 3 7.8 408
L.ehman Brothers 26,2517 4 6.5 266
J P Morgan Securities Inc 23,8405 B 5.9 374
Bear Stearns & Co 22,4929 6 55 167
Morgan Stanley 20,5343 7 5.1 245
Banc of America Securities LLC 19,833.7 8 4.9 438
Gotdman Sachs & Co 19,387.9 9 4.8 179
RBC Capital Markets 18,007.6 10 4.4 692
Morgan Keegan & Co Inc 8,859.9 11 2.2 472
A G Edwards & Sons Inc 7,059.4 12 1.7 359
Piper Jaffray & Co 6,086.7 13 1.5 475
Wachovia Securities 552186 14 14 244
George K Baum & Company Inc 4,897 .1 15 1.2 274
Stone & Youngberg 3,9601 16 1.0 231
First Albany Capital Inc 3,950.8 17 1.0 76
First Southwest Company 3,3594 18 8 236
Prager Sealy & Co LLC 33172 19 8 125
Seattie-Northwest Securities Corp 3,202.5 20 8 167
City Securities Carporation 2,9455 21 T 166
Ziegler Capital Markets Group 2,8805 22 T 88
Roosevelt & Cross Inc 2,708.4 23 T 371
ABN AMRO Incorporated 2,502.0 24 B 128
Fifth Third Securities Inc 23177 25 6 185
Subtotal with Book Runner 406,077.7 - 160.0 13,745
Subtotal without Book Runner .0 - .0

industry Total 406,077.7 - 100.0 13,745

{*)tie
Source: Securities Database Company

Using underwriters as the city's financial advisors creates a conflict of
interest

Audit comment: Page 39: “The chief of Treasury Division stated to us that, in the course of
negotiated sales, the city's underwriters also function as financial advisors.”

Response: The audit comment is inaccurate and misleading.

The City Auditor's staff was told that, with a negotiated sale, the City does not
need to hire a financial advisor. In a negotiated sale, while the underwriter's
primary role is as the purchaser of the bond issue, it is a common practice for the
underwriter io also assist the issuer in performing origination tasks such as
preparing the official statement, making presentations 1o rating agencies, and
obtaining credit enhancement.
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Response to the City Auditor's Report No. 08-03

Page 32 of 36

Audit comment:

Response:

Audit comment:

Response:

in contrast, for a competitive sale, the issuer must either perform the origination
tasks themselves or pay for these services separately by hiring a financial
advisor, Competitive sales are the primary source of revenue for financial
advisors thus explaining their strong advocacy for that method of selling bonds.

Page 39: “This creates a conflict of interest according to Rule G-23 of the
Municipal Securities Rulemaking Board, the regulatory agency for firms involved
in underwriting municipat bonds.”

The audit comment is inaccurate, misteading and makes unsubstantiated
representations. It fails to establish with evidence or examples that the City used
underwriters as financial advisors.

The Municipal Securities Rulemaking Board (MSRB) Rule G-23 specifically
states “For the purpose of this rule, 2 financial advisory relationship shall be
deemed io exist when a broker, dealer, or municipal securities dealer renders or
enters into an agreement to render financial advisory or consultant services to or
on behalf of an issuer with respect {o a new issue or issues of municipal
securities, including advice with respect to the structure, timing, terms and other
similar matters concerning such issue or issues, for a fee or other compensation
or in expectation of such compensation for the rendering of such services.
Notwithstanding the foregoing, a financial advisory relationship shall not
be deemed to exist when, in the course of acting as an underwriter, a
broker, dealer or municipal securities dealer renders advice to an issuer,
including advice with respect to the structure, timing, terms and other
similar matters concerning a new issue of municipal securities.”
{Highlighted for emnphasis.) (Attachment VI

As previously stated, the City never used underwriters that were hired for a
negotiated sale as financial advisors on that same sale. Based on MSRB Rule
(G-23, the underwriters hired by the City are clearly in the group where “a
financial advisory relationship shall not be deemed to exist when, in the course of
acting as an underwriter, a broker, dealer or municipal securities dealer renders
advice {o an issuer, including advice with respect to the structure, timing, terms
and other similar matters concerning a new issue of municipal securities.”
Therefore, ne conflict of interest exists.

Page 40: "Budget and fiscal services department officials have also said that
negotiated sales are more cost-effective because the city does not have to hire a
separate financial advisor for an additional cost. However, membaers of the
GFOA debt committee we interviewed disagreed, saying that, when managed
correctly, hiring a financial advisor reduces the scope of what an underwriter
does, and thus should not constitute an additional cost.”

Generally, the underwriter’s spread would not decrease with a reduction in
scope. Therefore, the issuer's borrowing costs would increase because it would
be hiring a financial advisor for a fee and also paying the underwriter's spread.

In addition, recent experience of bond issuers has been for underwriter's spreads
to be higher for competitive bond sales than negotiated ones.
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Audit comment:

Response:

The Treasury Division has asked underwriters to develop training for its
inexperienced staff

Page 41: “In light of the conflict-of-interest issues described in the previous
section, involvement of underwriters outside of bond issuances warrants closer
scrutiny. The treasury chief reports that, in response to the need to train the
division’s inexperienced staff, brokerage firms have offered basic investment
modeling and asset allocation materiais showing such areas as the difference
between securities investment, and risk/return analysis. When asked about this
practice of relying on investinent brokers to provide fraining materials, members
of the Government Finance Officers Association (GFOA) debt committee told us
this was an odd practice at best, particularly in light of materials and training
sessions available from organizations serving government bond issuers.”

The audit comment is inaccurate, misleading and makes unsubstantiated
representations. 1t fails to establish with evidence or examples that the City used
underwriters as financial advisors.

The treasury chief was commenting on investment activities not the bond
issuance function.

LS FLIS

Clearly, terms such as “brokerage firms”, “investment modeling”, “asset
allocation”, “securities investment”, “risk/return analysis”, and “investment
brokers”, relate to investment activities and not bond or debt transactions.
There was obvicusly a misunderstanding by the City Auditor’s staff that caused
them to confuse comments made about investment activities with those related

to bonds.

As for the audit comment “In light of the conflict-of-interest issues described in
the previous section,” ne conflict of interest existed. The City never used
underwriters that were hired for a negotiated sale as financial advisors on that
same sale nor does it intend to have underwriters train its staff.

The Municipal Securities Rulemaking Board (MSRB) Rule G-23 specifically
states “For the purpose of this rule, a financial advisory relationship shall be
deemed to exist when a broker, dealer, or municipatl securities dealer renders or
enters into an agreement to render financial advisory or consultant services to or
on behalf of an issuer with respect {o a new issue or issues of municipal
securities, including advice with respect to the structure, timing, terms and other
similar matters concerning such issue or issues, for a fee or other compensation
or in expectation of such compensation for the rendering of such services.
Notwithstanding the foregoing, a financial advisory relationship shall not
be deemed to exist when, in the course of acting as an underwriter, a
broker, dealer or municipal securities dealer renders advice to an issuer,
including advice with respect fo the structure, timing, terms and other
similar matters concerning a new issue of municipal securities.”
{Highlighted for emphasis.}) {(Attachment Viil}

Based on MSRB Rule G-23, the underwriters hired by the City are clearly in the
group where “a financial advisory relationship shall not be deemed fo exist when,
in the course of acting as an underwriter, a broker, dealer or municipal securities
dealer renders advice to an issuer, including advice with respect to the structure,
timing, terms and other simifar matters concerning a new issue of municipal
securities.”
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Response to the City Auditor's Report No. 06-03

Page 34 of 36

Audit comment:

Response:

Audift comment:

Response:

Audit comment:

Response:

Conclusion

Audit comment:

Page 41: “When asked about this practice of relying on investment bankers to
provide fraining materials, members of the Government Finance Officers
Association (GFOA) debt committee told us this was an odd practice at best,
particularty in light of materials and training sessions available from organizations
serving government bond issuers.”

The members of the GFOA debt committee may have thought it was an "odd
practice” because the City Auditor’s staff confused investment activities and
investment terminology with bond underwriters and bond issuances.

Page 41: "One debt manager said that while anyone from outside the city would
bring a certain bias to their training programs, there is a risk that an underwriter
could exclude areas contrary to their own interests-such as the benefits of
pursuing competitive bond sales.”

The draft audit report fails to provide examples or evidence to support this
finding.

Page 41: "One municipality uses financial advisors who serve other municipal
issuers and found that they provide a broad perspective of other municipal
issuances and experiences.”

Underwriters also provide a "broad perspective of other municipal issuances and
experiences.” The breadth of the underwriters’ knowledge would be larger than
those of a financial advisor because underwriters are involved in 100% of the
bonds issued (both competitive and negotiated). Consequently, underwriters
would have relationships with a greater number of municipal issuers than
financial advisors. National underwriting firms aiso have in-house specialists
such as economists and attorneys that most financial advisory firms do not.

Pages 41 to 42: "The city administration has generally complied with the city’s
debt policies and refunded bonds at tower interest rates to reduce future debt
service. In recent years, the City and County of Honolulu’s consistent “AA"-level
bond ratings have benefited the city’s bond issuances, resulting in favorable
borrowing terms. The current administration has initiated potentially cost-saving
measures to reduce rising debt costs by instructing agencies to reduce expenses
and by canceling $12 million in unneeded capital projects and $10.5 million in
confract funds encumbered before 1996 but never paid out. Despite these
actions, the city projects that it will exceed its established debt limits as early as
FY2007-08.

We found that the city has no comprehensive strategic plan to manage afl its
debt. Responsibilities for the city’s debt have evolved into a fragmented
operation managed by two different departments with serious resource
constrainis. Moreover, institutional knowledge of and experience with the city’s
debt are concentrated in only two city administrators, whose recently hired staff
are in the process of learning their debt-related responsibilities through on-the-
job training and for whom no formal debt-related training is planned. City reports
are not reader-friendly and provide only limited information. Comprehensive and
strategic actions are needed to obtain accountability over the city's debt
operations and resolve its debt management problems.
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Response:

Recommendations

Audit comments:

We found that although the city’s debt policy allows the use of capital funds for
salaries, only the Department of Environmental Services reports that it plans to
return to funding salaries with cash instead of revenue bonds. The Department
of Budget and Fiscal Services has no such plans for the city's general obligation
debt at this time. We found that ¢ity agencies use capital funds to purchase
equipment costing far less than the $5,000 limit, including items such as cleaning
supplies and rental payments. Use of bond funds for such purchases results in
unnecessary additions to the city's debt service and warrants further review to
examine the extent and conirol mechanisms needed fo restrict such practices.

Certain city practices raise concerns about conflict of interest and may result in
unnecessary costs. The city has consistently evaluated the same underwriters
as the best qualified for the past three years of bond issuance. The city's
continued use of non-competitive negotiated sales methods, granting
underwriters the exclusive right to selt the cily's bonds, raises concerns.
Moreover, the city relies on its underwriters to function as financial advisors,
creating a conflict of interest problem the Municipal Securities Rulemaking Board
ruled against the practice in 1977. Future plans for the underwriters to provide
staff training are also contrary to industry best practices. This has left the city
vulnerable to underwriters who have conflicting interests between obtaining the
highest possible interest yields for bond purchasers (investors) and seeking the
lowest interest rate cost of financing for the city selling bonds (issuer).”

Each of the findings described in the conclusion of the draft audit report have
been addressed in the prior sections of this response.

Page 42 to 43: "Recommendation #1: Consider obtaining the services of an
independent professional municipal debt organization to formally evaluate, in-
depth, the city’s current debt managernent program, practices, organization,
resources, and staffing to develop an action plan with recommendations for
comprehensive, unified debt management program that addresses the city's
overall fiduciary inferests.

Recommendation #2:  Establish a formal succession plan to ensure that staff
members supporting the current debt managers receive cross-training in debt
management functions so the city's interests are not jeopardized should either
manager leave city employment.

Recommendation #3: Develop and take steps to issue an annual report on all
of the city’s debt for the city council and taxpayers.

Recommendation #4:  Establish practices to accurately identify and scrutinize
low dollar value equipment purchases by city agencies and report on the city's
compliance with the city’s debt policy.

Recommendation #5:. Reconsider the city's use of underwriters as financial
advisors due to the inherent conflict of interest between clients like the city, which
sells bonds, and the underwriter’s investors, who buy them.

Recommendation #6:  Reconsider its procurement practices, which have
consistently resulted in selecting the same underwriting and bond counsel firms.

95



96

Response to the City Auditor's Report No. 06-03

Page 36 of 36

Response:

Recommendation #7:  Consider competitively selecting an independent
financial advisor to represent only the city’s interests in bond sales transactions.
The advisor could independently assess the feasibility and cost-benefit of using
the competitive bond sales method compared to the current practice of
negotiated bond sales.

Recommendation #8: The department should make use of established training
by independent, nationally recognized municipal finance and debt organizations
such as Government Finance Officers Association as sources for formal debt and
finance training and professional development.”

Given the significant level of errors, omissions, misrepresentations and
unsubstantiated comments included in the draft report that were relied on to
derive flawed audit conclusions, the recommendations are not credible and a
detailed response is not appropriate until the underlying conclusions are
remedied.
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QUTLOOK: POSITIVE

= Rationale

Standard & Poor's Ratings Services assigned its "AA- rating to Honolulu, Hawaii's series 20058 and
2005F GO refunding bonds and affirmed Hs "AA- rating on the city's cutstanding GO debt,

The rating reflects:

-

The city's role as the service, trade, and government center for the state of Hawaii;

A streng tourism sector, with improving tourism stafistics after some declines just after Sept, 11,
2001,

Very strong increasas in property values since fiscai 2001;

Adequate financial performance, including a heaithy surptus (unauditady in fiscal 2005, despite
steady declines in property vatues during much of the mid- o late-1990s; and

A manageable debt burden with no additional debt plans until fiscat 2007

Although Standard & Poor's expects that current increases in property values may be more sustainable
than in previous cycles, a history of volatifity prior to the current rebound contirues to be a tempering
factor. Demenstration of institutionalized finarcial reserve policies to farmally control and anticipate tha
potential for revenue volatiity may provide additional credit stability and lead to upward rating action

The bonds are secured by the full faith, credit and urdimited ad valorem taxing authority of the City and
County of Horolulu, and are being issued to refinance outstanding debt.
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With 876,230 residents, or 72% of the state’s total population, Honolulu is Mawail's economic center
and the center of government, transportation, finance, and education, Tourism accounts for about 25%
of the gross state product, and Honalulu accounts for more than 50% of the state's hotel rooms.
Waikiki, located on Gahu, remains the state's most visited destination. Honolulu's tourism market has
reboundad strongly along with the rest of the state. The city and island ars additionally anchored by the
presence of the U.S. military; thers are 33,799 active sefvice men and women on the island, and nearly
15% of the total island population is either employed by or a direct dependent of one of the four
branches of the armad services. Unemployment has been steadily declining and is currently at 3%,
below the state level and one of the lowest rates for a U.S. city with a population above 750 000,
Effective huying income levels are above the state but average overall, at 105% and 90% of the nation
an a househoid and per capita basis, respectively.

The recent econamic rebound an Oahu has bean led by a strong real estate market, driven by strong
appreciation in property values and new construction after an extended period of weakness during the
mid- and late-1990s. Since 2001, total assessed value (AV) has ingreased a very strong 58%, to $114.1
billiont in 2006, a high $130,000 per capita. Single-family homes and condominiums account for 58% of
this valuation, followed apartments {22%), commercial {10%), industrial (5%), and hotel and resort
progerties (only 5%). Historic votatility prior to the recent strong recovery was due primarily to
concentration of Japanese capital in the real estate market, which is now diminished, though tourism
and second-home investment remain primary drivers for economic growth.

Financial performance has been strengthening with improvements in fund balances after a period of
revenue contraction prior to fiscal 2001. At the end of fiscal 2004, the city reported a total general fund
balance of $62.3 miltion, ar 8.5% aof expenditures after transfers, with $41.5 million, or 5.7% of
expenditures, unreserved. For fiscal 2005 {unaudited), staff anticipates a healthy $14.8 million general
fund surplus, boosting the unreserved fund balance to $57 .4 million (7.9% of expenditures), not
inciuding an additional $5.0 million reserve sat-aside cutside the gensral fund. The current and recent
furd balance position Is adequate, given historical revenue volatility and the nead to reduce services
historically without significantly increasing property tax rates. The new mayoral administration has
stated its intent to lighten fund balance policies and other financial controls to provide additional stability
during periods of potential economic or financial contraction, due to a potentially volatile tourism base.
The unaudited 2005 fiscal vear was the new administration’s first year of financial results and
reprasented a significant improvement over the original budget as well as May 2005 projections (which
anticipated batanced performance) due to the adminisiration’s focus on expenditure control. In addition,
financial staff has implemented monthly budgetary reviews with department staff to track expenditures
to budget and generally tighten city budgetary practices, so that budgeted expenditures map more
directly to actual costs at year-end. In practice, many departments had regularly delivered sizable
positive expenditure variances, reducing budgeted-bui-not-realized general fund deficits. Continued
attention fo such financial controls should provide increased transparency into and tighter control over

hudgets and reserves.

The city's debt burden is moderate, at $1,810 per capifa and 2.0% of AV, excluding self-supported GO
debt. The current issuance will refund existing obligations, and the anticipated ongoing capital plan is
manageable. Annual generat fund-related capital expenditures over the past two years have been §134
mdlion and $147 miflion, respectively, lower than in prior years. In practice, the city's capital plan has
been betwsen 4% and 20% cash-funded, and annual debt service carrying costs have been relatively
high, at approximately 19% of total general fund expenditures. The city does not anticipate additional
GO debt issuance untit 2007,

Outicok

The positive outiook reflects Standard & Poor's expectation that the current administration will continue
fo implement formalized, conservative financial controls and reserve targets, in order {o provide stability
in case of future revenue volatility, given some continued reliance on tourism and rapid increases in
property values. Currently, staff has bagun the formalization of such policies and is in discussion with
ity council about how best to handle, and control, future expenditure of existing fund balancas beyond
a $5 million 'rainy day' reserve. Should institutionalization of these policies be extended in future
hudgets and end-of-year performance, upward rating action may be warranted.
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2 Economy

From 1995 to 2001, property values dropped 23%, due primarily to the aftermath of a boom in
construction and property vaiues in the late 198Qs driven by Japanese investment. After the departura
of this capital, beginning in 1990, the property market weakered significantly. While the tax base has
demonstrated this historic volatility, the rating and outiook reflect Standard & Poar's expectation that the
current expansion is more sustainable than the ane exparienced during the late 1980s, due to a more
stable source of investment, strong demand characteristics, and more limited housing supply. Since
2041, total AV has increased 35% to $92.4 bilkon in 2005 and increased an additional 23% in 2006 to

£114 bilion.

Chart 4
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& Finances

Properly taxes are the city's primary discretionary revenue source, accounting for 70% of total general
fund revenues. As a result, city revenues experienced significant pressure during the 1990s but have
rebounded strongly. During the period of property tax declines, the city was able to cut expenditures,
but alsc maintain lower-thar-average fund balances. The average proparty tax rate was incraased in
2004 after several years of reductions and was maintained at the 2004 lavel for the 2005 budget. The
new city administration, elected in November 2004, has stated its intent to maintain property tax rates in
order {0 support current service levels while paying close attention to the cost versus benefit of some
muore discretionary government expenditures. Property taxes in Honolulu ane in Hawail in general are
currently among the lowest in the nation, as is the state's 4% sales tax. The city does not collact a sales
tax but is distributed a portion of the state-collected transient cccupancy tax (TOT), another major
revenue source. Property tax delinquerncies are currently at record lows.

The city maintains a ‘rainy day’ fund of $5 million that the current mayoral administration plans to buitd-
up further through one-time sales of under-utiized city land and other assets, us appropriate. The city
general fund has delivered cumulative surpluses totaling $20 8 million after transfers from fiscals 2002
through 2004, though it reported a $10.5 million deficit in fiscal 2004 due to a budgeted use of a portion
of the existing unreserved fund balance. In fiscal 2005 (unaudited), staff anticipated a surplus of $14.8
miliion brought on, primarily, by mid-year cuts In certain budgeted costs and strong revenue growth. in
practice, the city budgets the unreserved fund batance for use during the following fiscal vear but does
not expend the entirety of those appropriations. Tighter control over unreserved fund balances could be
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a relative credit strength as current staff continues to institutionalize additional formatized financial
controls, Such controls could include the partitioning of reserves beyond the $5 million 'rainy day' fund,
not to be appropriated for operating expenditures unless required due to economic or financial

uncertainty.
Chart 2
City and County of Honolulu, Hi
Tax Revenues
{Q Total Taxes & Property Taxes ]
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£ Debt
I the ate 1990s, the cily restructurad some of its debt profile fo extend maturities and reduce some
annuat debt service carrying costs. The current amortization scheduls achieves 58% payout of principal
over the next 10 years. Upon taking office, the new city administration efiminated approximately $60
mullion in anticipated capital expenditures during fiscal 2005 deemed less essential than other core
needs, such as road improvements. Additionally, fees and user charges have heen increased
substantially for the city's wastewater fund. This ensures that the wastewater enterprise will continue to
be self-supporting both for operations and for additional debt, which is anticipated n order to upgrade
the treatment facilify to meet cument environmental requirements.

Analytic services provided by Standard & Poor's Ratings Services (Ratings Services) are the result of separate activities
dusigred fo preserve the independence and obieclivity of ratings opinions. The credit rafings and cbservatians contained herein
are solely stalements of opinion and not statements of fact or recommendations lo purchase, hotd, or sell any securities or make
any other nvestment decisions. Accordingly, any user of the information cantained herein should not rely on any credit rating or
ether apinien centained hereln in making any investment decision. Ratings are based on information received by Ratings
Services. Other divisions of Standard & Poor's may have information that is not available to Rafings Services. Standard & Poor's
has estabfished policies and proceduras to maintain the confidentiality of non-public information received during the ratings

[rOCess.

Ralings Services receives compensation for its ratings. Such compensation is normally paid either by the issuers of such
securities of third parties participalting in marketing the sectrities. White Standard & Poor's reserves the rnht to disseminate the
rating, it receivas no pavment for doing so, except for aubacriptions 1o its publications. Additional information about aur ratings
feas s availsble at www slandardandpoors convusratingafees.
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Fitch Ratings

Public Finance

Tax Supported City and County of Honolulu,
New Issue
Hawaii
Ratings %  Qutlook
New Issue Honotuln's credit strength rests in the sound fundamentals of its
General Obligation Bonds, towrism-based economy, good financial operations and reserves, low
Serjes 20058 and 2005F ... ... Al debt burden, and strong fiscal management. The island’s tourism base

Outstanding Debt
General Obligation Bonds ... AA

Rating Qutlook ...

Analysts

Amy 5. Doppelt

+1 415 732-5612

ary doppelt@fitchratings.com

A. Michael Borgani
+1 415 7325620
michael borgani@fitchratings. com

Issuer Contact

Mary Pat Waterhouse

Director of Budget and Fiscal Services
+1 808 523-4617

New Issue Details

About $400,060,000 General Obligation
Bonds, Scries 20035E and 2005F, are
scheduled to seil on or about Nov. 1 via
negotiztion by UBS Financtal Services Inc.
and Merrill Lynek & Co.

Security: The bonds are secured by the City
and County of Honoluls's full faith and eredit
uniimited ad valorem tax pledge.

Purpose: Boad proceeds will be used to
refund 3250 million in general obligation
bonds, series 2001C, and $130 million in
commercial paper.

October 27, 2005

has adapted to a shift to more domestic-based visitors, as well as
reduced activity, while the area’s role as the commercial center and
slate capital and a sizable military presence add stability. Tourism on
the island is highly developed and has strong underpinnings, providing
continual demand. The city has restrained spending growth to keep in
line with revenues, resulting in prudent general fund balances. The low
debt burden reflects Hawaii’s sizable role in financing capital needs.
Expected annual issuance will increase debt levels, although they will
remain affordable.

B  Rating Considerations

Honolulu is coterminous with the Island of Oahu, and the island’s
tourism draw is based on sustainable elements, such as natural beauty,
diverse accommodations and activities, and proximity to sizable North
American markets. Tourism activity exhibits volatility typical of the
sector, reflected in a surge in 2004 following a long decline. Total
visitors tose fo a very strong 9.1% in 2004, and results ithrough
August 2005 suggest about an 8% gain. If the results for 2003 continue
at this rate, the total year-end visitor count will exceed the 2000 peak.
The recent rise follows a precipitous drop in 2001 and relative stability
through 2003 at about 10% below the high. Visitor levels from the
U.8. rose faster than international, largely Asian, visitor levels, as has
been the case in most recent years. Domestic visitors now make up
about 58% of total visitors. Other tourism indicators were strongly
positive tn 2004, as well, with hotel occupancy rising for the second
consecutive year to nearly 80%, the highest level experienced in
10 years. The increase is notable given the rise in average hotel room
rate to above the 1998 peak. Results so far in 2005 suggest sirong
gains in both occupancy and reom rate.

Honolulu’s nontourism economy is substantial and adds balance, as the
state’s commercial and business cenler, state capital, and home of the
University of Hawaii. 1.5, military also is a major economic element,
taking advantage of the island’s steategic location. Federal defense
spending makes up about 8%% of the gross state product, with most of
the activity on Oahu. Honolulu has 72% of the population, about two-
thirds of the visitors, and about one-half of the hotel rooms in the state.
The real estate market has returned to strong activity, with taxable
valuation rising considerably since recovery began in 2002, Building
permits bave risen steadily, reaching $1.32 billion in 2004, suggesting
coptinued tax base gains. Honolulu’s unemployment rate fell to 3.2%
in 2004, its lowest rate in several years.

www fitchratings.com
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Financial operations are sound, relying primarily on
property taxes. Homolulu’s revenue base includes
anly a small amount that is directly reliant on tourist
activity. The general fund ran operating surpluses in
four of the past six fiscal years, including estimates
for positive results for fiscal 2005, Fiscal 2004
included an operating deficit, reducing the fund
balance to $62.3 miilion, which equaled an above-
average 8.5% of spending. While this level was
below fiscal 2003’s 11.0%, it was near the 8.8%
annual average over the past five years. In addition,
the city mamtains $3.0 million in a rainy day fund.
City officials expect the fund balance to rise
considerably once audited resulis for fiscal 2005 are
available. Fitch Rafings views the current reserve
levels as prudent for a tourism-based economy during
a strong economic period.

Honolulu's strong financial position primarily
reflects expenditure growth kept to low levels
through organizational restructurirg and employee
reductions. Operations in fiscal years 2002-2004 also
benefited from a nonrecurring sizable capital
spending reimbursement. The positive preliminary
resuits for fiscal 2005 come from sound property tax
revenue gains and some spending restraint, offsetting
rising employee costs and the capital reimbursement
toss. Honoluly's fiscal futuwre should continue to be
sound but will be challenged by a general trend of

sizable increases in pension costs, as well a5 ongoing
salary raises.

¥ Strengths

»  Tourism-based economy has strong underpinnings,
such as physical beauty, public and private
mfrastructure, and location.

» Role as regional economic center and state
capital provides some diversity and stability.

* Financial operations benefit from sound
management actions, resulting in preservation of
satisfactory reserves.

*  Prudent management actions in recent years,
including tax rate and fee increases, organization
consolidation, and spending controls.

e  Low debt burden (average including state bonds).

® Risks
« Fconomic volatility inherent in touwrism-based
gconomies.

*  Ongoing financial pressures, including fabor and
pension cost increases.

For more information, see Fitchk Research on “City
and County of Honoluln” dated May 17, 2005,
available on Fitch’s web site at www. fiichratings.com.

Copyrighit £ 2005 by Firch, Ine., Fitch Ratings Lid. and its subsidiaries, e Siute Street Plaza, NY, NY 16(H,

Telephone 1-30{-753-4824, {212} 908-0500. Fux: (212} 4804435, Reproduction or retransmission in whole or in part is prokibited excopt by permission. AN vights reserved. All of the
imfarmation cotained Berein Has been obtained from sources which Fitch believes are reliable, but Fitch does not verify the fruth or aceuracy of the informanon. The informatien in this repurt is

provided “as it without apy represeaation or warranty of any kind. A Fiich rating is an opinion as to the creditwornthizess of 2 seeurity, ot a recommendation to Ty, sell or hold any secunity,

City and County of Honolulu, Hawaii
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Global Credit Research
New Issue

Tﬁﬂmdy’s investors Service 27 OCT 2005

New lssue: Honolulu (City & County of) Hi

MOODY'S ASSIGNS Aa2 RATING AND STABLE OUTLOOK TO HONOLULU'S GENERAL OBLIGATION

BONDS : S

Approximately $1.9 Billion of Debt Affected, Including Current Offering

County
Hi
Moody's Rating
ISSUE RATING
General Obligation Bonds, Series 2005E and Series 2005F  AaZ
Sale Amount $392,290,000
Expected Sale Date 11/01/08
Rating Descriplion Genegral Cbligation
Opinion

NEW YORK, Oct 27, 2005 - Moody's investors Service has assigned an AaZ rating and stable outlock to the
City and County of Honolulu's General Obligation Bonds, Series 2005E and Series 2005F to be issued in the
approximate amount of $392.29 million. The bonds wili refund approximatety $250 million of the city's
outstanding 2001 Series C General Obligation Bonds to a fixed interest rate from the current variable rate
rmode and will provide long term financing for approximately $150 million of projects initially financed through
the city's commercial paper pregram. In conjunction with the current credit review, Moody's has also affirmed
the Aa2 raling and stable cutlock on the city's approximately $1.5 billion of outstarding general obligation
ponds. The bonds are sacured by an unlimited property tax pledge; debt service payments represent a first
charge on the city's General Fund. The Aa2 rating primarily reflects the city's solid economic performance,
rising real estate values on Oahu which have spurred steady growth in assessed valuation, the cily’s stable
financial performance which reflects management’s ability o control spending and raise property lax rates
when needed, and a manageable debt profile.

ROBUST ECONOMY BENEFITS FROM STRONG PERFORMANCE OF TOURISM SECTOR

Honolwu's economy has performed well following the sharp declines in travel to Hawaii following the 9/11
terrorist attacks. Low unemployment and rising real estate values have had an important influence on the
local economy, but a variaty of other factors have contributad as well, Visitor traffic has improved significantly
since the steep declines suifered immediately foliowing the 9/11 terrorist aftacks. Eastbound (primarity Asian)
and other international traffic still lags historical performance, but Westbound traffic (primarily from the U.S.
Wast and East coast markets) has more than offset these losses. Hawail remains a unique and attractive
tourist destination and officials have been successful in niche marketing the island. Examples include sports-
and eco-tourism as well as a growing inter-istand ¢ruise business, all of which attract a higher percentage of
first ime visitors and stimulate longer average stays. Moody's notes that airline capacity serving the Hawall
tourism market relies on the health of the financially volatile aifline industry. Moody's also notes improving
diversity in the Honolulu economy which inciudes the military, health care, and banking sectors as important
contributors. The cily's successful efforts to finance light rail development through a recentty-authortzed
general exctse tax should help stimutate further housing and business development in west Oahu, especially
in the Kapolei and Ko Oiina areas. Despite the moderating influence of many tourism-related service jobs,
wealth indicators in Honolulu are also favorable with per capita and median family income at 101.9% and

120.1% of the U.8., respectively.

STRONG OAMU REAL ESTATE MARKET SUPPORTS CONTINUING TREND OF ASSESSED
VALUATION GROWTH

An important alement of Honolulu's economic stability has been the robust Oahu real estate market, which
has Jed to accelerating growth in assessed values since 2001. Following a period of rapid escalation in
proparty values in the late 1980s and early 1990s Honolulu's tax base experienced significant erosion from
1996 through 2001, losing almost one-fifth of its value during that period. However, since 2001, assessed
valuation has grown by an average of 10.7% annually, achieving a substantial $114.1 biltion in 2006.
Reasidential, commercial and industrial real estate have all contributed to the growth, which should continue to
translate into rising taxable values over the near term given the lag between real estate prices and assessed
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valuation. Moody's also nates that the current real estate market shows no signs of the type of speculative
bubble which eccurred in the eary 1990s. Honolulu's 2006 assessed value per capita toials an impressive
$126,401 and points to an unusually wealthy tax base.

SOUND FINANCIAL PERFORMANCE

The city's financial performance has been stable in recent years, due In large part to management's
willingness to raise property {ax rates as needed, combined with the ¢ity's successful multi-year effort to
control expenditures. Recent growth in assessad valuation is particutarly significant to the city's credit profite
in that property 1ax revenues reprasent approximately two-thirds of operating revenues. Just as important,
however, is the city's willingness to raise tax rates to fund increasing fixad costs such as pension, heaith and
debt service expenditures. In addition, a variety of cost-cuiting measures such as workforee reductions,
department consolidations, hiring freezes and increasing self-support for enterprise activities, have resufted
in refatively fiaf expenditure growth over time. As a result, management's commitment to maintaining budget
balance and improving reserves has been increasingly evident and continues to be an important factor in
Maody's credit evaluation of Honolulu.

Audited financial results for fiscal 2004 show a $10.5 miliion operating deficit in the General Fund which
resulted in total fund balance of $62.3 miliion, or B.7% of General Fund revenues; unreserved fund balance
totaled $41.5 miltion, or 5.8% of revenues, which is only slightly above the city's target of a minimum 5%
unreserved General Fund balance. Much of the 2004 deficit is atifibutable to one-time capital projects.
Leading up o fiscal 2004, however, the city expsrienced substantial operating surpiuses in both fiscal years
2002 and 2003 following an understandably difficult 2001 which included 9/11-related deciines in transient
accommodations tax recaipts as well as higher spending requirements, especiaily for public safety.
Naverthelass, the city has posted significant operating surpluses in four of the six audited years since 1998
and an additional surplus is projectad to add roughly $16 million to the unreserved General Fund balance in
fiscal 2005, bringing the total unreserved General Fund balance to more than $57 million. The city also
maintains a $5 millions rainy day fund outside the General Fund, providing additional flexibility.

Going forward, Moody's believes that the city's financial position should remain stable as it benefits from a
combination of growing tax revenues and the ongoing savings asscciated with structural spending reforms
implemented in recent years. Nevertheless, it rernains likely that Honotulu wili continue to face is share of
budget challenges in the near term, in part due to the rising pension and health costs mentioned above.
Despite these ongoing budyet issues, Moody's believes that the city's demonstrated ability to manage its
finances well under difficult circumstances bodes well for future financial stability, especially in hght of
anticipated revenue growth.

MANAGEABLE DEBT POSITION MODERATED BY REASONABLE BORROWING PROGRAM AND
GROWING TAX BASE

Moody's expects that Honolulu's debt levels will continue to remain manageable given reasonable borrowing
assumptions and the expectation of continued tax base growth in the near term. in addition, Honolulu
benefits from the active role the state government plays in financing traditional municipal capital needs more
typically funded at the local lavel throughout the rest of the country including transportation, heaith, justice,
and education.

Management has begun to fund the construction activities of various enterprise systerns from system rates
rather than property taxes. As a result, future borrowings will emphasize revenug bond offerings rather than
general obligaticn issuances. Debt burden measures compare favorably to other cittes and counties in the U,
S. with overall debt representing only 1.4% of fiscal 2006 taxable values. Including the current offering, the
city has approximately $1.9 billion of outstanding general obligation bonds and about $463.9 miftion of
remaining unissued authorization. Approximately 52.8% of the city’s outstanding generat obligation debt is

retired in ten years.

Outlook

The stable rating outlook for Honolulu reflects Moody's expectation that the city's economy will continue o
periorm well and that assessed valuation will grow further in the near-term. The stabie credli cutlook aiso
incorporates Moody's expectation that ¢ity management will continue to take the actions necessary to ensure
fiscat stability in light of rising pension and bealth costs over the near- to medium-term.

KEY STATISTICS:
2000 population: 876,156
1999 per capita incorne: $21,998 (101.9% of U.S.)

1999 median family income: $60,118 {120.1% of U.8))
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2006 full valuation: $114.1 billien

Direct and overall debt burden: 1.4%

Payout of principal, 10 years: 52.8%

FY 2004 total Genaral Fund balance: $62.3 million (8.7% of Gensral Fund revenues)

FY 2004 unreserved General Fund balance: $41.5 million (5.8% of General Fund revenuss)

Analysis

Matthew Jones

Anatyst

Public Finance Group
Moody's Investors Service

Jolene K. Yee

Backup Analyst

Fubiic Finance Group
Moody's investors Service

Contacts

Joumnalists: (212) 553-0376
Research Clients; (212) 553-1653

© Copyright 2005, Moody's Investors Service, Inc. and/for its icensors including Moody's Assurance Company, Inc.
(together, "MQQDY'S%). All rights reserved.

ALL INFORMATION CONTAINED HEREIM I5 PROTECTED BY JOPYRIGHT LAW AMD MOME OF SUCH INFORMATION MAY BE
COPIED DR OTHERWISE REPRODUCED, REPACKAGED, FURTHER TRANSMITTED, TRANSFERRED, DISSEMINATED,
REDISTRIBUTED GR RESQOLD, OR STORED FOR SUBRSTOUENT USE FOR ANY SUCH PURPGSE, TN WHOLE OR INMN PART, 1IN AMY
FORM OR MANMER O 8Y ARNY MEANS WHATSOEVER, BY AY PERSON WITHOUT MOODY'S PRIOR WRITTEN CONSENT. Al
inforrmation contained herain is obtained by MOODY'S from sources belisved by it to he accurate and rellable. Bacause of the
possibility of human or machanical error as wall as other factors, however, such information Is provided "as 157 without warranty
of any kind and MOODY'S, in particular, makes no reprasentation or warranty, express of implied, as ta the accuracy, timelinass,
completeness, merchantabitity or fitness for any particular purpose af any such Information. Under no circumstances shali
MOGDY'S have any liability to any persan or entity for {a) any 1oss or damage in whole or in part caused by, resulting from, or
relating to, any error {negligent or otharwise) of other circumstarice or contingancy within or outside the control of MODDY'S or
any of its directors, officars, employ2es or agents in connection with the precurament, coltection, campiiation, analysis,
interpratation, cornmunication, publication or delivery of any such infarmation, or (b} any divect, indiract, spedial, consequential,
compensatory of incidental dameges whatscever {including without Bmitation, lost profits), even If MOODY'S is advised in
advance of the poszibility of such damages, resuiting from the use of or Inability to use, any such information. The credit ratings
and financial repotting analysis chsarvations, ¥ any, constituting part of the information coniained herein are, and must ba
construed solely as, statements of opinion and not statermnents of fact or racommendations o purchase, self or hold any
securiiies. N0 WARRANTY, EXPRESS OR IMPLIED, AS TO THE ACCURACY, TIMELINESS, COMPLETEMESS, MERCHANTABILITY OR
FITHESS FOR AMY PARTICULAR PURPOSE OF ARY SUCH RATING OR OTHER GPINION OR INFORMATION IS GIVEM OR MADE BY
MOODY'S I ANY FORM OR MANNFR WHATSOPVFR. Each rating or other opininn must be weighed sofely as one factor in any
Investment decision made by or on behalf of any user of the Information contained herein, and 2ach such user must acoordingly
make its own study and evaluation of each security and of each issuer and guarantor of, and each provider of credit support for,
=ach security that it may consider purchasing, holding or ssifing.

MOCDY'S hershy discloses that mast [ssuers of debt securities {including corporate and municipal bonds, debenturss, nates ang
cammaercial paper) and preferred stock rated by MOODY'S have, orior to assignment of any rating, agreed to pay to MOGDY'S for
appraisat and rating sarvicss renderad by it fzes ranging from $1,300 to $2,300,000. Moody’s Corporation {MC0} and ts wholly-
awned credit rating agency subsidiary, Moody's Investors Servics {MIS), also maintain policies and procedures to address the
independence of MIS's ratings and rating processes. Information regarding certain aftiliations that may exist between diractors
of MU0 and rated entities, and between entitias who hold ratings from MIS and have aiso publicly reported to the SEC an
awrership interast in MCO of more than 5%, is posted annually on Moody’s website at www.moodys.com under the heading
*Sharahoider Ralations - Corporate Governance - Director and Sharsholder Affifiation Policy.”
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The International Rating Agency

Public Finance

Tax Supported

State of California

New lssue
Rating M Outlook
General Obligation Bonds ..........AA California’s economic strength is contimuing, causing revenues to

{Upgraded from *AA-" en 2/16/00)

Analyst

Claire G. Cohen

1212 908-0552
ceehen@fitchibea.com

Issuer Contact
Hon. Philip Angelides
State Treasurer

1916 653-2595

New Issue Details
$500,000,000  Various  Purpose
Obligation Bonds for bids on Feb. 23 Bonds
will be due March t, 2001--2030. Bidders may
specify  term bonds  with  mandatory
redemption. Bonds are callable beginning
March 1, 2010 at 101%.

Security: General obiigations of the State of
California pavable out of the general fund,
subject only to the prior application of moneys
to the support of public educatien; full faith
and credit pledged.

February 18, 2000

General

surge. Final results for 1998-1999 show an enlarged general fund
balance, which in essence is being carried forward as revenues this
year are very positive. Interim collections indicate that revenue
esttmates for 19992000 and 20002001 may indeed be conservative.
The recommended budget for 2000-2001 preserves a good reserve
level. While structural problems, including strnict property tax Hmits
and the mandated budget share for education, will continue to have an
impact on flexibility, the stronger than expected economic recovery
and conservative budgeting leading to favorable financial operations
underpin the rating upgrade.

Additionally, ratings assigned to lease obligations of the state have
been upgraded to *A+" from "A’. The bonds are issued by the Board of
Public Works, the Franchise Tax Board, East Bay Staie Building
Authority, Los Angeles State Building Authority, Oskland State
Building Authority, Riverside Company Public Financing Authority,
San Francisco State Building Authority, San Bemardino Joint Powers
Financing Authority {California Department of Transportation), and
Sacramento City Financing Authority.

M Rating Considerations

The rating upgrade takes into account the fundamental strengths of
California, buttressed by the sustained favorable economy and financial
operations. Fmployment continues to gain steadily and, in 1998, was §%
higher than the pre-recession peak. Financial operations have benefited
from the rebound leading to undesignated general fund balances.
Revenues, spurred by the personal income tax, have been over estimates
since 199697 A reserve position has been maintained, recommended at
about 2% of reveniue for 2000-2001. The state’s debt position continues
to be favorable, with net tax-supported debt of 524.3 billion equal fo
$776 per capita and 2.7% of personal income. A substantial amount of
general obligation bonds, $11.3 bitlion, remains authorized but unissued
and $4.69 billion bonds will be on the March ballot. The new bonds will
fund existing commercial paper notes. The state’s commercial paper
program, Hmited to $1.5 billion, is for bond anticipation purposes.

B Strengths

s Extensive, industrialized, wealthy economy.

»  Debt position now favorable.

» Fipancial operations positive; borrowable resources cover year-
end cash deficits with good margin.

e Economic growth continuing,

W Risks

Short-term operating borrowing will still be required annually.
Restrictions on flexibility from limits imposed by initiative and
exposure o future such actions,

wwwy fitchibea.cam
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W Debt Position

California’s long-term debt position continues to be
favorable, with about 75% representing  general
obligations and 17% of general obligation debt self-
supporting from project revenues. Debt ratics are
maoderate; previously they were low but, as new debt
has been payable from general resources, they have
risen. This trend can be expected to continue, as $10.8
billion bonds payable from general funds remain
authorized but unissued after this sale and $4.69 billion
for general purposes will be on the March 2000 ballot.
Amortization of general fund-supported debt 1s fanly
rapid, and total tax-supported debt is somewhat above
average. Net tax-supported debt has increased 350%
from 1989, while personal income rose 64% from 1988
to 1998 Most of the increase was in the early 1990s,
Sirce 1994, debt has risen 29%, matched by personal
income gain of 29% from 1993 1o 1998, Debt to
personal income remains at the 1994 kevel.

Debt considerations in the stressful recession years
centered on the short-term debt level. California, for
several years, has required operating borrowing. The
amount has declined from 33 billion in 1997 to $1.7
billion in 1998 and this year $1.0 billion, or 3.3% of
long-term debt and 4.1% of net tax-supported debt.
The state utilizes commercial paper for bond
anticipation purposes, with 31.5 billion authorized. If
the total authorization is included, short-term debt

Debt Statistics
{000

Geaneral Obligation Bonds* 21,006,076
Revenue Anticipation Notes 1,000,000
Commercial Paper . B8LOES

Gross Direct Debt 22,687,141
Board of Public Works 5,714,229
Other Leases, etc. L1.099.727

Gross Debt 29,601,097
Less: Self-Supporting Water and

Veterans Bonds 3,596,945
Revenue Antisipation Notes 1,000,000

Commercial Paper Being Funded _5Q0.000
Met Tax-Supported Debt 24,504,152

Debt Ratios
Per Capita {8}
% of Personal Income

776 (31,589,000, 1995 est. pop.)
2.7 ($90C,900,000,000 1998}

Amortization
(%)
All Lease and
General General General
Purpose Obligation Obligation
Five Years 33 31 29
10 Yaars 59 57 84

“tnciuding $500.000,000 new bonds.

equals 8.4% of long-term debt. The present issue will
fund outstanding commerctal paper in the amount of
$500 million. The state is also congidering the use of
variable rate debt, The state treasurer has prepared a
debt affordability study, identifying resources and
recommending a comprehensive investment plan,

® Financial Operations

The general fund is the principal operating account,
but its operaticns have been skewed in recent years
by devolutions to local units and off-budget “loans™
to school districts. Beginning in 19891990, a series
of revenue shortfalls depleted fund balance and, as
the recession was longer and more harsh than
anficipated, continued overestimation of revenue
created a large general fund deficit, The stated deficit
reached about $3.9 billion at the end of 1991-1992. {i
was technically reduced by the amount of leans to
schools ($1.1 bitlion}, arising from the mandated
portion of the budget for that purpose, made on the
basis of estimated revenues that exceeded actual
collections. The loans were placed off budget bt
remained a cash draw and part of the cash deficit.
Financial statements include the loans in fund
balance, as agreement has been reached 1o fund them
over eight years, with the state paying $935 million
and the schools, $825 million. Since all payments are
made from state moneys, the entire amount ts shown
as a reservation of fund balance, which affects the
undesignated deficit or fund balance. In 19951656
and 19961997, the share of revenues mandated for
schools again has caused complications. Since
revenues were well over estimates, the schools were
entitled to receive more money, the reverse of the
situation, which led to the loans in carlier years.

The state attempted to eliminate the deficit through
spending control but, by the end of 1993-1994, &t was
obvious that a longer period was necessary. California
issued 34 billion revenue anticipation warrants
(RAWSs), with final maturity in April 1996, essentially
a deficit financing. The RAWs were retired as
scheduled and $2 billion RANs were issued to provide
cash for the remainder of the fiscal year. The RANs
were paid through the uwse of internal borrowable
funds.

California has achieved general fund operating
surpluses for all but two of the past seven years. In
1997-98, revenues were about 4.1% over budget.
Revenues rose more than 11% over 1996-97, fucled
by a move than 18% surge in personal income taxes.
Expenditures increased by 6.8%, in part reflecting a
$1.2 billion one-time payment to the pension fund,
The operating surplus was approximately $1.8
billion. The ending fund balance was $2.792 biltion,

State of California
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Financial Statistics
(% Mil., General Fund, Budgetary Basis)

L 1997-98 1998-99* 1999-00** 2000-01**
Total Revenues 54,798 58,935 64,819 68,250
Total Sources 55,084 58,368 85,160 68,237
Inceme Tax 27,925 30,891 34,461 36,319
Sales 17,583 18,957 20,236 21,396
Expenditures 53,264 58,268 65,856 68,819
State Operations 14,042 14,778 15,667 18,563
Operating Result 1,820 1,100 {696) {682}
Fund Balance 2,793 3,908 3,012 2,430
Unreserved 931 1,608 862 1,061
Adjusted Fund Balancet 3,064 3,708 N.A. N.A.

*Estimated. **Budget. tOpening fund balance, as adjusted for accruals and Proposition 98 on succeeding July 1. N.A - Not available.

of which $478 million was reserved for encumbrances,
leaving $2.314 billion as the reserve for economic
uncertaintics. These figures do not reflect loan
reservation, which is tncluded in the table above.

When the governor's budget was presented in
January 1999, it was premised on a slowdown and,
accordingly, revenue estimates had been lowered. As
the year progressed, the strong growth trend became
evident, leading to substantial changes in the May
budgetary reviston. For 1998-1999, revenues were
raised 2.9%. The personal income tax alone was
increased 6.9% over the January estimate, while the
bank and corporation taxes were lowered by about
the same percentage. The revenue estimates for
1999-2000 were increased by 4.5%, with personal
income tax collections up and bank and corporation
taxes down, each about 9%. The changed estimates
amounted fo about 51.6 billion higher revenue in
1998-99 and $2.7 billion in [999-2000, a total of
84 3 billion over the two years.

Operations m 1998-1999 closed with a balance of
$3.9 biilion, up frem the previous estimates of $1.1
billien, and 2.4 billion. reflecting about $3 billion
in additional revenues and transfers and 3200
million net higher expenditures. Revenues were up
about 7.3% from [997-1998, and expenditures are
up 9%. The budget for 19992000 expects revenue
growth of 11%, which. together with the opening
balance, provides $65.2 billion to support $65.9
biltion in expenditures, The ¢losing balance would
be $3.0 billion, of which $2.4 billion would
represent the reserve held in the special fund for
economic uncertainties. The remaining $592
million would be reserved for liquidation of
encumbrances. While there is an operating deficit
of about $696 million, expenditures include more
than 51 billton for one-time expenditures,
including $425 million for the state infrastructure
bank. The bulk of increased spending is for

education. The high balance reflects the carryover
of higher than projected 1998--1999 surplus.

The recommended budget for 2000-2001 anticipates
moderate growth, with employment rising 2.9% 1in
2800 and 2.5% in 2001, personal income growth is
set at 4.7% and 5.7%, respectively. Revenues are
forecast to increase 4.7%, with the personal imcome
tax up 5.4% and the sales tax, 5.7%. The opening
balance is projected at $3.0 billion. Revenues of
$68.2 bitlion are 3582 million below expenditures,
reducing the closing balance to $2.4 billion. The
closing balance is comprised of $392 miilion for
encumbrances, 5300 million reserved for lepal
contingencies, $100 million for fegislative inttiatives
and $1.2 billion in the reserve. The wvery strong
revenue coliections in recent months indicate that
estimates for this year and next yvear may indeed be
very conservative.

Revenue strength has continued in this fiscal year with
a gain for seven months of 17.7% over the comparable
prior year period and 4.3% above the estimate.
Personal income tax was up 19.7% (some 3906 mitlion
over estimates). Sales tax was up 13.5%, while 10.0%
was forecast.

The legislative analyst’s most recent budget review
projected that revenues will be some $2.6 billion over
estimates, $684 million accruing to 1998-99 (actual
was over 3700 million) and about $1.9 billion to
1999--2000. Results to date support the forecast.

With improved financial operations and stronger cash
flow, operating borrowing this year was only $1.0
billion, down from $1.7 billion last vear and $3.0 billion
anmually in the two prior years. Fiscal 1999 was the
second consecutive year in which the general fund
closed with a cash balance.

A test claim was brought by a consortium of counties
t0 determine if the property tax shift (from counties

State of Cafifornia
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Revenues
{% Change)

1996-97 1997-98 1998-99* 1995-99* 1999-00* 2000-02**
Incomea 12.1 7.6 76 10.6 11.6 5.4
Sales 52 B.9 6.9 7.8 6.7 57
*Estimatad.

to school distiricts) 15 a reimbursable state-mandated
cost. Exposure amounts to about $10 billion and, for
the futare, 33.7 billion annually. The state prevailed
in hearings but Sonoma County filed suit to overtum
the decision. The Superior Court of Sonoma County
ruled in favor of the county. The state has appealed.

B The Economy

California’s economy is broad and diverse; its
population, in 19935 estimated at 31,589,000, is nearly
T0% greater than that of Texas, now the second
largest. Services are the largest employer, accounting
in 1998 for 31%, with trade at 23%. Manufacturing
now provides only 4%, down from 16% in [1990;
high technology employment declined 30% over the
period, from 5.4% to 3.9% of the total. During the
recession, about a 5% job loss was experienced, but
most had been regained by 1993, and employment in
1998 was about 8% over the pre-recession peak.
Recovery from the recession was both faster and
stronger than anticipated. [n Oct. 1999, compared
with the same month a year earlier, employment was
up 2.5% with gains of 7.9% in construction; 4.4% in
services; 1.3% in frade; govermment, 2.2%; and
FIRE, 1.0%; manufacturing declined 0.6%. The
unemployment rate was 4.6%, well below ecatlier
levels, and reportedly the lowest in 30 years.

Personal income was depressed, with the state gain
well below the national rate in 19911996, but, with
recovery, the state outperformed the 11.S. in 1998 and
1997. In second quarter 1999, the state gain was
0.7%, compared with 5.4% for the U.S. On a per
capita basis, the state figure has declined to a level
onlty slightly ahead of that for the U.S. The state’s
rank has dropped to 12 while, traditionally, it was
within the top 10. For the past three years, the state
per capita growth rate has about matched the national
experience. Expansionary expectations have centered
on the enfertainment industry and trade with the
Pacific Rim. Economic problems in Asia have
affected manufacturing in California a major exporter
to the region. In 1998, exports to the region, about
4% of the state’s total exports, were down 20%. The
slack was made up by exports to NAFTA, which rose
12.5%. Europe was up 6.8% and Canada up 10.9%
keeping the overall decline to 4.2%. Recovery is
evident. From third-quarter 1998 to third-quarter
1999, total exports rose 10.2%, spurred by an
increase of 48.5% to East Asia; third-quarter 1998
was down 9.4%, with a 30.3% drop in East Asian
trade. Primary state exports include computers and
other industrial machinery and electronic components
and equipment. The largest Asian effect has been felt
in manufactaring.
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Economic Trends

Employment Unemployment Rates
(000} (%)
CA as
- CA % Change u.s. % Change ca U.s Y% of U.8.
1580 9,349 — 50,406 - 6.8 7.1 85
1985 10,979 116 97,387 77 1.2 7.2 100
1988 12,103 18.0 105,210 8.0 5.3 55 96
1989 12,569 3.4 107,884 25 5.1 5.3 96
1991 12,359 1.7 108,249 0.3 75 8.7 112
1952 12,183 {1.7) 168,661 0.3 8.1 7.4 123
1993 12,045 {0.9 110,713 1.9 9.2 6.8 135
1994 12,160 1.0 114,163 3.1 8.6 6.1 141
1995 12,422 2.2 117,191 2.7 7.8 5.6 139
1996 12,743 28 118,608 2.1 7.2 5.4 133
1957 13,130 3.0 122,690 256 6.3 4.9 129
1988 13,584 35 125,826 2.6 5.9 45 131
Qctober 1999 14,119 3.9 25,311 2.8 4.6 4.1 112
Personal Income Per Capita Income
{Change fram Prior Year} {Change from Prior Year)
% Change —— CA as % of % Change ~—- CA as
CA U.8. U.S. Growth cA u.s, % of U.8.
1990 8.2 6.7 122 8.7 6.5 88
1991 2.3 3.7 62 0.6 2.8 23
1952 4.9 6.0 82 33 4.8 69
1953 2.0 4.4 44 1.0 3.3 30
1994 2.9 5.0 58 23 3.8 59
1995 5.0 55 9 3.4 4.6 96
1996 5.0 5.8 85 4.8 4.8 106
1957 6.0 5.7 105 4.7 4.7 100
1998 6.4 5.7 112 4.8 4.7 102
Components of Personal Income Earnings
CA % Change u.s. % Change
1996 1998 1996-98 1996 1998 1996-98
Manufacturing 15 16 18 18 17 11
Durables* 11 11 20 11 11 13
FIRE 8 g 25 8 g 21
Services 32 3z 16 28 29 17
Trade 5 15 15 15 15 14
Construction 5 5 27 6 & 14
Govarnment 15 14 9 15 14 8

*Durables is a subhead of manufacturing.

State Population: 31,588,000 (1995 est.}

Popuiation Change 1890-95 est.: CA5.4%, U.5.5.4%
Personal Income Per {apita 1998: $27,579 = 104% of U5, rank 12

State of California
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MOODY'S RAISES STATE OF CALIFORNIA GO RATING FROM And TO Aa2 (822, Page Lot 3

Global Credit Research
New lssue
7 SEP 2000

S

' Moody's Investors Sarvice

New Issue: Californiz (Stars of)

MOODY'S RAISES STATE OF CALIFORNIA GO RATING FROM Aa3 TO Aa2. {$22 BILLION IN DEBT
AFFECTED)

Ratings on Bonds Supported by State Leases Raised from Al to Aa3 {$6 Billion In Debt Affected)

State
CA

Moody's Rating
ISSUE RATING
Geaneral Obligation Bonds Aad
Sale Amount $8506,600,000
Expected Sale Date D%/134G0
Rating Deseription General Obligation Bonds

Opinion

NEW YORK, Sep 7, 2000 - Moody's has raised the rating on the general abligation bonds of the State of
Califormia to Aa2 from Aa3l, affeciing $22 tditbon in debt, including $850 million in bonds to be issued on
Septernber 13, 2000. In addition, the ralings on bonds supporied by state leases, issued through the
California State Beard of Public Works and several other state authorities, have been raised o Aald from AT,
affecting an additional 36 bitlion in debt,

The upgrade raftects the strength and diversity of a state economy that continues fo exceed consensus
grawth expectations and comfortably outpaces the nafion in terms of personal income and employment
growth. The increased diversity of the econoimy has positionad the state well for future expansion, and the
deep custorner base of the high technology sector decreases the likelthood of a slatewide economic
dewnturn ahsent a national recession. Consensus econemic forecasts call for the stale's econarmy (o remain
strong and fo continue 1o oulpace the nation. Consistant with its historical practice, the state’s officiat
economic forecast for the near term remains al or below these forecast estimates.

The sconornic growth over the fast several years has dramatically improved the state's financial condition,
driving cash and budget reserves to record fevels. While the targeted budget reserve rernains moderate at
2.2% of general fund revenues, other internal funds are availahie 1o provide a buffer against volatile revenue
pesformance during periods of economic downiurn. The state currenily estimates that it will end the current
fistal year with internal barrowable resowrces totaling more than $12 tallion, eliminating the need for a cash-
flow Dorrowing for the first ime in over two decadss.

Trie upgrade also reflects the slate's increased fiscal conservatism, particutarly over the last hvo years, The
state has realized a dramatic increase in revenue collections, due in large part o growth in capital gams tax
coflections. Querall revenues in fiscal 2000 came in approximately 13% over orginal budget estimates. Such
strong results were driven by personal income tax revenues, which were 19% in excess of budget and 27%
aver prior year aciuals. But despde a nearty 59 billfon revenue windfall in the orior fiscal year, the stale
resisted effors during the fiscal 2001 budget debate to spend the bulk of such unanticipated rescurces on
recurring exgenses. General fund expenditures for the current fiscal year are $11 bilfion higher than fiscal
2000 levels, Howevar, this figure moludes 32 billion in one-bme @ax retief and approximately $5 bilkor in one-
firne capital expenses that largely couid be scaled back f revenus collections do not raeset hudget estimates.
i addition, the state has again Based s current year budget on consereative revenue estimates.

Yhile thae credit strengihs doscribed above provide the basis for our mting upgrade and stable outiook, the
state credit remains teinpered by its rslatively infloxdible budget structure, due in large part to education

htipowww moadys com moodyscust research MDCdoes: 28: 2006 30000038433 asp?doc.. 12772006
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expenditures mandated by Proposition 98; s potentially volatile revenue structure during periods of
economic weskening; the lack of a formal mid-year spending adiustment mechanism, and the fegative

impact a stock market correction could have on capital gains tax ecllections. In addition, the state’s significant

infrastructure needs put pressure on its moderate debt position, although developing debt management
polices offer the potential for managing debt levels successfully.

The general obligation bonds to be sold on Septernber 13th are being used to fund various state and local
capital facilities projects, and lo retire comimercial paper notes issued to finance investments in public
schools and higher educational facitities, and various clean ar and Yansporiation improvernent projecis.

Following is a isting of the various bonds affected by this rating action. Approdirmately 328.1 bilkon of such
honds is outslanding,

STATE OF CALIFORNIA GENERAL OBLIGATION BONDS

- Various issues upgraded from Aal to Aa2. Approximately 321 billion was outstanding as of July 1. 2000
This Aa2 is also assigned to the 3858 million in bonds to be issued an September 13, 2000,

STATE PUBLIC WORKS BOARD LEASE REVENUE BONDS

- Various non-Uiniversity of Catifornia Public Works Board issues upgraded from At to Aa3. Approxematsly
%4.7 bilion was outstanding as of July 1, 2000,

OTHER STATE BUILDING LEASE PURCHASE ISSUES

- Various issues upgraded from At to Aa3. Approximately 3989 million was outstanding as of July 1, 2000,
EAST BAY BUILDING AUTHORITY CERTFICATES OF PARTICIPATION

- Ungraded from A1 to Aa3. Approximately $80 million was outstanding as of July 1, 2000

SAN BERMADING JCINT POWERS FINANCING AUTHORITY

- Upgraded from A1l io Aa3. Approximately $61 milion was outstanding as of July 1, 2000,

SAN FRANSISCO STATE BUILDING AUTHORITY LEASE REVENUE BONDS

- Upgraded from Al to Aa3. Approdimately $50 millon was ouistanding as of July 1, 2000

Gutlook

Page 2 of 2

The rating outiook for the state is stable. Changes in the approach o budgst management has positioned the
state to betler weather cycies more successfully, despite ifs volatile revenue structure and inflexsble spending

hase. These incfude cautious revenue forecasts which avoid committing the rmost volatile part of the revenue

base to fxed expenses, improved reserve levels, and deploying revenue windfalls to one-time mvestmentsy
that improve the state’s readiness for fufure revenueé stress. in the near to redium ferm, the economy is
projpcied to continue fo grow, and will continue o oulpace the nation. Given the scale of capital needs, the

debt burden is fkely 1o grow, further highlighting the Importance of new plans to institute a formal multi-year

capital planning process.
Analysts

Rayrmond Murphy
Analyst

Fublic Finance Group
Moody's Investors Service

Tinothy Biake
Sepior Credit Officer
Public Finance Group
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Roody's Investors Service

Renee Boicourt

[lirector

Public Finance Group
Mouody's lnvestors Service

Cantacts

Journalists: {212) 553-0376
Research Clients: (212) 553-1625

@ Copyright 2006, Moody's investors Service, Inc. and/or its licensors including Maody's A 7 C
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CITY COUNCIL

CITY AND COUNTY OF HONOLULU No. 03-59! CQ1

HONOQLULL, HAWAL —

122

RESOLUTION

AMENDING THE DERT AND FINANCIAL POLICIES OF THE CITY.

WHEREAS, debt and financial policies for the City and
County of Honelulu were initially established by the adoption of
Resoluticn %6-26 as a result of the 19%5 Budget Summit, which
was convened by the Council of the City and County ¢f Honelulu
with the participation of business, government, and financial
experts from both the public and private sectors, to investigate
ways to reengineer City government to make it more efficient,
responaive, and accountable; and

WHEREAS, the debt and financial policies for the City were
last amended by Rescolution 02-140, CP1, adopted September 25,
2062, which superceded all prior resolutions establishing and
amending the debt and financial policies; and

WHEREAS, the Council wishes to further amend the debt and
nancial policies for the City in the form attached to this

fi
Resoluticon as Exhibit “A”; and

WHEREAS, this Resolution is intended to supercede in its
entirety said Resolubtion 02-140, CD1; and

WHEREAS, this Resclution does not affect the separate debt
and financial policies for the wastewater system, established by
Eegolution %8-197; now, therefores,

BRE IT RESOLVED by the Ccouncil of the City and County of
Henoluly that the “Debt and Financial Pelicies,” attached hersto
as Exhibit "A" and made a part hereci, are hereby eatablished as
the guidelines under which the City shall manages its operating
and capital programs and budgets and its debt program, provided
rhar the wastewater system shall continue to be governed by the
policies escablished by Resclution $8-137; and

BR IT FURTHER RESOLVED thatb this soluticn shall superceds
in its entirvebty Resclution 02-140, Cﬁl, ;rd



RESOLUTION

be
Director

DATE OF INTRODUCTION:

March 3, 20023

Honolulu, Hawall

(OCS/051603/ct)

rransmitted to the Mayor,

BE IT FINALLY RESOLVED that coples of this Resoclution shall

~he Managing Director and the
of Budget and Fiscal Services.

INTRODUCED BY:

CITY COUNCIL

CITY AND COUNTY OF HONCLULU
HONOLULU, HAWAI

| hereby certify that the foreguing RESOLUTION was
sdopted by the COUNCIL OF THE CITY AND COUNTY
OF HONOLULU an the date and by the vote indicated to
the right.

ATTEST:

GARY H. CKINO

CEMNEVIEVE (3, WONG
ST SHAHT AN PRESIDING QFFICER

Ty CLERK

Dated 0600 (6%

Ann Kocbayashi (BR) B
o Councilmembers
2
ADGPRTED
MEETING HELD
06 /0470 Reference:;
; AYE NO AE
CACHOLA X Report No. 055
DELA CRUZ X
DO =
GABBARD x
GARCIA ¥ ) -
TROBAYASHT | x Resolution No.
TRIARSHALL x
COIRING X 03-59. CO1
TAM “ ’
3] o] 1
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EXHIBIT A

DEBT AND FINANCIAL POLICIES

(Note: For informational purposes only policy material added is underlined and material

1.

no longer included is bracketed.)

OPERATING BUDGET

A

OVERALL

1.

The operating budget details a financing and spending program to
meet the goals and objectives of the City which have been
established by the City administration, the City Council, and the
public. It contains information and data regarding expected
revenues, expected expenditures and expected service and
performance outcomes. To the extent feasible, the budget also
should include outcome measures which reflect each programs’
success in meeting established goals and objective.

Operating expenses are the costs for personnel, materials and
equipment required for a government entity to function. Operating
expenses are expenditures for day to day operations and exclude
expenditures for capital purposes, as defined herein. Operating
expenses include the cost of paying salaries and benefits to civil
service employees except that salaries for employees funded with
cash from the sewer fund may be included in the capital budget.

The City administration shall have written policies with respect to
the preparation and implementation of the City's operating budget
that incorporate the guidelines and definitions contained herein.

As a comprehensive business plan, the budget includes the
following elements as recommended by the Government Finance
Officers Association: public policies, financial plan, operations pian,
and communications device.

The City's annual budget presentation should display the City's
service delivery/performance plan in a public-friendly format.

Under the Mayor’s direction, Department Directors have primary
responsibility to formulate budget proposals and implement the
budgets appropriated by the City Council and allotted by the Mayor.



FISCAL INTEGRITY

1.

The City will maintain the fiscal integrity of its operating and capital
budgets by maximizing its level of public services while minimizing
its level of debt.

Cash balances in excess of the amount required to maintain a tong-
term contingency reserve shall be used to fund one-time or non-
recurring costs.

LONG-TERM CONTINGENCY RESERVE - “RAINY DAY FUND”

The City shall pursue the creation of an appropriated Long-Term
Contingency Reserve in order to accommodate dire financial
emergencies. The funding of this reserve shall be based upon a formula
established in ordinance and contingent upon increasing real property
assessments. This reserve shall be used only for dire financial
emergencies with the approval of the Mayor and the City Council.

REVENUES

1.

The City shall make every effort to maintain a very high tax
collection rate (over 98.5 percent) to the extent consistent with the

marginal costs of collection.

The City shall place increased emphasis on user fees to finance
municipal services.

The City shall seek to diversify its revenue mix to be less
dependent on property tax revenues and temporary revenues.

The City annually shall review all revenue schedules, including
taxes, rates, licenses, user fees, and other charges to determine
the appropriate level of each revenue source required for the
operating and capital costs of the programs they finance. Multi-year
rate schedules shall be established whenever feasible.

The City shall maintain a sewer fee rate structure which is
adequate to insure that the programs the sewer funds finance
remain firmly and separately self-supporting, including the costs of
operations, maintenance, and debt service; provided that this shall
not preclude the use of community facilities districts, benefit
districts, unilateral agreements, development agreements, user
fees and impact fees to pay for sewer capital improvements.
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6. The City shall make every effort to maximize investment income by
achieving and maintaining a high tevel of prudent and legally
appropriate cash investments.

7. The City diligently shall seek Federal, State and other revenues to
fund its current and new programs. However, the City shall ensure
that its long-term financial planning considers the eventual loss of
these temporary financing sources.

8. No monies from the sale of any City property shall be budgeted as
revenue in the executive operating budget unless the City has an
executed contract with a realtor concerning the listing of the
property and public notice of the listing of the property has been

given.

[9. No monies from the solid waste special fund, or any account
therein, or from the sewer fund shall be budgeted or expended to
reimburse the general fund for expenses incurred in prior fiscal

years.]
SELF-INSURANCE PROGRAM

The City shall continue to set aside funding in the City’s risk management
account. As the City's mix and level of liabilities increase, the City should
implement a cost-effective program to mitigate the expense of commercial

insurance. -
MINIMIZATION OF ADMINISTRATIVE COSTS

Administrative costs should reflect an appropriate balance between
resources allocated for direct services to the public and resources
allocated to ensure sound management, internal controls, and legal

compliance.
MULTI-YEAR ESTIMATES

1. With every annual budget, the Mayor shall propose a six-year
operating and capital expenditure and revenue plan for the City
which shall include estimated operating costs for future capital
project proposals that are included in the Capital Program. The plan
for the operating and capital components shall detail the six-year
projections according to the categories of expenditures and
revenues shown in Attachments A and B, made a part hereof, and
shall show how future expenditures are to be met by existing or
new revenue sources,



2.

This budget data shall be presented to elected officials in a form
that will facilitate annual budget decisions, based on a multi-year
strategic planning perspective.

H. CITIZEN INVOLVEMENT

1.

Citizen involvement shall be encouraged in the annual budget
decision-making process through public hearings and community
meetings. Such involvement shall include assistance in establishing
program and budget priorities for the City.

2. Involvement shall also be facilitated through City boards, task
forces and commissions, which shall serve in advisory capacities to
the City Council and the Mayor.

i USER FEES

Whenever the City charges user fees, those fees shall be phased toward
covering 100 percent of the cost of service delivery, including debt service
costs, unless such amount prevents an individual from obtaining an
essential service. Fees may be less than 100 percent if certain factors
(e.g., market forces, competitive position, etc.) need to be considered.

J. NON-PROFIT ORGANIZATIONS

All grants of public funds to private organizations shall be based on
standards established in ordinance.

. CAPITAL BUDGET

A. OVERALL

1.

Capital costs funded in the capital budget shall be limited to costs
that do not recur annually. These include equipment having a unit
cost of $5,000 or more and estimated service life of 5 years or
more, except for equipment funded with cash from the sewer fund.
ttems such as light poles and playground equipment whose
individual cost is less than $5,000 may be funded in the capital
budget if aggregated and made an integral part of a project costing
$25,000 or more and the estimated service life of every major
component of the project is 5 years or more, such as a project to
replace all of the light poles in a neighborhood or a project to
replace a park’s facilities including playground equipment. To be
included, improvement and replacement costs of public
infrastructure must substantially expand the capacity or extend the
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life of the public infrastructure. Eligible capital costs would include
the repaving of parking lots but not painting and slurry sealing of
parking lots. It would include the installation of a new roofing
surface but not spot patching of a roof. Contracts to hire’
engineering and design professionals under a personal services
contract with a definite termination date may also be included.
Costs associated with paying the salaries of civil service employees
shall not be included except for salaries funded with cash from the
sewer fund. Major renovations costing more than $5,000 to existing
facilities may qualify as a capital project. Routine maintenance of
existing facilities, however, shall not qualify; instead, such costs
shall be included in the operating budget. All other necessary costs
that do not qualify for funding in the capital budget shall be included
in the operating budget and deemed operational costs. '

The City administration shall have written policies with respect to
the preparation and implementation of the City’s capital budget that
incorporate the guidelines and definitions contained herein.

The preparation and adoption of the capital budget shall be
coordinated with the operating budget so that the City may ensure
that sufficient resources are available to operate and maintain its

facilities.

B. FISCAL POLICIES

1.

Capital project proposals should include as complete, reliable, and
attainable cost estimates as possible. Project cost estimates for the
capital budget should be based on a thorough analysis of each
project and be as reliable as the level of detail known about the
project. Project cost estimates for the six-year Capital Program may
vary in reliability depending on when they are to be undertaken
during the first through the sixth year of the Program.

Capital project proposals should include a comprehensive resource
plan. This plan should include the amount and type of resources
required, and the funding and financing strategies to be empioyed.
The specific fund and timing should be outlined. The plan shouid
indicate resources needed to complete any given phase of a project
in addition to the total project.

All proposals for the expenditure of capital funds shall be
formulated and presented to the City Council within the framework

of the capital budget.




Project proposals will include the project’s impact on the operating
budget, including, but not limited to, additional personnel
requirements and long-term maintenance costs necessary to
support the project.

At the time of a contract award, each project shall include a
reasonable provision for contingencies. The amount set aside for
contingencies shall correspond with industry standards and should
not exceed ten percent of the estimated project costs.

The City administration shall minimize administrative costs of the
Capital Program.

The annual capital budget shall include those projects which can
reasonably be accomplished in the time frame indicated. The
capital budget shall include a projected time schedule for each
project. ‘

C. CAPITAL PROGRAM POLICIES

1.

Citizen participation in the Capital Program formulation is a priority for the
City. Among the activities which shall be conducted to address this need
are the following:

a.

Community meetings shall be held in a timely manner to receive
community input to the Capital Program before it is submitted to
the City Council.

Council deliberations on the Capital Program shall be open to the
public arid advertised sufficiently in advance of the mesetings to
aliow for the attendance of interested citizens.

Prior to the adoption of the Capital Program, the Council shall hold
noticed public hearings to provide opportunities for citizens to
express their opinions on the proposed Capital Program.

All projects included in the Capital Program shall be consistent with the
City’s General Plan and Development Plans. The goals and policies for
services, facilities, and transportation should serve as guidelines for the
development of the Capital Program.

Capital projects shall be financed when possible through user fees,
impact fees, community facilities districts, benefit districts, unilateral
agreements and development agreements.
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4. Projects that involve intergovernmental cooperation in planning and
funding shall be established by an agreement that sets forth the basic
responsibilities of the parties involved.

5. The City annually shall review and establish criteria to evaluate capital
project proposals. Factors to be considered for priority-ranking include the
following:

a. Projects required to meet public health and safety needs;

b. Projects mandated by federal or state law;

c. Projects which have a positive impact on the operating budget (i.e.,
reduces expenditures, increases revenues);

d. Projects which are programmed in the operating budget multi-year
estimates;

e. Projects which can be completed or significantly advanced during
the six-year Capital Program, and

f. Projects which realistically can be initiated during the year they are

scheduled.

. DEBT POLICIES

A,

Debt shall not be used to finance ongoing operational costs as
defined herein.

Whenever possible, the City shall pursue alternative sources of
funding in order to minimize the level of debt.

When feasible, the City shall use special assessment, revenue, or
reimbursable bonds in lieu of general obligation debt.

Long-term general obligation debt may be incurred when
necessary, based on the City’s ability to pay. This debt shall be
limited to those capital projects that cannot be financed from
existing revenues and when there is an existing or near-term need
for the project. The project also should be integrated with the City's
long-term financial plan and Capital Program.

The maturity date for any debt shall not exceed the reasonable
expected useful life of the project so financed.



The City shall encourage and maintain good relations with financial
and bond rating agencies and will follow a policy of full and open
disclosure on every financial report and bond prospectus. A rating
agency presentation/update shall be conducted at least once
annually.

The City shall establish affordability guidelines in order to preserve
credit quality. Guidelines, which may be suspended for emergency
purposes or because of unusual circumstances, are as follows:

1. Debt service for general obligation bonds including self-
supported bonds as a percentage of the City’s total
operating budget, including enterprise and special revenue
funds, should not exceed 20 percent.

2. Debt service on direct debt, excluding self-supported bonds,
as a percentage of General Fund revenues should not
exceed 20 percent.

The total outstanding principal of the City's variable rate debt
should not exceed 120% of the City’s total short-term investments. .

Variable rate debt should be used only as a source of interim or
construction financing, financing of equipment with a useful life of
five years, and short-term financing of debt service. In the event
variable rate debt is used to finance debt service, the variable rate
debt shall be refunded as a part of the next long-term bond
issuance.

Whenever possible, the City shall seek State funding for financing
of qualified wastewater projects.

The City continually shall review outstanding City debt and initiate
refinancing when feasible.

Unless the refunding of bonds is for the purpose of restructuring
existing debt service on outstanding bonds or to refund outstanding
bonds which bear interest at a rate or rates which shall vary from
time to time, the City shall refund callable fixed rate bonds only if
the present value savings which shall inure to the City as a result of
the refunding shall not be less than 2%.

131




ATTACHMENT A: CATEGORIES OF EXPENDITURES

OPERATING EXPENDITURES
Executive:

General Government
Public Safety
Highways and Streets
Sanitation
Heaith and Human Resources
Culture-Recreation
Utilities or Other Enterprises
Debt Service
Miscellaneous

Legisiative:
General Government - Legislative

CAPITAL EXPENDITURES
General Government
Public Safety
Highways and Streets
Sanitation
Human Services
Culture-Recreation
Utilities or Other Enterprises
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ATTACHMENT B: CATEGORIES OF RESOURCES

OPERATING RESOURCES
Real Property Tax
Fuel Tax
Motor Vehicle Weight Tax
Public Utility Franchise Tax
Federal Grants
State Grants
Transient Accommodations Tax
Public Service Company Tax
Licenses and Permits
Charges for Services
Sewer Charges
Bus Transportation Revenues
Solid Waste Revenues
Other Revenues
Carry-Over

CAPITAL RESOURCES
General Obligation Bonds
Bikeway Fund
Parks and Playgrounds Fund
Sewer Revenue Bond Improvement Fund
Federal Grants Fund
Community Development Funds
State Funds
Sewer Assessment
Developer
Board of Water Supply
Utilities
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Selecting and Managing the Method of Sale of State and Local Government Bonds

(1994)

Background. It is in the interest of state and local government issuers to sell public debt
using the method of sale that is expected to achieve the best sales results, taking into
account both short-range and long-range implications for taxpayers and ratepayers.
However, there is a divergence of views as to the relative merits of the competitive and
negotiated methods of sale due to the lack of comprehensive, empirical evidence that
would favor one method over the other. Furthermore, in negotiated sales, there is
concern about the fairness of the selection process and the possibility of higher borrowing
costs because of the potential for underwriter selection on the basis of political favoritism
rather than merit and cost. There also is the recognition that conflicts of interest may
arise because of agreements by and between outside financial professionals involved in

the transaction.

Recommendation. If state and local governments are able to choose their method of
bond sale, the Government Finance Officers Association (GFOA) recommends that
policies be adopted to ensure that the most appropriate method of sale-is selected in light
of financial, market, and transaction-specific and issuer-related conditions; the method of
sale is evaluated for each bond issue, including an assessment of the different risks
associated with each method; and thorough records are kept about the process to
demonstrate that it was equitable and defensible.

The GFOA also recommends that the competitive method of sale be chosen when
conditions favoring this method of sale are present. Such conditions include the

following:

1. The market is familiar with the issuer, and the issuer is a stable and regular
borrower in the public market,
2. There is an active secondary market with a broad investor base for the issuer’s

bonds.
3. The issue has an unenhanced credit rating of A or above or can obtain a credit

enhancement prior to the competitive sale.
4. The debt structure is backed by the issuer’s full faith and credit or a strong, known

or historically performing revenue stream.
5. The issue is neither too large to be easily absorbed by the market nor too small to

attract investors without a concerted sales effort.

6. The issue is not viewed by the market as carrying complex or innovative features
or requiring explanation as to the bonds’ soundness.

7. Interest rates are stable, market demand is strong, and the market is able to absorb
a reasonable amount of buying or selling at reasonable price changes.

While issuers often use negotiated sales to address public-policy issues such as the desire
fr dicadvantace hncinese enternrice INREY and recinnal firm narticination in the
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syndicate and the allocation of bonds to such firms, they may be able to meet these goals
by specifying their requirements in the notice of sale.

If conditions do not allow for a competitively bid bond sale, GFOA recommends the
following practices:

1.

2.

Promote fairness in a negotiated sale by using a competitive underwriter-selection
process that ensures that nrultiple proposals are considered.

Remain’ actlvely involved in each step of the negotiation and sale processes to
uphold the public trust.

Ensure that either an employee of the issuer or an outside professional other than
the issue underwnter, who is familiar with-and abreast of the condition of the
municipal market, is available to assist in structuring the issue, pricing, and
monitoring sales activities.

Avoid using a firm to serve as both the financial advisor and underwriter of an
issue because conﬂtcts of interest may arise:’

Requ;re that ﬁnancral professionals disclose the name(s) of any personor firm -
compensated to promote the selection of the underwriter; any existing or planned
arrangements between outside professionals to share tasks, responsibilities and
fees; the name(s) of any person or firm with whom the sharing is proposed; and
the method used to calculate the fees to be earned.

Review the “Agreement Among Underwriters” and ensure that it governs all
transactions during the underwriting period.

References
- Competitive v. Negotiated Sale Debt, Issue Brief No. 1, California Debt Advisory

" Commission, September 1992.

- An Elected Official's Guide to Debt Issuance, 1.B. Kurish and Patricia Tigue, GFOA ,

1993.

- Debt Issuance and Management: A Guide for Smaller Governments, James C. Joseph,

GFOA, 1994.
- Competitive v. Negotiated: How to Choose the Method of Sale for Tax-Exempt Bonds,

GFOA, 1994.



ATTACHMENT VIII

137



138

W}VESRB M 5 ft B E U % E B O O KR

Rule G-23: Activities of Financial Advisors

{a} Purpase. The purpose and intent of this rule is to establish ethical standards and disclosyre requirements for hrokers,
dealers, and municipal securities dealers who act as fnancial advisors o issuers of murnicipal securities.

{b) Fimancial Advisory Relarionship. For purposes of this rule. 2 financial advisory relationship shall be deemed to exist
wher a broker, dealer. or manicipal securitles denler renders or enters into an agreement o render financial advisory or con-
sultant services to or on behalf of an fssuer with respect 10 a new issue or issues of muricipal securities, including advice with
respect to the structure, thning, terms and other similar matters concerning such issue ar issues, for a fee or other compen-
sation of in expectation of such compensation for the rendering of such services. Notwithstanding the foregoing, a financhal
sdvisory relationship shall not be deerned to exist when, in the course of acting as any underwriter. a broker, dealer or munic-
ipal securities dealer renders advice 1o an issuer, including advice with respect to the structure, tirning, terms and other sim-
Har matrers concerning a new issue of municipal securities.

() Basis of Compensation. Each financial advisory relattonship shiall be evidenced by a writing entered into prior to, upon
or prosuptly after the inception of the financial advisory relationship {or promptly after the creation or selection of the issuer
if the issuer does not exist or has not been determined at the time the relationship commences}. Such writing shall set forth
the basis of compensation for the fivancial advisory services to be rendered, including provisions relating to the deposit of
funds with ar the utilization of fiduciary or agency services offered by such broker, dealer, or municipal securities dealer or by
a person controlling, controlled by, or under common control with such broker, dealer. or municipal securities dealer in cory-
nection with the rendering of such financial advisory services.

(d} Underwriting Acuvities. No broker, dealer, or municipal securities dealer that has a firancial advisory relationship with
fespect ta a new issue of municipal securities shall acquire as prineipal either alone or as a participant in a syndicate or oth-
er similar account fermed for the purpose of purchasing, directly or indirectly, from the issuer all or any portion of such issue,
or act as agent for the issuer in arranging the placement of such fgsue. unless

{i) ¥ such issue is to be sold by the issuer on 3 negotiated hasis,

(A} the financial advisory relationship with respect to such issue has been terminated in writing and at or after
such termination the issuer has expressly consented in writing €0 such acquisition or participation, as principal or
agent, irt the purchase of the securities on a negotiated basis;

{B} the broker, desler, or municipal securities dealer has expressly disclozed in writing to the issser ar or before
such termination that there may be a conflict of interest in changing from the capacity of financial advisor to puy-
chaser of or placement agent for the securities with respest o which the financial advisory relationship exists and
the issuer has expressly acknowledged in writing to the broker, dealer, or municipal securitfcs dealer receipt of such
disclosure; arsd

{CC) the broker. dealer, or municipal securities dealer has expressly disclosed In wilting to the issuer at or hefore
such termination the source and anticipated amount of all remurieration o the broker, dealer, or municipal securi-
ties deater with respect to such issue i addition to the compensation referred to in section (o) of this rule, and the
issuer has expressly acknowledged in writing to the brokes, dealer, or municipal securities dealer receipt of such dis-
closure; or

(if} #f such issue is to be sold by the issuer at competitive bid, the isuer has expressly consented in writing prior to
the bid to such acquisition or participation. )

The limitations and reguirements set forth i this section (d) shall also apply to any broker, dealer, or municipal securities
dealer controlling, controlled by, or under common contral with the broker, dealer. or municipal securities dealer having a
finuncial advisory relationship, The use of the term “indlirectly” in this section {d} shall not preclude a broker, dealer, or
murntipal securities dealer who has a financial advisory refationship with respect £ a new issue of murricipal securitles from
purchasing such securities from an underwriter. either for its own trading account or for the account of customers, except to
rhe axtent that such purchase is made to contravene the purpose and intent of this rule.

{e) Remarketing Activities, No broker, dealer, or municipal securities dealer that has a financial adv isory relationship with
an issuer with respect 1o a new issue of municipal secarities shail act as agent for the isuer in rerrarkering such issue, unless
the broker, dealer, or municipal securitdes dealer has expressly disclosed in writing 1o the issuar

{i} that there may be a condlict of interest in acting as beth finsncial advisor and remarketing agent for the securk
ties with respect to which the Bnuncial advisory relationship exists; and
(ii} the source and basis of the remuncration the roker, dealers or municipal securities dealer could earn as remar-
keting agent on such issue,
This written diselosure 1o the issuer may be included either in 2 separate writing provided (o the suer prior to the execu-
tion of the remarketing agreement or in the remarkering agreement. The issuer must expressty acknowledge in writing w the
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beoker, dealer, or munivipal securities dealer receipt of such disclosure and consent to the financial advisor acting n both
rapacities and 1o the source and hasis of the rernuneration.

i1y Disclosure to Issuer of Corporate Affifiation. i the finarwial advisor for the issue 15 not a broker, dealer or municipal secu-
rities dealer, and the broker, dealer or municipal securities dealer that acquires the issue or arranges for such acquisizion pur
suant 1o section {d) of this rule is controlling, contralled by, or under common control with such financial advisor, the broker,
deater or muricipal securities dealer must disclose this affiliation In writing 1o the lssuer prior to the acguisition and the issuer
has expressly acknowdedged i writing to the broker, dealer, or municipal seeurities dealer recelpts of such disclosure.

{g) Each hroker, dealer, and muricipal sequrities dealer subject to the provisions of sections (). {e) or () of this rule
chall maintain a copy of the wiitten disclosures, acknowledgmenis and consents required by these sections in a separate file
and i accordance with the provisions of rule G-9.

{n} Disclosure to Customers. IF a broker, dealer, or municipal securities dealer acquires new issue municipal securities or
participares in 2 syncticate or other account that acquires new issue municipal securities I accordance with section (d) of
this rule, such broker, dealer, or municipal securities dealer shall disclose the existence of the financial advisory relationship
fry writing 1o each customer wha purchases such securities from such broker, dealer, or municipal securities dealer, at or before

the completion of the wansaction with the customer.

{s} Applicability of State or Local Law. Nothing contained in this rule shall be deemed to supersede any more resirictive
provision of state ar local taw applicable to the activities of financial advisors.

MSRB iﬁffﬂ?ﬂﬂﬂﬂﬂﬂs

NOTICE 0N APPLICATION OF BOARD RULES T0
Fruancial ADVISORY SERVICES RENDERED TO
CoreoRATE DBLIGORS ON INDUSTRIAL Deveropvent Bunos
Way 23, 1982
{rarecent letter to the Oifice of the Comprroller of the Carrency. the
sl of the Securities and Fxchangs Commissions has waken rhe position
that private placemants of ndustrial development bonds {INB"} consti-
tute rennsactions in municipal securities as defined in the Securities
Exchange Act of 194, as amended. The Municipal Securities Rulernak-
ing Beard has received a nnmber of inquisles concerning this tetter. The
Bourd is publishing this notice for the purgoses oft {1} eeviewing the appli-
cation of its nsles to private placements of murdcipal securities and (2]
sxpressing 15 views concerning whether centain Hourd rules apply to fioan:
ciaf advisury servives vendered by municipal securities dealers and brakers
19 corporate atligors on [DBs,

A. Private Placements of I1DBs

The Board's rules apply, of course, 16 sl tramsactions in municipal
securities, inchuting secorities which are IDBs. The SEC letter dealt in
rarticular with the activities of commereial banks. That letter pointed cut
that if a commersial hank has a registered musizipal serurities dealer
departinent. under Beard rule G-1, which defines the term “separately
identifiabie department or division of & bank,” any private placement
activities of the bank i securities which are IDBs must be conducted as a
part of the registered dealer departmers. The Roard arges afl bank dealers
which have registered as @ separately identifiable department or division
b seniew thedr srganizations and assure that i departments or anits which
ergage i the privare placement of IDBs are designated o the hank's Form
RS registration and other apphcable bank rocords a5 part of s separately
jdentifiable department or division. The Beard also notes that wch activ-
iries must be urder the supervision of 4 person designated by the banks
Board of direcrers ag resparsible far these activities, In addition, ander
Board rule G-, conceming professiora! qualifications. persons whe are
engaged in privately plwing muﬂit"r&l secyrities st be quabified as
sunicipal secunitiss representatives and e supervised with respect ro that
activity by a qualified maricipal securities principal.

8. Financial Advisory Services Rendered to Carporate Obligors on [DBs
Board riztes G-1 and -3 provide that sendering “finsrecial advisory or

cansubtant services for fsuers i an activity o which thase sules are
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applicable (emphasis added). Siznlarly, Board rule G-23, un the acrivities
of financtal advisors, appliss to brokers, deatess, ard municipel securities
dealers who agres w0 render “financial advisory of censultant services i oF
o behalf of an tsuer” {smphasis added) . Clearly these rules are applica-
ble to financial advisory services rendered to state or focal governments
and thelr agencies, as well as to mundcipal corporations. In the Beards
view, however, niles G-1. G 3, and G 23 do rat apply to financial agviso-
v services which are provided o corporate obligors in connection with
propesed 1DB financings.

The Board wishes te emgphasize that the scope of its definition of
financial advisary seevices is Hmited 1o "advice with cespect to the strue-
tre, timing, terms, and other simitar Mmatters” coneerning a propesed
ssue ! I persons praviding such advice to the corporate obligor on an DB
issue also participute in negotlations with prospective purchasers or are
ottierwise engaged in effecting placement of the isue, then, as indicated
abeve, rules G- | and G-3 would apply to their activities

{Excerpts of the Commission lerer foliaw

This 5 tn resporse to your fetter of December |, 1981, requasting our
views coneerning certain activities by commercial banks in connection
with industrial devetopment bonds §710Bs")? Spectficatly, you asked {1}
whether the private placement activities of banks in 85 involve tans-
actiors in murdicipal securities, (23 whether involvernent in such activities
alare wiorild reguire such banks to register with the Commission under
Section | 9B of the Securities Exchange Act of 1934 {the "Exchange Act™}
s municipal securities deaters. (3} whether & bank that had registered &
separately fdertiflable departinent or division with the Cormision as 2
municipal securities dealer would be required 1o corduct such activities
through such separately identifiable degartment or division, aeed (4) Fauch
bank activities are required to be conducied in the separately Henrifiable
departent of division, whether the advisory services provided by those
hanks to the corporate ciligor srtan DA shoald be regirded as sdvisory
services peovided 1o an ssaer of municipal secwd 71 conmection with
the issusnee of municipal securitins. Pursuant w your lettar and subisequent
wwlephone eonversations, we understand the follewing facts w be typicat
of the gctivities in question.

A comunercial bask offers private plecemund and financial advisery
wrvices to corporate suyities on a regular snd continnous basis. From time
1 tirpe the bank recoremerds 16 the carporate eneity that 1DBs be wed te
rasse capital. The bank advises the corparate entity regarding the rerms
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Selecting Bond Counsel {1998)

Background. An essential member of the bond financing team of governmental
issuers is bond counsel. Bond counsel renders an opinion on the validity of the
bond offering, the security for the offering, and whether and to what extent
interest on the bonds is exempt from income and other taxation. The opinion of
bond counsel provides assurance both to issuers and to investors who purchase the
bonds that all legal requirements are met. An issuer should assure itself that its
bond counsel has the necessary expertise to provide an opinion that can be relied
on and will be able to assist the issuer in completing the transaction in a timely

manner.

Recommendation. The Government Finance Officers Association (GFOA}
recommends that issuers select bond counsel on the basis of merit using a
competitive process. A competitive process using a request for proposals (RFP)
or request for qualifications (RFQ) process permits issuers to compare
qualifications of firms and select a firm or firms that best meets their needs. The
RFP or RFQ should clearly describe the scope of services desired, the length of
the engagement, evaluation criteria, and the selection process. The GFOA has
developed a recommended practice on selecting financial advisors and
underwriters that provides advice on setting up an objective RFP process, advice
which is also generally applicable to the selection of bond counsel.

An RFP or RFQ should require firms proposing to serve as bond counsel to
submit information that permits the issuer to evaluate the following factors, at a

minimum:

I. The experience of the firm with financings of the issuer or comparable
issuers, and financings of similar size, types and structures, including
financings in the same state.

2. The experience of the firm with federal, state, and other laws including tax
matters.

3. The experience of the firm with and its approach to applicable federal
securities laws and regulations.

4. The knowledge and experience of the attorneys that would be assigned to
the transaction, particularly the individual with day-to-day responsibility
for the issuer’s account.

5. The ability of the firm and assigned personnel to evaluate legal issues,
prepare documents, and complete other tasks of a bond transaction in a
timely manner.

6. Relationships or activities that might present a conflict of interest for the
issuer, including financial relationships with other firms providing
services that the issuer will procure for a bond issue.

In malkine the final eelectinn af hand cramzel iseners chanld concider the
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following factors:

7. Issuers should consider the use of oral interviews of candidates, in which
the attorney who would have day-to-day responsibility for the issuer’s
account should be asked to assume the lead role in presenting the
qualifications of the firm.

8. The selection should not be driven solely by proposed fees. The -
experience of the firm with the type of transactions contemplated by the
issuer is the most important factor in the selection of bond counsel.

9. For issuers that have ongoing needs of a similar nature, continuity is an
important factor.

10. While bond counsel fees typically have been contingent on the sale of
bonds, fees based on this arrangement may create an incentive to provide
opinions that would allow the inappropriate issuance of bonds. Fees based
on an hourly, retainer or fixed fee arrangement may more appropriately
reflect the complexity and scope of the services provided.

11. Before making a final selection, the issuer should check the references

furnished by the prospective bond counsel.

Once a bond counsel has been selected, issuers should enter into an engagement
letter or other agreement with the firm as required by state or local law or
procurement codes. Issuers should consider using the form of the model
engagement letter for governmental bonds suggested by the National Association

of Bond Lawyers.

If co-bond counsel are being engaged, the issuer should

- delineate in the RFP or engagement letter the roles and responsibilities of each
firm;

- assign discrete tasks to each firm in order to minimize cost duplication; and

- exercise appropriate oversight to ensure coordination of tasks undertaken by the

firms.

If co-bond counsel are engaged or if bond counsel firms are rotated, the issuer
should

- evaluate whether higher costs for legal services will result because of the need
for two or more firms to familiarize themselves with the issuer; and

- consider the possible need to resolve differing viewpoints of each bond counsel.

Throughout the term of the engagement, the performance of bond counsel shouid
be evaluated in relation to the stated scope of services and any areas where service
needs to be improved should be communicated to the lead attorney. Ongoing
contracts should be reviewed regularly and resubjected to competitive selection

periodically.

References
SPranarino REPc to Salert Financial Advieare and Tinderwritere ” GFOA




Recommended Practice, 1997.

- A Guide to Selecting Financial Advisors and Underwriters: Writing RFPs and
Evaluating Proposals, Patricia A. Tigue, GFOA, 1997.

- "Model Fngagement Letters," National Association of Bond Lawyers, 1998.

. “The Selection and Evaluation of Bond Counsel,” National Assoctation of Bond
Lawyers, 1998.
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§103D-304 Procurement of professional services. (a) Professional
services shall be procured in accordance with sections 103D-302,
103D-303, 103D-3585, 1030-308, or 103D-307, or this sectiion;
provided that design professional services furnished by licensees
under chapter 464 shall be procured purguant to this section or
gection 102D-307. Contracts for professional services shall be
awarded on the basis of demonstrated competence and qualification
for the type of services reguired, and at fair and reasonable

prices.

b} At a minimum, before the beginning of each fiscal year, the
head of each purchasing agency shall publish a notice inviting
persons engaged in providing professioconal services which the agency
anticipates needing in the next fiscal year, to submit current
statements of qualifications and expresgions of interest to the

agency. Additiconal notices shall be given if:

{1} The response to the initial notice ias
inadequate;

{2} The response to the initial notice doss not
result in adeqguate representation of available
SOULCEes;

{3} New neads for professional services arise; or
(4} Rules adopted by the policy board so specify.

The chief procurement officer may specify a uniform format for
asratements of qualifications. Persons may amend these statements by
filing a new statement prior to the date designated for submission.

(c} The head of the purchasing agency shall designate a review
committee consisting of a minimum of three persons with sufficient
education, training, and licenses or credentials for sach type of
professional service which may be required. In designating the
members of the review committes, the head of the purchasing agency
ahall ensure the Impartiality and independence of committee
wevn<rs The names of the members of bhe review commibtes

ghed under this gection zshall be placed in the contract

shall review and evaluatbe all submissions and obther

The commibbee
percinent information, inclading refersnces and reports, and

prepare a list of gqualified perscons to provide these seprvices.

peraons inaluded on the list of gualified perseons may amend thelr

382y O ngr opriate. Persons
' of anv

ey
SR raEon
s

stabtementg of gqualifications as
chall immediately inform bhe
change in informacion furni
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from being conaidered for a contrachk award.

(d) wWhenever during the course of the fiscal year the agency needs
a parvicular professional service, the head of the purchasing
agency shall designate a sgelection committee Lo evaluate the
gtatements of gualification and performance data of those persons
on the list prepared pursuant to subsection (¢} aleng with any
other pertinent informaticn, including references and reports. The
gelection committee shall be comprisged of a minimum of three
pergong with sufficient education, training, and licenses or
credentials in the area of the services required. In designating
the members of the selecticon commitbse, the head of the purchasing
agency shall ensure the impartiality and independence of committee
memhers. The names of the members of a gelection committee
egtablished under this section shall be placed in the contract
file.

{e) The selection criteria emploved in descending order of
importance ghall be:

(1) Experience and professional qualifications
relevant to the project type;

(2} Past performance on projects of similar scope
for public agencies or private industry, including
corrective actions and other responses to notices
of deficiencies;

(3) Capacity to accomplish the work in the
raquired time; and

(4} Any additional criteria determined in writing
by the selection committes to be relevant to the
purchasing agency's needs or necessary and
appropriate to ensure full, open, and fair
competition for professional services contracts.

(f) The gelection committese shall evaluate the submigsions of
ona on the ligt prepared pursuant to subsection (o) and any

srher pertinent information which may be available to the agency,

sgainst the gelection criteria. The commifbtes may conduct

1 on the

ligt prepared pursuant o subsecti ) regarding the ssrvices

2 tiraed and g 7 able to provide. In

conducting discussions, & he no disclosure of ATV

information derived Lrom the compering professicnal servics

cifferors.

confidential discussions with any p=raon who ig includ

cion committas shall rank a
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based on the selection oriteria and zmend fChe ranking to the head of
the purchasing agency. The contract Lile shall contain a copy of
the summary of gualifications for the ranking of sach of the
persons provided to the head of the purchasing agency for contract
negotiations. If more than one person holds the same quaiificatio
under this section, the gelection committee shall rvank the persons
in a manner that ensures equal distribution of contracts ameng the
persons holding the same qualificatiocns. The recommendations of the
gelection committes shall not be overturned withoub due cause

{(h) The head of the purchasing agency or designes shall negotfiate a
contract with the first ranked person, including a rate of
compensation which is fair and reasonable, established in writing,
and based upon the estimated value, scope, complexity, and nature
of the services to be rendered. I[f a satisfactory contract cannot
pe negotiated with the first ranked person, negotiations with that
person shall be formally terminated and negotiations with the
second ranked person on the list shall commence. The contract file
shall include documentation from the head of the purchasing agency,
or designee, to support selection of other than the first ranked or
next ranked person. Failing accord with the second ranked person,
negotiacions with the next ranked person on the list shall
commence. [f a ceontract at a failr and reasonable price cannct be
negotiated, the selection committee may be asked to submit a
minimum of three additional persons for the head of the purchasing
agency to resume negotiations in the same manner provided in this
aubsection. Negotiations shall be conducted confidentially.

(i) Contracts awarded under this section for 35,000 or more shall
be posted elactronically within seven days of the contract award by
the chief procurement officer or designee and shall remain posted
for at least one year. Information to be posted shall include, but
not be limited to:

{1) The names of the persons submitted under
subsection (g);

{2} The name of the person or organization
recelving the award;

{3} The dollar amount of the contract;
r

(4} The name cof thne haad
o i making the
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rien 103D-30%, may be negotiated by the head of the purchasing
agency, or designese, with at least any two persons on the list of
qualified perscns established pursuant to subsection (o).
Negotiations shall be conducted in the manner seb forth in
subsection (h}, with ranking based on the selection criteria of
gubsection (e) as determined by the head of the agency.

(ky In cases of awards made under this section, nonsslected
professional service providers may submit a written request for
debrisfing to the chief procuremsnt oificer or designee within
three working dayvs after the posting of the award of the contract.
Thereafter, the head of the purchasing agency shall provide the
requester a prompt debriefing in accordance with rules adopted by
the policy board. Any protest by the requester pursuant to gection
1030-701 following debriefing shall be filed in writing with the
chief procurement officer or designee within five working days
afrer the date that the debriefing is completed. L Sp 1%3%3, o 8,
pt of §2; am L 1995, ¢ 178, §1G; am L 1937, < 2%, 31 and < 352, §7;
am I, 2000, < 141, §1; am L 2003, < 52, 85; am L 2004, < 216, 51]

Note

I, 1997, < 3%2, 8§23 purports to amend this section.
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