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Foreword

This is a report 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 FY2005-06.  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 provides infor-
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.

Leslie I. Tanaka, CPA
City Auditor
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EXECUTIVE SUMMARY
Audit of the City's Debt Service Practices
Report No. 06-03, February 2006

Background

Office of the City Auditor City and County of Honolulu

Summary of
Findings

This audit was initiated by the Office of the City Auditor 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 FY2005-06.  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 provides
information in a consolidated form that has not been previously disclosed
to the city council or the public 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.

As of July 1, 2005, the city has a total outstanding debt of $2.9 billion.
Thus far, the city has kept its debt within both the state’s constitutional
and the city’s debt limit.  Maintaining an “AA” bond rating has enabled
the city to secure favorable interest rates for the city’s capital projects.
The city has also generated savings by refinancing debt to take
advantage of low interest rates in recent years. Nevertheless, from
FY2001-02 to FY2005-06, debt service has almost doubled, from
$137.7 million to $235.1 million.  Moreover, city budget documents
indicate that total debt service could exceed 20 percent of the city’s
operating budget within two years, in FY2007-08.  Because debt
service is a fixed cost within the city’s operating budget, these payments
restrict the availability of funds for other programs.  Left unchecked, the
growth in debt service could limit the city’s flexibility to meet both
present and future needs.

The city administration has generally complied with the city’s debt
policies and has refunded bonds at lower interest rates to reduce future
debt service.  In recent years, the City and County of Honolulu’s
consistent “AA” bond ratings have benefited the city’s bond issuances
resulting in favorable borrowing terms.  However, the availability of
relatively low-cost financing over the past three years and the current
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growth in property tax revenue have been tempered by the significant
debt service burden on the city’s operating budget.  Debt service has
grown by 71 percent from FY2001-02 to FY2005-06 compared to 26
percent growth in the operating budget as a whole.  To its credit, the
current administration has taken additional steps to address the issue,
such as instructing agencies to reduce expenses by 2.5 percent, canceling
$12 million in unneeded capital projects and $10.5 million in contract
funds that were encumbered before 1996 but never paid out.

While these measures represent positive steps, comprehensive and
strategic actions are needed to resolve the city’s debt management
problems. The city’s current debt operation is fragmented, lacking
comprehensive management, planning, and accountability.  In addition,
the city’s use of the same professional advisors for non-competitive bond
sales raises concerns about conflict-of-interest and unnecessary costs.

Finding 1: Responsibilities for the city’s debt have become a
fragmented operation overseen by two different departments.
Each has serious resource constraints, of which little is reported
and accountability is uncertain.  The city has generally complied
with the city’s debt policies and has refunded bonds at lower
interest rates to reduce future debt service.  Nevertheless, the
city anticipates exceeding 20 percent of its operating budget as
early as 2008.  The city has no comprehensive strategic plan to
resolve its debt management problems.

• Current debt-related responsibilities are fragmented and geared
toward making payments on existing debt rather than managing and
controlling overall debt.  Debt-related responsibilities are
concentrated between two administrators in two different agencies,
the Department of Budget and Fiscal Services and the Department
of Environmental Services, and their staffs face considerable learning
curves to match their administrators’ debt knowledge and
experience.

• There is limited accountability for exceptions to the city’s debt
policy, such as using bond funds for operational expenditures,
including employee salaries.  The policy also prohibits using bond
funds for items costing less than $5,000 each.  However, we found
purchases that included teak furniture for the Honolulu Zoo
employee lounge that cost between $170 and $1,595 each, cleaning
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supplies, equipment rentals, power tools, mountain bikes, and
volleyball equipment.

Finding 2: The city’s reliance on the same underwriters for the
past three years of bond issuance, using the negotiated sales
method raises concerns.  Contrary to industry best practices, the
city has continued to sell its bonds non-competitively, and has
relied on its underwriters to function as financial advisors.  This
has left the city vulnerable to the interests of underwriters who
may have a conflict of interest between obtaining the highest
possible interest yields for bond purchasers (investors) and
seeking the lowest interest rate cost of financing for the city
selling the bonds (issuer).

• Contrary to industry best practices, the city has continued to sell its
bonds using the negotiated method.  Under this method, an issuer
grants an underwriter the exclusive right to sell the issuer’s bonds,
before the city has full knowledge of the terms of the sale.  The
purchase price is negotiated with the underwriter at the time the
bonds are sold.

• In a competitive sale, interested underwriting firms bid on the right to
purchase and resell the city’s bonds based on the most beneficial
terms, such as low interest cost and other factors.  Competition
provides an incentive for underwriters to submit the most aggressive
bid at which they can successfully market bonds to investors, and
minimizes concerns regarding whether the best prices were obtained
for bonds issued.

• Based on our interviews with other jurisdictions using both
competitive and negotiated bond sales, and previous studies
spanning 20 years, we found that the competitive method results in
significant savings over the negotiated method.  For example, a 2001
Missouri audit found that the state paid $83.2 million in excess
interest rate costs, based on a 0.38 percent (or 38 basis-point)
difference in interest rates between competitive and non-
competitively sold bonds.  Studies in other states found differences
of between 29 to 54 basis points between competitive and non-
competitively sold bonds.

• As one justification for the city’s use of the negotiated method, in
which underwriters assist the city with preparing its bonds for sale,
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Recommendations
and Response

the city has reported that its underwriters also function as financial
advisors.  An independent financial advisor represents only the city's
interests by evaluating underwriters' bids and making
recommendations regarding issues such as bond structure and timing
of bond sales, based on an assessment of overall market conditions.
However, an underwriter with a set of clients waiting to buy bonds
could skew those recommendations to the issuer, in favor of higher
returns for its own clients.  According to the Government Finance
Officers Association, bond issuers such as the city “must remember
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.  When it comes to
pricing bonds, the incentives for these two parties are in direct
opposition.”

We recommended that the Department of Budget and Fiscal Services:

• Consider obtaining the services of an independent professional
municipal debt organization to formally evaluate in-depth the city’s
current debt management program, practices, organization,
resources, and staffing to develop an action plan with
recommendations for a comprehensive, unified debt management
program that addresses the city’s overall fiduciary interests.

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

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

• 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.

• Reconsider the city’s use of underwriters as financial advisors due to
the underwriters’ potential conflict of interest between clients like the
city, which sell the bonds, and the underwriter’s investors who buy
them.
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• Reconsider its procurement practices which have consistently
resulted in selecting the same underwriting and bond counsel firms.

• 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.

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

In its response, the Department of Budget and Fiscal Services provided
some clarifying 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 in the report changed the substance of our findings.  Moreover, some
aspects of the agency’s response contradict information and statements
provided to us during fieldwork.

The department suggested that the audit was not performed in
accordance with Generally Accepted Government Auditing Standards
(GAGAS).  This highlights the department’s lack of familiarity with
GAGAS standards, since such conclusions cannot be reached by
reading a draft report. The definitive test for compliance with GAGAS
comes from a peer review of all government auditing standards –
general, fieldwork and reporting standards — conducted by trained
evaluators independent of the audit organization. The reviewer must
assess the audit organization’s policies and procedures, including internal
quality controls, and review working papers for the respective audit
project. Thus, the department has no basis for its conclusion, other than
its disagreement with our findings.

The department states that our objectives and purpose for the audit were
unclear, in light of our findings.  While the department may not agree with
how we performed our audit, our objectives, as stated in the report,
were communicated to the department prior to fieldwork: to assess the
city’s debt service practices, specifically over the last three fiscal years.
The impetus for the audit was a long-standing concern among city
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officials and the public regarding the city’s increasing debt service
payments.  In order to properly address these concerns and assess these
practices, we determined that it was insufficient to limit our scope to the
mechanics of debt service payments, but rather to determine how the city
incurs debt, what the city has been doing and what it plans to do in 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 does not have a
comprehensive plan to control debt over the long term.  The department
states that the responsibility for such a plan lies solely with policymakers.
We disagree.  While policymakers have the responsibility to enact
appropriate legislation, their decision-making process would be well
served by comprehensive annual reports from the appropriate
government agency on factors and activities that are pertinent to making
those decisions.

The department questioned the competency, lack of technical knowledge
of the city auditor’s staff, and skepticism regarding the reliability of our
sources.  In reality, our office staff has a combined experience of 60
years in the performance auditing profession.  As in any audit, our
sources range from published reports in mainstream media to industry
journals and independent, respected professional organizations, as well
as interviews with both private sector and public sector experts.  In this
audit, that included finance directors and debt managers who have had
success with implementing specific best practices.  We found
administrators who developed tools and comprehensive reports that
helped them to communicate to policymakers and the general public: the
status of the city’s debt, how debt was affecting their municipalities and
what the city was doing to control it.

In comparison, we found that the information on the city’s debt was
presented in piecemeal fashion.  We believe that developing a
comprehensive, reader-friendly report that aids policy makers and
informs citizens of its activities is within the responsibility of any
government agency.  The department’s stated lack of time, staff and
resources to implement such a plan within the agency led to our
recommendations that the agency hire an independent consultant with the
appropriate technical knowledge to do so.

While the city acknowledged that there is a need for a comprehensive
debt management plan, the department disagreed with our interpretation
that the city will exceed its debt service limit by FY2007-08, stating that
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the debt policy excludes revenue bonds.  We derived our figures from
the city’s budget documents, which do not specify debt service from
general obligation and revenue bonds.  If such data is pertinent, then this
is an example of the information the department needs to provide within
a comprehensive debt management report to the city council and the
public on a regular basis.  Nevertheless, we maintain that a single
guideline is insufficient as the city’s only measure for debt affordability, as
other municipalities have used more than one indicator for managing
debt.

The department also takes issue with our comparison of debt policies in
other municipalities.  The city points out that credit ratings are not
dependent on a single factor.  We agree. Nevertheless, the city had cited
one reason, namely potential damage to the city’s credit rating, as a
rationale for opposing debt limits.  We found, and the department now
agrees in its response, that debt limits in and of themselves did not
preclude other municipalities from having higher credit ratings.

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 of employees within
that division.  In addition, 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, as such
occurrences can inappropriately increase the city's debt.

We are also encouraged that, despite its vigorous defense of its
underwriter and bond counsel selection process, the department has
changed its selection committee for FY2006-07 to include the
Department of Environmental Services and the Board of Water Supply
based on their bond issuance needs for the year.

The Department of Budget and Fiscal Services states that there are
particular circumstances in which negotiated bond sales are appropriate.
We agree; none of our sources, nor does our report, advocate using
either the competitive or negotiated bond sale method exclusively.
However, our research has also indicated that competitive bond sales
are recommended by the Government Finance Officers Association
when specific conditions are present, which we outlined in Exhibit 2.4.
The widespread use of negotiated bond sales is a credit to the
underwriting industry, which has successfully marketed its services to
municipalities.  However, when there is evidence that a more transparent,
competitive process has the potential for substantial savings and greater
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accountability, the city would do well to investigate whether this
alternative method has merit, instead of dismissing it out of hand.  While
underwriters may possess the necessary expertise, it is the city’s
responsibility to exercise professional skepticism when it comes to the
use of city funds.
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Chapter 1
Introduction

This audit was conducted pursuant to the Office of the City Auditor's
(OCA) authority to self-initiate audits, as provided in the Revised
Charter of Honolulu.  “Debt service” refers to the principal and interest
payments on funds borrowed by the city for capital projects.  The
impetus for this audit stemmed from longstanding concerns about the
city’s growing debt payments and their impact on the operating budget.

As of July 1, 2005, the city had a total outstanding debt of  $2.9 billion.
Thus far, the city has kept its debt within both the state’s constitutional
and the city’s own debt limit.  Maintaining a bond rating of  “AA” has
enabled the city to secure favorable interest rates for the city’s capital
projects.  The city has also generated savings by refinancing some of its
debt to take advantage of lower interest rates in recent years.
Nevertheless, from FY2001-02 to FY2005-06, the city’s debt service
has almost doubled, from $137.7 million to $235.1 million.  Moreover,
the city reports debt service will exceed 20 percent of its operating
budget within two years, in FY2007-08.  Because debt service is a fixed
cost within the city’s operating budget, these payments restrict the
availability of funds for other programs.  Left unchecked, the growth in
debt service could limit the city’s flexibility to meet both present and
future needs.

This Audit of the City’s Debt Service Practices provides information in
a consolidated form that has not been previously disclosed to the
Honolulu City Council or the public on how the city incurs debt, what the
responsibilities of various city agencies and outside firms are, and how
the city’s debt practices compare with industry best practices.

The majority of the city’s debt is based on the city’s capital improvement
program (CIP), a financial planning and management tool that identifies
public infrastructure, facility and equipment requirements; prioritizes these
requirements; and schedules them for funding and implementation.  The
capital improvement program represents the city’s multi-year budget plan
for long-lived projects that are too expensive to fund from current
operating revenues.  The city lists capital projects by function, such as
public safety or city department/agency, and estimates costs and funding
requirements over a six-year period.

Background
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The city’s debt is managed by two of its agencies, the Department of
Budget and Fiscal Services and the Department of Environmental
Services.  As the central budgeting and accounting agency for the City
and County of Honolulu, the budget and fiscal services department has
the overall responsibility for the city’s debt and is responsible for long-
range fiscal planning and management of the city’s operating and capital
improvement budgets.  Within this department, the following divisions
have specific debt-related responsibilities:

• The Fiscal/Capital Improvement Program Administration
Division prepares the capital program, budget and necessary
budget ordinances.  It also reviews the capital budget program
schedules of each executive agency and makes budgetary
allotments.  The division also monitors the implementation of
capital projects, related expenditures and allocation of funds.

• The Accounting Division plans, develops, directs and
coordinates central accounting for the city; provides financial
services to departments and agencies; reviews the manner in
which public funds are received and expended; ensures that
monies withdrawn from operating budgets are in accordance
with operating budget ordinance and allotments; administers
central preparation of payroll; liquidates claims under a
centralized voucher system; and prepares financial statements
and reports on city operations.  This division issues financial
statements and reports, including the city’s Comprehensive
Annual Financial Report (CAFR), the Finance Director’s
Quarterly Financial Reports, and the Statement of Funded
Indebtedness Outstanding and Unpaid as required by Section
47-2, Hawaii Revised Statutes (HRS).  This statement is
prepared jointly with the Treasury Division.

• The Treasury Division plans, directs and administers the city’s
financial affairs, including managing cash, debt and investments.
The division receives, disburses and transfers cash for the city in
accordance with established policies and procedures; maintains
custody of public funds and securities; determines investment
policies and strategies for the city’s funds; identifies investment
vehicles and evaluates alternatives; invests city funds and
manages investment portfolios for the city, the Board of Water
Supply and other city agencies; and ensures proper
collateralization for the protection of all city funds held by city
depositories.  The division also plans, markets, coordinates,
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reviews, monitors and administers the city’s general obligation,
revenue and special purpose bond issues.  It procures the
services of bond professionals who assist the city with its debt
issuances.  The division also determines the timing, structuring
and size of bond financing for the city and ensures compliance
with the federal Securities and Exchange Commission and
Internal Revenue Service’s regulatory and disclosure
requirements regarding municipal bond financing, as well as to
state and city legal requirements.  The division also administers
the city’s accounts receivable and collections program for real
property taxes, special assessments, user fees and other
revenues, and assists the director of the budget and fiscal
services department in resolving major fiscal problems of the
city.

The Department of Environmental Services takes an active role in
managing the city’s wastewater debt.  In 1998, the city established its
wastewater system as an enterprise, enabling the city to approach capital
markets with revenue bonds to finance its wastewater capital needs.
City Resolution 98-197, CD1, which established a separate set of debt
and financial policies for this enterprise, stated that the intent of the
policies was, in part, to “ensure that the wastewater system is managed
[so as] to be self-sufficient, supported [by] user fees and not general
property taxes [or] other city and county resources.”

State and local governments issue debt for a variety of reasons.  For
example, bonds and other debt instruments are used to finance
construction, major equipment and other long-lived assets.  Debt service
is the repayment of principal and interest on those debt instruments.  In
other words, bonds are debt instruments that enable governments to
make large purchases, similar to mortgages; and debt service is
analogous to mortgage payments made over time to repay the debt.

Long-term bonds have historically provided a major source of funding
for capital needs.  Due to the high cost of acquiring or replacing capital
assets, governments are usually not able to accumulate enough cash from
current receipts to pay for necessary improvements.  Borrowing money
permits governments to acquire assets as needed rather than waiting until
enough cash is available.  Issuing bonds also serves to spread the cost of
a capital asset to those who benefit from it, both now and in the future.

Understanding
government debt
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Short-term financing is sometimes used to meet interim financing needs
of construction projects when the full cost of a project is not yet known.
Governments can borrow on short-term bases as needed and later
refinance with long-term debt once a project is completed.  Short-term
financing is also used if an issuer believes market conditions are such that
delaying the issuance of long-term bonds is more advantageous.  For
example, if long-term interest rates are falling, an issuer might prefer to
initially borrow short-term and then refinance with long-term bonds when
interest rates are more favorable.  Bond anticipation notes, commercial
paper and bank lines of credit are commonly used for this purpose.
These instruments can provide immediate funding for a project until
permanent financing is arranged.

General obligation bonds

General obligation bonds are typically issued to finance government
improvements that benefit the community as a whole.  These obligations
are secured by full faith and credit through the taxing authority of the
issuer (such as the city).  The issuer pledges to levy the necessary taxes
on all assessable property within its jurisdiction to provide timely
repayment of the debt.  This means that the city’s collateral is its power
and pledge to increase real property taxes as needed to ensure that
payments on the debt are made as promised.  Due to the strength of this
pledge, general obligation bonds are readily accepted in the municipal
marketplace and usually have lower interest rates than comparably rated
revenue bonds.  Consequently, general obligation bonds can be issued at
a lower cost relative to revenue bonds.

Revenue bonds

Revenue bonds are issued to finance facilities that have a definable user
or revenue base.  These debt instruments are secured only by a specific
source of funds (usually a dedicated revenue stream) rather than by the
general taxing powers of a jurisdiction; hence, revenue bonds are
considered less secure than general obligation bonds.  Revenue bond
issuers are customarily required to set reasonable rates and charges,
thereby limiting the amount of debt service that can be incurred by a
facility.

Since revenue bonds are secured only by the revenues pledged to pay
the bonds, revenue bond documents generally require issuers to make
many more promises about the operation of the facilities intended to
provide the revenues.  General obligation bond documents typically do
not include such promises.  Revenue bond promises, or “bond
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covenants”, usually include rate covenants, an additional bonds test, and
operation and maintenance requirements that must be met by the issuer.
For example, the city’s wastewater revenue bonds are paid out of
revenues generated by sewer service charges, which must be reviewed
annually and adjusted as needed to ensure the enterprise meets its debt
obligations.

As of July 1, 2005, the city had a total outstanding debt of  $2.9 billion.
The largest components were general obligation bonds of  $1.6 billion
(55 percent) and wastewater systems revenue bonds of  $669.6 million
(23 percent).  Other debts included water supply revenue bonds
($216.0 million), dedicated general obligation bonds for housing ($104.4
million), H-Power ($83.7 million), solid waste ($83.7 million), sewer
projects ($58.4 million); state loans payable ($77.6 million), other notes
payable ($3.0 million) and special assessment bonds ($645,000).

Exhibit 1.1
Chart of the City's Debt

Honolulu’s debt profile

Water Supply 
Revenue Bonds

7%

General obligation 
bonds
55%

Wastewater 
Systems 

Revenue Bonds
23%

Dedicated general 
obligation bonds*

12%
State loans 

payable
3%

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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Based on U.S. Census population estimates and on gross debt and net
debt figures from the city’s CAFR from FY2000-01 to FY2003-04, the
city’s per capita gross debt has increased by 19 percent, from $1,846 to
$2,194. Per capita net debt has increased by 34 percent, from $1,263
to $1,694.

State and county debt service limits

Limits on debt provide both elected officials and taxpayers with guidance
on acceptable levels of indebtedness and indicate a community’s
commitment to prudent borrowing practices so that essential public
services are not jeopardized.  The City and County of Honolulu must
abide by both state constitutional requirements and city debt policies.
The city’s total debt of  $2.9 billion is only 3 percent of the $92.4 billion
in net tax-assessed real property value for FY2005-06,  far below the
Hawaii State Constitution’s debt limit of 15 percent for each county.
The state constitutional limit also excludes bonds that have matured,
revenue bonds, special purpose revenue bonds, special assessment
bonds, reimbursable general obligation bonds issued for specific
purposes, bonds guaranteed by the state, and bonds issued in
anticipation of specific revenues.  Thus, while the city has $2.9 billion in
total debt, only $1.62 billion of this – the general obligation bonds plus
$3 million in other notes payable – are subject to the state’s
constitutional debt limit.  The city complies with this method of calculating
net outstanding debt.

In 1996, the city council adopted Resolution 96-26, Establishing the
City’s Debt and Financial Policies in response to bond rating
agencies’ concerns about the impact of the city’s “aggressive debt plans”
and their impact on credit quality.  At the time, 15 percent of the city’s
non-federal fund appropriations were tied to debt service requirements.
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, the city's budget
documents report debt service as an aggregate amount instead of
distinguishing debt service from general obligation and revenue bonds.
As a result, total debt service is reported as exceeding 20 percent of the
operating budget as early as FY2007-08 (see Exhibit 1.2).
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Exhibit 1.2
Debt Service as Percentage of Operating Budget
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 
 

Fiscal 
Year Debt Service  

Executive 
Operating 

Budget 

Debt Service as 
a Percentage of 
the Operating 

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% 

 

0.0%

5.0%

10.0%

15.0%

20.0%

25.0%

FY
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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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Wastewater revenue system debt service limits

The wastewater system enterprise has its own set of debt and financial
policies, established in 1998 in preparation for funding wastewater
system capital projects with revenue bonds instead of general obligation
bonds.  These policies state that wastewater user rates:

“Will be set… to ensure that the revenues generated by Sewer
Service Charges are sufficient to pay all operating, maintenance,
debt service, and capital costs, and to maintain sufficient
operating reserves, without reliance on the City and County’s
general taxes and other revenues.”

The policies also state that:

“To provide for the generation of adequate revenues to fund all
debt service payments as well as to meet all pay-as-you-go
capital needs and to provide internal guidelines to ensure the
enterprise’s ability to meet its debt service requirements, the city
intends to maintain target revenues (excluding Wastewater
System Facility Charge revenues) of 1.6 times (160 percent of)
senior revenue bond debt service and 1.25 times (125 percent
of) debt service for all revenue bonds.”

According to audited sewer fund financial statements for the year ending
June 30, 2004, debt service coverage exceeded the requirements of
bond covenants and city policies:  it totaled 471 percent on senior
revenue bonds, 203 percent on revenue bonds and 147 percent on all
debt.

The audit objectives were to:

1. Review and assess the city’s debt service practices.

2. Make recommendations as appropriate.

To assess the City’s debt services practices, we reviewed the Hawaii
State Constitution; Chapter 47, HRS, County Bonds; Chapter 47C,
HRS, Indebtedness of Counties, Exclusions from the Funded Debt,

Objectives of the
Audit

Scope and
Methodology
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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 Ordinances of Honolulu; debt and
financial policies for the city; Resolution 03-59, CD1, the city’s current
amended debt and financial policy; and Resolution 98-197, CD1, the
debt and financial policies for the city’s wastewater system enterprise.

Our review of the city’s debt service practices for the three most recent
fiscal years of debt issuance included documenting the debt process for
general obligation and wastewater revenue bonds, which constitute the
majority of the city’s debt.  Our review did not include other debt such
as water supply revenue bonds, dedicated general obligation bonds,
state loans payable, and special assessment bonds.  The review also
examined the debt-related roles of participating agencies:  for general
obligation debt, the Department of Budget and Fiscal Services’
Treasury, Fiscal/CIP Administration, and Accounting divisions; and for
wastewater revenue bonds, the Department of Environmental Services.
We interviewed departmental and divisional administrators and staff
whose position descriptions entailed debt-related analysis and
monitoring.  We reviewed reports on the city’s debt, budget documents,
department communications, and related documents.  We also reviewed
transcripts for the city’s three most recent bond issuances.

To identify pertinent issues, we reviewed media coverage of Honolulu’s
debt in particular and of municipal debt generally, as well as published
academic studies pertaining to debt management practices.  Our
assessment of best practices included research of municipal debt
practices from the Government Finance Officers Association (GFOA);
National Advisory Council on State and Local Budgeting; National
Association of Counties; National Association of Local Government
Auditors; and the Municipal Securities Rulemaking Board.  We also
reviewed general criteria published by the bond rating agencies Fitch,
Moody’s and Standard & Poor’s as well as their reports on specific
ratings given to Honolulu bonds issued over the last three years.

We also interviewed municipal debt and finance officials who are
members of GFOA’s Governmental Debt and Fiscal Policy Committee
from Montgomery County, Maryland; Portland, Oregon; and San Jose,
California.  In addition, features of Honolulu’s debt policies were
compared to debt policies and reports from these same municipalities,
and other cities whose bond ratings were equivalent to or better than
Honolulu’s “AA” rating:  Denver, Colorado; Seattle, Washington; and
Scottsdale, Arizona.
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Our work was performed in accordance with generally accepted
government auditing standards.
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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

City administration has generally complied with the city’s debt policies
and refunded bonds at lower interest rates to reduce future debt service.
In recent years, the City and County of Honolulu’s consistent “AA”
bond ratings have benefited its bond issuances, resulting in favorable
borrowing terms.  However, the availability of relatively low-cost
financing over the past three years and the current growth in property tax
revenue has been tempered by the significant debt service burden on the
city’s operating budget.  Debt service has grown by 71 percent from
FY2001-02 to FY2005-06, compared to 26 percent growth in the
operating budget as a whole.  To its credit, the current administration has
taken additional steps to address the issue, such as instructing agencies
to reduce expenses by 2.5 percent and canceling $12 million in
unneeded capital projects and $10.5 million in contract funds that were
encumbered before 1996 but never paid out.

While these potentially cost-saving measures represent positive steps,
comprehensive and strategic actions are needed to resolve the city’s
debt management problems.  The city’s current debt operation is
fragmented, lacking comprehensive management, planning, and
accountability.  In addition, the city’s use of the same professional
advisors for non-competitive bond sales raises concerns about conflicts
of interest and unnecessary costs.

1. Responsibilities for the city’s debt have become a fragmented
operation, overseen by two different departments.  Each has serious
resource constraints, of which little is reported and accountability is
uncertain.  The city has generally complied with its debt policies and
refunded bonds at lower interest rates to reduce future debt service.
Nevertheless, the city's budget documents indicate that debt service
could exceed 20 percent of its operating budget as early as
FY2007-08.  The city has no comprehensive strategic plan to
resolve its debt management problems.

Summary of
Findings
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2. The city’s reliance on the same underwriters for the past three years
of bond issuance, using the negotiated sales method, raises concerns.
Contrary to industry best practices, the city has continued to sell its
bonds non-competitively and relied on its underwriters to serve as
financial advisors.  This has left the city vulnerable to the interests of
underwriters who may have a conflict of interest between obtaining
the highest possible interest yields for their bond purchasers
(investors) and seeking the lowest interest rate cost of financing for
the city selling the bonds (issuer).

Responsibilities for the city’s debt are fragmented between two
departments, of which little is reported and accountability is uncertain.
The city administration has generally complied with the city’s debt
policies and has refunded bonds at lower interest rates to reduce future
debt service.  Nevertheless, city budget documents indicate that total
debt service could exceed 20 percent of the operating budget as early as
FY2007-08.  Administrators overseeing the city’s debt reported having
other significant departmental responsibilities, with staff facing
considerable learning curves to match the administrators’ debt
knowledge and experience.  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.

According to the Government Finance Officers Association (GFOA), a
debt management policy improves the quality of decisions, provides
justification for the structure of debt issuance, identifies policy goals, and
demonstrates a commitment to long-term financial planning.  Debt levels
and their related annual costs are important long-term obligations that
must be managed within available resources.  As such, GFOA
recommends all state and local governments adopt comprehensive
written debt management policies, review them at least annually and
revise them as necessary.  A debt management policy should address
debt limits, use of derivatives, debt structuring practices and debt
issuance policies, as described in the table below.

The City Lacks a
Comprehensive
Debt Management
Program

Best practices in
governmental debt
management and
planning
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To its credit, in 1996 the Honolulu City Council adopted Resolution 96-
26, establishing the city’s debt and financial policies.  In  2003,
anticipating upcoming increases in debt service payments, two bills were
introduced:  one to limit the city’s overall annual operating budget

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 

 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 

 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 

 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: 
• investment of bond proceeds, 
• primary and secondary market disclosure practices, including required 

annual certifications, 
• arbitrage rebate monitoring and filing, 
• federal and state law compliance practices, and 
• market and investor relations efforts 

Source:  Government Finance Officers Association
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expenditures, and another to limit debt service expenditures specifically.
These bills were opposed by the Department of Budget and Fiscal
Services, citing fears that bond rating agencies might interpret debt
expenditure limits as a negative action that could damage the city’s bond
ratings and impair its flexibility to manage its financial affairs.  Instead, the
department recommended that debt be limited during the budgeting
process, by curtailing capital improvement projects.

Although the administration feared that further restricting debt service
limits would damage the city’s bond ratings, a comparison of similarly
rated municipalities shows that four out of five limit their debt to ten
percent or less of general fund revenues, compared to Honolulu’s 20
percent.
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Exhibit 2.2
Comparisons of Debt Service Limits in Other Municipalities

City/County  
(GO Bond 

Rating) 

Debt Service 
Limits Based on 

Revenue 
Outstanding 
Debt Limit 

Voter 
Approval 
Required

? 

GO Debt 
Principal 

Repayment 
Target 

Net Present 
Value* or Other 
Savings Target 
for Refunding 

Honolulu (AA) 

20% of general fund 
revenues on direct 

debt; 20% of 
operating budget for 
GO bonds, including 
self-supporting bonds 

15% of taxable 
assessed value  No 

None; GO 
bonds limited 
to 25 years 

2% NPV savings 

Portland, OR 
(AAA)  

10% of general fund 
revenues 

0.75% - 1% of 
city’s taxable 

assessed value 
No 

Repayment of 
principal on 
long-term 
general 

obligation debt: 
20% in five 

years, 40% in 
ten years 

 5% NPV savings 
on advance 

refundings, and 
$100,000 or more 
in NPV savings for 
current refundings 

Denver, CO 
(AA+) 

5% of general fund 
revenues 

3% of taxable 
assessed 

property value 
Yes 

GO bonds 
limited to 15-
year terms 

5% NPV savings 

Seattle, WA 
(AAA) 

9% of total general 
fund budget; city will 
seek to reduce to 7% 

or less 

1.5% of city-
wide assessed 

value 
No 

18% of 
principal of 

total GO debt 
within five 

years; at least 
35% within 
ten years 

NPV savings of 5% 
on both advance 

and current 
refundings 

Scottsdale, 
AZ (AAA) 

25% of operating 
revenue  

20% of 
assessed 
valuation 

Yes 

No, but 
policies limit 

average 
maturity of all 
outstanding 
bonds to 10 
years or less 

NPV target 
established at the 

start of each 
budget cycle, 
depending on 

market conditions 

Montgomery 
County, MD 
(AAA) 

10% of general fund 
operating budget 

1.5% of full 
market value of 

taxable real 
property 

No 
60%-75% 
within 10 

years 
2% NPV savings 

 
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, Colorado and Scottsdale, Arizona both require voter approval
before issuing general obligation bonds.  Honolulu requires only a city
council vote.  Three of the five municipalities specified payout ratios or
repayment targets of 10 years or less, and three also had higher
thresholds for bond refunding or refinancing than Honolulu – five percent
in net present value savings compared to Honolulu’s two percent.
Denver, Colorado, which shares a similar bond rating to Honolulu, not
only restricts debt service but also the city’s ability to generate revenue,
via the Taxpayer’s Bill of Rights (TABOR) amendment to the Colorado
State Constitution.  According to Denver’s financial policies, “TABOR
limits the growth of revenue to the rate of inflation plus a local growth
factor.  If revenue exceeds this limitation, the city is required to reimburse
the citizens or ask the citizens [for permission] to retain revenue through
voter approval.”  As Exhibit 2.2 shows, these municipalities’ debt
restrictions have not kept them from earning bond ratings equal to or
higher than Honolulu’s.

In fact, the bond rating agency Standard & Poor’s Public Finance
Criteria states that it:

“looks for realistic debt limitations that permit the issuer to meet
its ongoing financial needs. A city near its debt limit has less
flexibility to meet future capital needs, but more importantly, may
be unable to meet its needs in the event of an emergency.”

Standard & Poor’s also says that 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.

Similarly, the bond rating agency Fitch IBCA’s Local Government
General Obligation Rating Guidelines states:

“In recent years, more municipalities have implemented debt
affordability policy guidelines establishing debt issuance
limitations within existing legal limits… Principal indicators that
have been used to limit debt or guide issuance includes debt
service as a percentage of operating revenues or expenditures
and direct debt as a percentage of the property tax base or
personal income base.  Where such guidelines are adhered to
over time and broadly used in the budget, planning, and general
decision-making processes, they are viewed favorably as one of
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the best practices an issuer can employ to strengthen its credit
position.”

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.

For example, California’s bond rating increased from A to AA due to
improved debt management practices, since every bond proposal is
accompanied by a formal analysis of debt affordability.  In recent years,
such programs have earned praise from bond-rating agencies as being
fiscally prudent.  A number of states have also analyzed the long-term
fiscal impact of adding new debt.  For instance, faced with a decade-
long growth in debt, Florida’s legislative and executive officials worked
with outside experts to develop a 10-year revenue and expenditure
outlook against which the advisability of new debt is weighed.  Their plan
is to review and update the 10-year outlook annually.  Similarly,
Maryland and Virginia have been preparing formal debt analysis studies
for decades and have enjoyed continuous AAA ratings since ratings
were first instituted, according to Standard & Poor’s.

Thus, Honolulu should be commended for having debt and financial
policies in place, and for complying with the letter of these policies thus
far.  However, fulfilling the city’s original intent of greater efficiency and
accountability remains elusive.

Current debt-related responsibilities are fragmented and geared toward
making payments on existing debt rather than managing and controlling
overall debt.  While major responsibilities rest within the Department of
Budget and Fiscal Services, administrators in the Fiscal/Capital
Improvement Program (CIP), Treasury and Accounting divisions were
quick to identify the boundaries of their particular responsibilities.  For
example, the Fiscal/CIP Division evaluates and prioritizes capital
projects, but its administrator says that actual debt is ultimately
determined by the financing developed by the Treasury Division.  In turn,
the Treasury Division monitors cash accounts and estimates bond issues
based on the city’s cash needs.  However, the treasury administrator
reports it is inappropriate for the division to estimate future bond
issuance amounts because the Fiscal/CIP Division does not provide
information on upcoming capital projects.  Thus, bond amount estimates

The city’s current debt
operations are
fragmented
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are based on those issued in the past, which may not be accurate for
future needs.  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.  Thus, no single entity claims ultimate responsibility for
managing the city’s debt.

The roles of the various departments, as illustrated in Exhibit 2.3, are as
follows:

• The Department of Design and Construction coordinates capital
budget requests from various city agencies and submits them,
along with supporting cost calculations and alternatives, to the
Department of Budget and Fiscal Services’ Fiscal/CIP Division.

• The Department of Environmental Services’ executive assistant
prepares, manages and updates long-range capital improvement
project costs and estimates the timing of expenditures over a 20-
year period according to its capital improvement plan and based
on inflation, capital outlays and debt service projections.  The
department submits its capital budget directly to the budget and
fiscal services department director.

• The Department of Budget and Fiscal Services issues budget
instructions to the various city agencies according to the mayor’s
priorities.  Once agency requests are received from the
Department of Design and Construction:

1. The Fiscal/CIP Division evaluates the requests and
recommends capital project priorities to the director of
budget and fiscal services.  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.

2. The Treasury Division manages the city’s cash and arranges
short-term financing as needed to meet liquidity needs,
thereby determining the amount of debt needed to meet
obligations in the upcoming fiscal year.  Once the city council
adopts the capital budget ordinance and resolution
authorizing the bond issuance for the total amount needed,
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the Treasury Division executes the bonds with assistance
from contracted financial firms.

3. After bond proceeds are received, the Treasury Division
deposits 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.
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Exhibit 2.3
The City's Debt Process—Where Debt Service Comes From

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

 
BFS issues capital budget 

instructions

DDC coordinates capital 
budget requests for other 
departments and submits 

them to Fiscal/CIP Division; 
ENV sumbits directly to the 

BFS director

BFS performs debt 
affordability analysis and 

estimates bond 
requirements

BFS performs debt 
affordability analysis and 

estimates bond requirements

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

of debt needed to finance 
projects

Council adopts capital 
budget ordinance and 

matching general obligation 
bond debt authorization 

establishing the maximum 
amount of debt to be 
incurred for the year

BFS publishes annual 
advertising notice for 

municipal bond underwriters 
and bond counsel

Treasury Division convenes 
selection committee to rank 

underwriters and bond 
counsel.  BFS director 

negotiates with top-ranked 
firms

Treasury Division manages 
the city’s cash and ensures 
the liquidity of each fund, 

issues short-term financing 
(tax-exempt commercial 

paper) as needed to meet 
capital needs prior to bond 
issuance, and estimates 

bond issuance terms for the 
remaining cash needed 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

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

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
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Operations focus on day-to-day, not comprehensive, debt
management

Administrators responsible for debt from budget 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.
Both Resolution 03-59 CD1, Amending the Debt and Financial
Policies of the City, and Resolution 98-197 CD1, Establishing Debt
and Financial Policies Regarding the Wastewater System
Enterprise, state that the policies were established as guidelines under
which “the city shall manage… its debt program”.  However, the policies
have no provisions for overall administration, operations, duties and
responsibilities for data gathering, debt analysis, planning, reporting or
monitoring.

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 items with bonds roughly
doubles the cost of such items 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.

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

According to the Treasury Leadership Council, the nature of the treasury
function makes it inherently vulnerable to risks, increasing the need for
internal controls.  Contributing to the vulnerability of the treasury’s
functions are:  transactions involving large sums of money, decisions
made in and affected by volatile financial markets, time-critical
transactions, and complex financial instruments.  When managing debt
and interest rate risk management, dependence on a limited number of
personnel constitutes an operational risk.

At the city, only two administrators have comprehensive institutional
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
Department of Environmental Services for wastewater revenue bonds.
Although the city relies heavily on these two administrators and has a
significant investment in the appropriate execution of their duties, there is
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no formal succession plan or continuity provision should either of these
administrators cease their employment with the city.

According to the Department of Human Resources’ class specifications,
the treasury chief is responsible for overall activities of the city treasury
involving:

• centralized cash management;

• investment and portfolio management;

• debt management and financing;

• accounts receivables programs;

• the city’s insurance needs;

• planning, directing and coordinating activities of subordinates
involved in a variety of functional areas;

• making decisions and taking administrative actions;

• developing, evaluating and implementing operating standards,
policies, procedures and methods;

• preparing prospectuses for the sale of bonds;

• preparing, analyzing and maintaining financial reports and
records;

• developing and maintaining effective working relationships with
governmental agencies;

• preparing correspondence and reports; and

• preparing annual budget reports.

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
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since 1998.  In response to a city council inquiry about the position, the
budget and fiscal services department director stated in April 2005 that:

“In assessing the needs of the division, it is apparent that the
depth of knowledge and experience in the areas of bond
issuance, debt management and investment are sorely lacking.
The transactions are (1) complex, requiring highly specialized
expertise, (2) of significant size, involving hundreds of millions of
dollars, [and] (3) extremely time sensitive.  Currently, the
[treasury chief] independently performs or closely controls all of
the activities in these areas due to the critical nature of the work.
Attempts to delegate all or a portion of these responsibilities to
existing staff have been unsuccessful.  Without adequate backup,
the city exposes itself to possible disruption in operations and
potential costly delays.  Lack of qualified applicants has made
the filling of this vacancy difficult.”

During the budget process, the Department of Design and Construction
coordinates capital project requests from various departments and
submits them to the budget and fiscal services department’s Fiscal/CIP
Division, which evaluates and prioritizes the various projects before
submitting them to the mayor’s office.  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 submits its budget for
wastewater projects directly to the budget and fiscal services department
director.

One reason for this separation is the wastewater system’s enterprise
status.  Established in 1998, its status enables the wastewater system to
issue its own revenue bonds to fund its $2 billion, 20-year capital
program and pay for them through sewer fund revenues.  Prior to 1998,
these projects were financed through general obligation bond funds.
Another reason for the separation of processes is that a number of
environmental services’ wastewater projects are dictated by federal
consent decrees.  If wastewater projects were funded with bonds, the
Fiscal/CIP 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.
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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 ultimate decision to increase
revenue by proposing higher sewer rates, the wastewater enterprise
should not consider itself totally independent from other city
departments.

The concentration of responsibilities is exacerbated by a lack of debt
expertise within the Treasury Division and environmental services
department staff.  Three positions with nominal responsibilities for debt
analysis have recently been filled, but none of the new employees have
received formal training on debt since their arrival.  Both treasury and
environmental services department administrators report their support
staff members are learning about debt issuances and finance through on-
the-job training, as none have prior direct experience in either private
sector finance or governmental debt.  To date, no formal training has
been planned.

The Treasury Division has two branches:  cash and debt management,
and accounts receivable.  The latter administers the city’s real property
tax program and performs billing and collection activities.

The Cash and Debt Management Branch:

• receives all monies due to the city, including real property taxes;

• deposits collections;

• maintains records of all bank deposits, withdrawals, debit
memorandums and cash transfers;

• controls activities related to the issuance of all city checks;

• maintains records of authorizations relating to the disbursements
of checks;

• invests city funds and manages investment portfolios for the city
and the Board of Water Supply;
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• analyzes cash balances and cash flow projections;

• determines amounts to be invested in various vehicles;

• determines the timing and terms of investments;

• maintains centralized accounting records for cash, debt and
receivables;

• prepares related financial statements and reports;

• accounts for and processes adjustments related to tax appeals
and claims filed under the City’s Real Property Tax Relief
Program;

• maintains custody of public funds and securities;

• ensures proper collateralization for the protection of all city funds
held by depositors;

• participates in the sale of bonds;

• prepares and maintains detailed records related to each bond
issue;

• arranges for debt service payments;

• services bondholders and paying agents;

• ensures compliance with federal Securities and Exchange
Commission, Internal Revenue Service, and state and city
regulatory requirements; and

• prepares necessary reports.

Turnover among experienced staff and recent hiring exacerbate the
disparity in bond and debt knowledge and experience between the city
debt administration and their staffs.  The newly-hired treasury debt
analyst is assigned to the cash and debt management branch.  The
position was filled in June 2005 but not staffed full-time until September.
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The city’s minimum qualifications for the treasury debt analyst position,
which include the following:

• a combination of education and experience substantially
equivalent to graduation from an accredited college or university
with major work in business administration, finance, or a closely
related field;

• three years of professional experience in researching, compiling
and analyzing financial information in support of an extensive
fiscal program, supplemented by one year of professional
financial management experience in the evaluation, purchase and
sale of bonds and securities, or managing a diverse investment
portfolio; and

• the ability to gather, analyze, interpret and prepare financial data;
evaluate information, apply problem-solving techniques and
make sound decisions relating to the city’s bond and securities
program; analyze statistical tables, graphs, charts and accounting
reports and statements; understand and interpret laws relating to
the sale of securities and government bonds; analyze and monitor
bond issuances for compliance with laws, rules and regulations;
and establish and maintain effective and cooperative working
relationships with bond counsels, investments banks, bond
insurers, consultants and rating agencies.

The new analyst has an accounting background and experience wiring
payments to banks when general obligation and revenue bonds are sold,
but will need additional training in other aspects of the bond process, as
part of the responsibilities of the treasury debt analyst position.  Similarly,
the new cash and debt manager, who will supervise the treasury debt
analyst, needs training and experience in the city's bond issuances.  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.  Similar to the treasury debt
analyst, this employee was not involved with bond issues as of the date
of our audit; but instead monitored and carried out transactions related to
principal and interest payments on bonds already issued.

Within the Department of Environmental Services, the executive assistant
has responsibilities that involve projecting expenditures for capital needs,
related financing, and assessing the impact of financing on prices charged
to customers.  His staff includes an administrative assistant who heads
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the management and budget section, handles the department’s operating
budget and helps prepare bond documents.  The administrative assistant
supervises a management analyst, who has been in the position since
April 2005.

The U.S. Government Accountability Office (GAO) defines internal
control as a major part of managing an organization, comprising the
plans, methods and procedures used to meet the missions, goals and
objectives of performance-based management.  Internal control
monitoring should assess the quality of performance over time and
generally be designed to assure that ongoing monitoring occurs in the
course of normal operations.

Resolution 03-59 CD1 states that the original intent of the city’s first
formal debt and financial policies was to “reengineer city government to
make it more efficient, responsive, and accountable,” and Resolution
98-197 CD1, Establishing Debt and Financial Policies Regarding
the Wastewater System Enterprise, says that policies are intended in
part to “identify potential financial risks and mitigate against them.”
However, none of the city administrators we interviewed articulated that
the city has established or plans to 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-related reports are inadequate and hinder accountability

The city’s FY2005-06 Executive Program and Budget reports that total
debt service payments are expected to exceed 20 percent of the
operating budget by 2007-08.  The threshold is cited within the city’s
debt policies as a debt affordability measure, but in effect caps payments
for debts already incurred, rather than acting as a tool with which to
measure and manage the city’s entire debt.  In the absence of periodic
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.

Existing debt-related communications provide no framework for
reporting progress toward achieving specific goals or future plans to
address concerns.  Information and communication are considered part
of the GAO’s Internal Control Standards, which state that:

No comprehensive debt
management program is
planned
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“Pertinent information should be identified, captured, and
distributed in a form and time frame that permits people to
perform their duties efficiently.  Effective communications should
occur in a broad sense with information flowing down, across,
and up the organization.  In addition to internal communications,
management should ensure that there are adequate means of
communicating with, and obtaining information from, external
stakeholders that may have a significant impact on the agency
achieving its goals.”

Currently, the Department of Budget and Fiscal Services issues a
number of separate reports with respect to the city’s debt:

• an annual summary of total indebtedness required by Section
47C-2, Hawaii Revised Statutes (HRS), and updates each time
the city issues bonds, as required by Section 47C-3, HRS;

• official statements presented to potential investors for each bond
offering;

• tabulations within the Comprehensive Annual Financial Report,
including ratio of direct bonded debt to assessed value and
population; computation of legal debt margin and authorized but
unissued bonds; and ratio of debt service to general government
expenditures; and

• ad hoc reports as requested by the city council, such as the
impact of additional CIP requests on long-term debt.

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.  In the absence of specific legislation pertaining to
elements of a comprehensive debt report, the council can anticipate such
piecemeal reporting will continue.

In contrast, the City of Portland, Oregon, which was praised by both the
GFOA and the National Advisory Council on State and Local Budgeting
for its debt management policies,  generates reports from a centralized
Debt Management Office.  The office is responsible for all the city’s
bond issuances, from general obligation to sewer revenue bonds, and has
three full-time staff members who manage the city’s $2.2 billion in
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outstanding debt.  Aside from debt information submitted for budget
purposes, the office issues a monthly debt management report regarding
various aspects of the city’s debt.  In addition to total outstanding debt
by various categories, the 22-page report for October 2005 includes the
percent of debt maturing in the next 5 to 25 years for each type of bond,
historical outstanding debt for the past 10 years, debt activity in the past
12 months in terms of additions (new money bonds, refunding bonds,
notes, and line of credit draws) and reductions (bonds matured, bonds
redeemed prior to maturity, bonds refunded, and line of credit
reductions), debt service payments for the next 12 months on each bond
issued, future debt service and current ratings on the city’s bonds.

Similarly, the City of San Jose, California has prepared annual debt
reports for the past 14 years, separate from various summaries and
schedules included in the city’s CAFR and budget documents.
According to the San Jose debt administrator, the reports are written in
plain language to clarify debt jargon, thereby communicating to city
council members and the general public various aspects of the city’s
debt, debt activities, and future plans so they can better understand how
their money is being spent.  San Jose also issues updated quarterly debt
reports to the city council and the “Making Government Work Better”
committee.

Accountability for practices that violate the city’s debt policy is
limited

The GAO states that internal controls should provide reasonable
assurance of compliance with applicable laws and regulations, meaning
the prevention or prompt detection of unauthorized acquisition, use or
disposition of an agency’s assets.  The city’s debt policies stipulate that
debt should not be used to finance ongoing operational costs; and that
whenever possible, the city must pursue alternative sources of funding in
order to minimize the level of debt.  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.
This makes it difficult to detect and monitor the prevalence and fiscal
impact of using debt financing for operating expenditures.  However, we
found that like Honolulu, other municipalities allow certain salaries to be
included in capital costs.

In April 2002, the city council adopted Resolution 02-101 CD1, revising
the city’s debt policy to allow contracts to hire engineering and design
professionals under personal services contracts with definite termination
dates to be included within the capital budget.  In July 2002, corporation
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counsel determined that other related services, such as technicians,
clerks and draftsmen who work under engineering and design
management services personal services contracts could also be included
in capital costs.  From FY2002-03 to FY2004-05, two city agencies
(design and construction and transportation services) reported they paid
a total of  21 employees on personal services contracts using capital
funds.  The departments reported the total cost of these salaries was
approximately $1,706,349 — including $6,654 for a senior clerk typist.
For FY2005-06, the Department of Environmental Services sought and
received approval to use revenue bond funds totaling $156,672 for the
salaries of three of its permanent engineers who work on the
department’s capital programs, as well as 66 of the Department of
Design and Construction’s wastewater engineers, inspectors, technicians
and three secretaries for FY2005-06, totaling $3,434,693.   For
FY2005-06, a combined total of $3,591,365 in city salaries will be paid
with wastewater revenue bond funds.

The administrator estimated that salaries financed with funds from a 30-
year bond cost double what they would cost in cash.  However, this type
of financing also affects rate increases charged to customers.  For
example, financing a project with cash could result in a rate increase of
30 cents a month, while borrowing and paying the cost of the project
over a 30-year period could reduce that increase to 3 cents a month.  In
keeping with principles of intergenerational equity, if the useful life of a
project is 50 years, then spreading out the costs over time may be more
appropriate rather than overburdening current customers.

While the administrator initially stated that a debt service cost analysis
was performed for the salaries of the anticipated city employees financed
with sewer revenue bond funds, we were later told this analysis was an
internal document and could not be found.  The environmental services
department indicated it plans to go back to paying those salaries with
cash by FY2008-09 or FY2009-10.  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 policy, the city should work toward alternatives to funding
salaries with bond funds and thus limit unnecessary additions to the city’s
debt service.
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The city’s debt and financial policy also specifically limits capital costs to
those that do not recur annually.  It advises that equipment having a unit
cost of  $5,000 or more and an estimated service life of five years or
more, except for equipment funded with cash from the Sewer Fund,
should be included in capital costs.  Items whose individual cost is less
than $5,000 may be funded in the capital budget if they are aggregated
and made an integral part of a project costing $25,000 or more, and the
estimated service life of every major component is 5 years or more.  The
example cited in the policy is a project to replace all of the light poles in a
neighborhood or a project to replace a park’s facilities, including
playground equipment.

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.
We found that expenditure reports lacked the necessary detail to identify
what was actually purchased with the funds.  Reporting on standard
forms was inconsistent, with some recording dollar amounts per item and
others merely aggregate totals.

We examined various records, including the city’s CIP equipment
journal, CIP liquidated encumbrance reports, and unbudgeted equipment
requests, and found that some of the appropriations for major equipment
during FY2002-03 to FY2004-05 were expended on equipment valued
at less than $5,000 and for equipment rentals.  These included:

• teak furniture for the Honolulu Zoo employee lounge valued
between $170 and $1,595 each, $140 for 10 packages of teak
cleaner;

• 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
volleyball equipment – including nets, pads, boundary tape,
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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 use of CIP funds for equipment — particularly expenditures for
unbudgeted equipment, those with no description listed, and those
categorized as “equipment not classified” — needs to be addressed.  To
reduce unnecessary additions to the city’s debt service, equipment
purchases warrant further review.

The treasury chief said the cost of debt service resulting from financing
salaries or equipment is not communicated to the executive agencies.
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 treasury chief said it would be prudent to
provide the funding for it.  This rationale minimizes departments' input in
discussions regarding what the city can afford prior to deciding whether
to build projects or acquire specific equipment.  In contrast, the City of
San Jose, California's Debt Management Program serves in a financial
advisory role to other city departments.

The city has relied on its underwriters, with whom it has a longstanding
relationship, to provide various services such as negotiated bond sales,
financial advice, and information.  Inexperienced Treasury Division staff
have also received training materials from investment professionals.
While these services may be conveniently obtained from known firms,
the practice of obtaining such services from the underwriters is potentially
contrary to the city’s fiduciary interests.  The budget and fiscal services
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 timing bond sales; and 3) greater
control over selecting underwriters familiar with Hawai’i’s economy.
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.  Moreover, the practice of using underwriters as

The City’s Reliance
on the Same
Underwriters for
Negotiated Sales
Raises Concerns of
Conflict of Interest
and a Potentially
Costly Impact
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financial advisors presents a conflict of interest according to the
Municipal Securities Rulemaking Board (board).

The board is a self-regulatory organization created by Congress in 1975
that writes rules regulating the behavior of bank and securities firm
dealers in the municipal securities market to protect investors and public
interest.  The board is subject to oversight by the Securities and
Exchange Commission (SEC) and its rules have the force and effect of
law once they are approved by the SEC.  The rules are enforced by the
National Association of Securities Dealers for securities firms and by
various bank regulatory agencies for bank dealers and by the SEC.

The board’s Rule G-23, established in 1977, precludes underwriters
from simultaneously serving as financial advisors in order to prevent
conflicts of interest.  As a financial advisor, a municipal securities
professional acts in a fiduciary capacity as an agent for the governmental
unit issuing bonds, and would normally seek to achieve the lowest
possible interest cost for the issuer.  An underwriter, on the other hand,
acting as principal for its own account, would normally want to establish
higher interest-rate yields which make the securities attractive for resale
to others.

The Department of Budget and Fiscal Services states that it has never
used underwriters hired for a negotiated sale as financial advisors on that
same sale.  Thus, its relationship with its underwriter does not constitute
a financial advisory relationship.  While this may conform to the letter of
the law, we maintain that the department's independence on its
underwriters risks violating the intent of Rule G-23.

In a competitive sale, an issuer (the city) solicits bids from underwriting
firms to purchase its bonds, and sells its bonds to the firm or bond
syndicate offering the most beneficial terms — e.g., the bid with the
lowest true interest cost, and other factors.  True interest cost is defined
as the rate, compounded semi-annually, which is necessary to discount
principal and interest payments on their payment dates back to the
purchase price of a bond issue.  The true interest cost takes into account
the time value of money by giving greater weight to earlier debt
payments.  The competitive process affords an issuer some assurance
that bonds are sold at the lowest interest cost given its bidders'
assessments of 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 competitive process results in an outcome that is
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defensible for public officials and can minimize concerns regarding
whether the best price was obtained for bonds issued.

Bonds are also sold on a non-competitive, negotiated  basis.  Under this
method, an issuer grants an underwriter the exclusive right to sell the
issuer’s bonds.  Negotiated sales are recommended when an issuer is
selling bonds that are not readily accepted or have security risks or
structural features not commonly found in the marketplace.  Examples
include variable rate debt issuances and large, complicated issuances in
which more details need to be explained to potential investors, such as a
$400 million solid waste resource recovery bond or tax-increment bond
tied to complex property laws.

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.  One finance director said that even a smaller
locality that issues bonds every six or seven years could use a
competitive sales 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.

Hawai‘i County recently completed its first competitive bond sale since
1996.  It provided positive results in that it received ten bids for its $50
million bond offering on February 8, 2006.  The county reported that it
paid lower fees to the banks that won the right to underwrite the debt by
offering the lowest interest cost at the auction.  While the county's final
analysis of savings is pending, they believe that the sale went well enough
to consider competitive sales for future issuances.

In a negotiated sale, an underwriting firm is selected early in the bond
issuance process, before the issuer has full knowledge of the terms of the
sale.  Once selected, the underwriter assists the issuer in all tasks
necessary to prepare for the sale, including developing a structure that
meets investor needs, preparing bond documents, undertaking pre-
marketing activities to build investor interest in the bonds, and selling the
bonds to investors.  The issuer negotiates a purchase price for the bonds
with the underwriter at the time the bonds are sold.
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The treasury chief said that one factor in Honolulu’s use of the negotiated
method for bond issues in FY2004-05 was due to refinancing existing
debt, or refunding, which is a more complicated process than issuing new
debt.  However, members of the Government Finance Officers
Association (GFOA) debt committee whom we interviewed disagree
that refunding is too complicated for a competitive sale. 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
savings targets every time.  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 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.  Based on research and interviews with administrators both in
Honolulu and other municipalities, we found that the city meets all of
these conditions, as shown by Exhibit 2.4.

The city’s use of non-
competitive bond sales is
potentially costly
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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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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.  However, far from being an
acceptable justification, the head of public finance at the U.S. Securities
and Exchange Commission has expressed concern in the media over
decreasing competitive sales within the municipal bond market.

In addition, a 2001 Missouri audit found that, of the state’s $1.7 billion in
bond sales, 87 percent were sold non-competitively.  This resulted in
$83.2 million in excess interest costs (based on 0.38 percent difference
in average interest rates between privately sold bonds and competitively
sold bonds multiplied by total bond sales and an average life of the
bonds of approximately 10 years).  Thus, what appears to be a small
difference in interest rates over a period of time could result in substantial
savings.

Due to differences in state laws and economic factors such as state
income tax levels, these types of comparisons are more accurate when
conducted within the same state.  Thus, the Missouri study methodology
could not be duplicated in this audit due to the absence of competitively
sold bonds in Hawaii.

However, academic studies spanning 20 years of research have shown
that competitive sales resulted in cost savings over negotiated sales in
terms of basis points, or changes in interest rates based on 1/100 of 1
percent.  As illustrated in the Missouri audit, a difference of 0.38
percent, or 38 basis points, multiplied by $1.7 billion over an average of
10 years, added up to significant savings.

• In Oregon, in a study of 210 general obligation bonds sold both
competitively and through negotiated means, competitive bids
resulted in a true interest cost that was 29 basis points lower than
negotiated sales.  The more bids received, the higher the savings:
four to five bids resulted in 32.9 basis point savings, while six to
seven bids resulted in savings of 52.6 basis points.

• In New Jersey, after allegations that an underwriter funneled
money from a refunding issue to a company owned by an ally of
the governor, the governor required that most state bond issues
be sold through competitive bidding, and encouraged similar
actions for all issuing localities. After a subsequent policy
restricted negotiated sales, a study of 148 bonds showed that
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competitively sold revenue bonds had an average cost advantage
of 35 basis points over negotiated sales.  As in Oregon, the
study found that interest cost savings increase with the number of
bids received, averaging 4 basis points per bid.  On average,
competitive sales were no more costly to issuers than negotiated
sales.

• In the hospital bond market, a study of 4,576 bonds estimated
that the true interest cost would decline by 54 basis points if the
percentage of competitive issues rose from its current value of  7
percent to 100 percent.

While these studies also acknowledge there are special circumstances in
which negotiated sales may be necessary, they conclude that the current
prevalence of negotiated sales makes it unlikely that all such sales
occurring today, which constitute the majority of the municipal market,
are too risky or too unusual to be put out to bid.  One reason cited for
the increased use of negotiated sales is an “information asymmetry”
between issuers and underwriters, with those in the markets on a daily
basis possessing a potential advantage in their knowledge of prices and
market conditions.  Without a competitive means to balance out this
information, issuers are at a disadvantage.

According to the Government Finance Officers Association (GFOA),
issuers must decide which method of sale will result in the lowest cost for
their debt and achieve other important policy objectives.  The GFOA
recommends that the competitive method of sale be chosen when
conditions favoring this method of sale are present.  This method of sale
ensures that an underwriter has earned the job through a competitive
process based upon an objective, mathematical calculation.

One disadvantage of negotiated sales is the potential charge of favoritism
toward particular firms chosen to underwrite the bond issue.  This is of
particular concern due to scandals in other states in the 1990s 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 illegal 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 Treasury Division
has consistently
identified the same
underwriters as the best-
qualified



39

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

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.  Another
administrator said that underwriters used by the city know people within
the rating agencies and can address concerns about the city’s credit, for
example.  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 structure deals to
their own benefit.  One finance director said it was inappropriate for
underwriters to deal with rating agencies on the issuer’s behalf.

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 & Sutcliffe
LLP).  Underwriters and bond counsel are selected by the budget and
fiscal 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 Contract Formation), Hawaii Administrative Rules.  The
selection committee consisted of the treasury chief and two staff
members, who ranked senior managers according to experience and
professional qualifications, past performance on projects of similar
scope, capacity to accomplish work in the required time, and subsequent
support services.

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,
Merrill Lynch, and UBS Financial Services, Inc.  The same three
companies were also named, along with six other companies, as qualified
co-managers (see Exhibit 2.5).
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Exhibit 2.5
Underwriters and Bond Counsel Used for the Past Three Years of Bond Issuance

Bond Managing 
Underwriters Bond Counsel 

Wastewater System Revenue Bonds Senior 
Series 2005A and 2005B ($152,815,000) 

• Citigroup 

• UBS Financial 
Services 

• Orrick, Herrington & 
Sutcliffe LLP 

Honolulu General Obligation (GO) Bonds 
2005A-D ($371,770,000) 

• UBS Financial 
Services 

• JP Morgan Securities  

• Merrill Lynch & Co. 

• Orrick, Herrington & 
Sutcliffe LLP 

Honolulu GO Bonds Series 2004A, B, and C 
($321,620,000) 

• UBS Financial 
Services 

• Orrick, Herrington & 
Sutcliffe LLP 

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

• Citigroup Global 
Markets Inc. 

• UBS Financial 
Services 

• Orrick, Herrington & 
Sutcliffe LLP 

   
 
 

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

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

The chief of the Treasury Division stated to us that, in the course of
negotiated sales, the city’s underwriters also function as financial
advisors.  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 municipal bonds.  In its 1977 notice of
filing, the board stated:

“In a negotiated sale situation, the element of competition among
prospective purchasers is absent, and the financial advisor who also acts
as underwriter or purchaser in a private placement does so with
substantial conflict of interest.  The Board believes that the existence of
this conflict is contrary to the fiduciary obligations of the municipal
securities professional as a financial advisor to the issuer and is not
consistent with the public interest.”
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As mentioned earlier, one example of this conflict is that as an agent for
the issuer, an independent financial advisor would normally seek to
achieve the lowest possible interest cost to the issuer; but when acting as
a principal for its own account, an underwriter would normally seek to
establish higher yields to make the securities attractive for resale to
others.  In another example, if an underwriter has customers with large
amounts of securities to be issued, the underwriter may be tempted to
advocate a larger issue than what may be in the best interests of the
issuer; conversely, an underwriter might advocate a smaller issue if its
own customers’ interest is not strong.

The Department of Budget and Fiscal Services states that it has never
used underwriters hired for a negotiated sale as financial advisors on that
same sale.  Thus, its relationship with its underwriter does not constitute
a financial advisory relationship.  While this may conform to the letter of
the law, we maintain that the department's dependence on its
underwriters risks violating the intent of Rule G-23.

According to the Government Finance Officers Association (GFOA),
issuers must remember 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 simultaneously with two
different clients when underwriting a bond issue – the issuer and
investors.  When it comes to pricing bonds, the incentives for these two
parties are in direct opposition.

The advantages cited by the budget and fiscal services department for
negotiated sales are the heightened attention given to the issue by the
underwriter, additional services and flexibility in the structure and timing
of the sale.  Because the underwriter knows in advance that it will obtain
the bonds, the firm has a greater incentive to engage in extensive pre-sale
marketing to assess demand for and promote the issuer’s securities.
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,
members of the GFOA debt committee we interviewed disagreed,
saying that, when managed correctly, hiring an independent financial
advisor reduces the scope of what an underwriter does, and thus should
not constitute an additional cost.
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In a competitive sale, the financial advisor works with the issuer to
determine the structure and timing of the issue, to prepare bond
documents and rating agency presentations, to evaluate and select the
best bid, and to close the transaction.  In a negotiated sale, the managing
underwriter may provide many of these services.  In this case, the
financial advisor's vital role is to ensure the issuer's goals and interests are
represented and protected when structuring the transaction and
establishing the borrowing rates and yields on the bonds.  Thus, the
financial advisor must be a strong advocate capable of representing the
interests of the issuer when potential disagreements with the underwriter
arise regarding investor demand for bonds.

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

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 materials showing such areas as
the difference between securities investment, and risk/return analysis.

When asked about this practice of relying on investment brokers to
provide training 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.  For example, the GFOA
holds annual seminars on debt issuances for both beginner and
intermediate levels, taught by government officials within the issuer
community.  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.

Similarly, the services of an independent financial advisor should also be
selected on a competitive basis.  One municipality uses financial advisors
who serve other municipal issuers and found that they provide a broad
perspective of other municipal issuances and experiences.

The city administration has generally complied with the city’s debt
policies and refunded bonds at lower interest rates to reduce future debt

Conclusion
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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 contract 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 all
its debt.  Responsibilities for the city’s debt have evolved into a
fragmented operation managed by two different departments with serious
resource constraints.  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 transparency and
accountability over the city’s debt operations and resolve its debt
management problems.

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
city 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 control mechanisms needed to 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 the underwriters the exclusive right to sell the city’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
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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).

The Department of Budget and Fiscal Services should:

1. Consider obtaining the services of an independent professional
municipal debt organization to formally evaluate, in-depth, the city’s
current debt management program, practices, organization,
resources, and staffing to develop an action plan with
recommendations for a comprehensive, unified debt management
program that addresses the city’s overall fiduciary interests.

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.

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

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.

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

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

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.

Recommendations



45

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

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