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PART I: INTRODUCTORY SECTION



Prices

Honolulu’s consumer price index (CPI) increased 5.8% in the first half of 2006, the highest increase
since 1991. This increase was significantly higher than the 4.5% increase for the second half of 2005
and the 3.8% increase for all of 2005. In the first half of 2006, the increase in Honolulu’s CPI was
2.0% points higher than the United States (U.S.) average of 3.8%. The Honolulu increase was
primarily due to a big jump in the housing and transportation (mostly fuels) components, which
increased by 8.5% and 7.1%, respectively.

Recent Developments in Hawaii’s Major Industries
Visitor Industry

The number of visitors arriving by air was up 0.1% during the first nine months of 2006 compared to
the same period of 2005. Domestic visitor arrivals were up 2.5%, while international arrivals
(visitors on flights originating outside of the U.S.) were down 5.9%. Similarly, total visitor days
(visitor arrivals multiplied by average length of stay) were up 0.2% during the first nine months of
2006 compared to the same period last year. Total visitor spending rose 3.8%, largely due to a 3.6%
increase in per person per day spending. Statewide hotel occupancy rate averaged 81.6% in the first
nine months of 2006, 0.7% lower than in the same period of 2005.

Construction

Hawaii’s construction industry continued to show robust growth in the first half of 2006. In the first
six months of 2006, the natural resources, mining, and construction sector added 3,150 jobs to the
State’s economy, a 9.7% job growth from the first six months of 2005. Total value of private
building authorizations increased 17.2% to nearly $1.7 billion. In the first six months of 2006,
government contracts awarded totaled nearly $472 million, a 47.8% increase from the same period of
2005.

Outlook for Hawaii’s Economy

The latest Department of Business, Economic Development and Tourism (DBEDT) forecast for
Hawaii’s economy expects both real (inflation-adjusted) Personal Income growth and real Gross
State Product (GSP) growth to be positive in 2006, but due to sharp increases in price levels, the rate
of growth is projected to be lower than in the previous two years.

The latest consensus forecasts provide optimistic outlook for both the U.S. and Japanese economies,
which influence Hawaii the most. The September 2006 Blue Chip Economic Consensus Forecasts
expect real Gross Domestic Product (GDP) growth in 2006 to be 3.5% for the U.S. and 2.9% for
Japan. In 2007, GDP growth is expected to be somewhat lower at 2.7% for the U.S. and 2.3% for
Japan.

DBEDT sees continued growth for Hawaii’s tourism industry, with total visitor days, visitor arrivals,
and total nominal (current dollar) visitor expenditures being projected to increase, respectively,
2.8%, 2.0%, and 7.1% in 2006, and 2.9%, 2.8%, and 6.3% in 2007.

DBEDT expects total wage and salary jobs to increase 2.5% in 2006 and 1.5% in 2007. Real
Personal Income is expected to grow 2.1% in 2006 and 2007. Similarly, real GSP is projected to
increase 2.7% in 2006 and 2.4% in 2007.

DBEDT projects Hawaii’s inflation, as measured in terms of changes in the Honolulu CPI, to
increase 4.8% in 2006 and 3.8% in 2007. The GSP deflator is expected to grow 4.0% in 2006 and
2.8% in 2007.



ACCOUNTING SYSTEM AND BUDGETARY CONTROL

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

1. Transactions are executed in accordance with management’s general and specific authorization.

2. Transactions are recorded as necessary to permit preparation of financial statements in
conformity with U.S. generally accepted accounting principles and to maintain accountability for
assets.

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

By statutory provision, the State prepares a biennial budget for its programs. Budgeted expenditures are
derived primarily from the General Appropriations Act of 2005, and from other authorizations contained in
the State Constitution, the Hawaii Revised Statutes, and other specific appropriations acts in various
Session Laws of Hawaii. Revenue estimates are provided to the State Legislature at the time of budget
consideration and are revised and updated periodically during the fiscal year.

An allotment system and encumbrance accounting are utilized by the State for budgetary control purposes.
Obligations in the form of purchase orders or contracts are recorded as encumbrances at the time purchase
orders or contracts are awarded and executed. Open encumbrances are reported as reservations of fund
balances at June 30, 2006. To the extent not expended or encumbered, General Fund and Special Revenue
Fund appropriations subject to budgetary control generally lapse at the end of the fiscal year for which the
appropriations were made. The State Legislature specifies the lapse date and any other particular conditions
relating to terminating the authorizations for other appropriations.

CASH MANAGEMENT

During fiscal 2006, the State Treasury earned $41.9 million for the General Fund by investing its
temporary cash surpluses, an increase of $16.7 million from the amount earned in the previous fiscal year.
The fiscal 2006 earnings represent an average investment yield of 3.7%, an increase of 1.2% in the average
investment yield from the previous fiscal year.

RISK MANAGEMENT

The State obtains third-party coverage for property losses. The property loss limit is $100 million per
occurrence, except for flood and earthquake which individually is a $50 million aggregate loss, and
terrorism and boiler and machinery which is $50 million per occurrence. The State also acquires general
liability insurance, medical insurance, faithful performance of duty, and depositors’ forgery insurance for
state employees, but is self-insured for other perils, including workers’ compensation and automobile
losses. Expenditures for workers’ compensation, automobile losses, and general liability (for amounts not
covered by insurance) are appropriated annually.

EMPLOYEE UNION CONTRACTS

The State Constitution grants public employees in Hawaii the right to organize for the purpose of collective
bargaining as provided by law. There are 13 bargaining units, of which 12 bargaining units have state
employees as members. The 12 bargaining units have contractual agreements in force as of the date of this
letter.
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INIAATRE

KPMG LLP
PO Box 4150
Honolulu, HI 96812-4150

Independent Auditors’ Report

The Auditor
State of Hawaii:

We have audited the accompanying financial statements of the governmental activities, the business-type
activities, the aggregate discretely presented component units, each major fund, and the aggregate
remaining fund information of the State of Hawaii as of and for the year ended June 30, 2006, which
collectively comprise the State of Hawaii’s basic financial statements as listed in the table of contents.
These financial statements are the responsibility of the State of Hawaii’s management. Our responsibility is
to express opinions on these financial statements based on our audit. We did not audit the financial
statements of the Department of Transportation — Airports and Harbors Divisions, which are major
enterprise funds, which represent 84% and 68%, respectively, of the assets and revenues of the business-
type activities, and the University of Hawaii, the Housing and Community Development Corporation of
Hawaii, the Hawaii Health Systems Corporation, and the Hawaii Hurricane Relief Fund, which represent
all of the assets and revenues of the aggregate discretely presented component units. Those financial
statements were audited by other auditors whose reports thereon have been furnished to us, and our
opinions, insofar as they relate to the amounts included for the Department of Transportation — Airports
and Harbors Divisions, the University of Hawaii, the Housing and Community Development Corporation
of Hawaii, the Hawaii Health Systems Corporation, and the Hawaii Hurricane Relief Fund, are based
solely on the reports of the other auditors.

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America and the standards applicable to financial audits contained in Government Auditing Standards,
issued by the Comptroller General of the United States. Those standards require that we plan and perform
the audit to obtain reasonable assurance about whether the financial statements are free of material
misstatement. An audit includes consideration of internal control over financial reporting as a basis for
designing audit procedures that are appropriate in the circumstances, but not for the purpose of expressing
an opinion on the effectiveness of the State of Hawaii’s internal control over financial reporting.
Accordingly, we express no such opinion. An audit also includes examining, on a test basis, evidence
supporting the amounts and disclosures in the financial statements, assessing the accounting principles
used and significant estimates made by management, as well as evaluating the overall financial statement
presentation. We believe that our audit provides a reasonable basis for our opinions.
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In our opinion, based on our audit and the reports of the other auditors, the financial statements referred to
above present fairly, in all material respects, the respective financial position of the governmental
activities, the business-type activities, the aggregate discretely presented component units, each major
fund, and the aggregate remaining fund information of the State of Hawaii as of June 30, 2006, and the
respective changes in financial position and, where applicable, cash flows thereof and the respective
budgetary comparison for the General Fund for the year then ended in conformity with U.S. generally
accepted accounting principles.

In accordance with Government Auditing Standards, we have also issued our report dated March 13, 2007
on our consideration of the State of Hawaii’s internal control over financial reporting and on our tests of its
compliance with certain provisions of laws, regulations, contracts, and grant agreements and other matters.
The purpose of that report is to describe the scope of our testing of internal control over financial reporting
and compliance and the results of that testing, and not to provide an opinion on the internal control over
financial reporting or on compliance. That report is an integral part of an audit performed in accordance
with Government Auditing Standards and should be considered in assessing the results of our audit.

The management’s discussion and analysis on pages 15 through 30 is not a required part of the basic
financial statements, but is supplementary information required by U.S. generally accepted accounting
principles. We have applied certain limited procedures, which consisted principally of inquiries of
management regarding the methods of measurement and presentation of the required supplementary
information. However, we did not audit the information and express no opinion on it.

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

KPme LIP

March 13, 2007
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STATE OF HAWAII
Management’s Discussion and Analysis

June 30, 2006

As management of the State of Hawaii (the State), we offer readers of the State’s basic financial statements this
narrative overview and analysis of the financial activities of the State for the fiscal year ended June 30, 2006. We
encourage readers to consider the information presented here in conjunction with additional information that has
been furnished in our letter of transmittal, which can be found on pages 3 — 7 of this report.

Financial Highlights
Government-Wide Highlights

The assets of the State exceeded its liabilities at June 30, 2006 by $8.9 billion (net assets). Of this amount,
$2.4 billion (unrestricted net assets) may be used to meet the State’s ongoing obligations to citizens and creditors.
Net assets of governmental activities decreased by $77.7 million and net assets of business-type activities
increased by $178.6 million for a net increase to the State of $100.8 million from the prior fiscal year.

Fund Highlights

At June 30, 2006, the State’s Governmental Funds reported combined ending fund balances of $2.9 billion, an
increase of $334.3 million from the prior fiscal year. Of this amount, $773.5 million, or 26.9%, of total fund
balances are available for spending at the State’s discretion (unreserved fund balance) and the remaining
$2.1 billion represent amounts reserved for specific purposes. The Proprietary Funds reported net assets at
June 30, 2006 of $2.6 billion, an increase of $178.6 million during the fiscal year.

Long-Term Liabilities

The State’s long-term liabilities decreased during the current fiscal year to $6.1 billion, a decrease of
$2.3 million. During fiscal 2006, the State issued $350.0 million in general obligation bonds for the purpose of
financing the Hawaiian Home Lands Trust settlement and public improvement projects.

Overview of the Basic Financial Statements

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

Government-Wide Financial Statements

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

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

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

June 30, 2006

Both of the government-wide financial statements distinguish functions of the State that are principally supported
by taxes and intergovernmental revenues (governmental activities) from other functions that are intended to
recover all or a significant portion of their costs through user fees and charges (business-type activities). The
governmental activities of the State include general government, public safety, conservation of natural resources,
highways, health, welfare, education, culture and recreation, urban redevelopment and housing, economic
development and assistance, and interest on long-term debt. The business-type activities of the State include the
Department of Transportation — Airports Division (Airports), Department of Transportation — Harbors Division
(Harbors), and the Unemployment Compensation Fund, which are considered to be major funds, while the
remaining business-type activities are combined into a single aggregate presentation.

The government-wide financial statements include not only the State itself (known as the Primary Government),
but also the activities of four legally separate Component Units: the Hawaii Health Systems Corporation, the
Hawaii Hurricane Relief Fund, the Housing and Community Development Corporation of Hawaii, and the
University of Hawaii, comprised of the State’s public institutions of higher education, for which the State is
financially accountable. Financial information for these Component Units is reported separately from the
financial information presented for the Primary Government itself. The Component Units issue separate financial
statements containing management’s discussion and analysis.

The government-wide financial statements can be found on pages 32 — 34 of this report.
Fund Financial Statements

A fund is a grouping of related accounts that is used to maintain control over resources that have been segregated
for specific activities or objectives. The State, like other state and local governments, uses fund accounting to
ensure and demonstrate compliance with finance-related legal requirements. All of the funds of the State can be
divided into three categories: (1) Governmental Funds, (2) Proprietary Funds, and (3) Fiduciary Funds.

Governmental Funds

Governmental Funds are used to account for essentially the same functions reported as governmental
activities in the government-wide financial statements. However, unlike the government-wide financial
statements, Governmental Funds financial statements focus on near-term inflows and outflows of
spendable resources, as well as on the balances of spendable resources available at the end of the fiscal
year. Such information may be useful in evaluating the State’s near-term financing requirements.

Because the focus of Governmental Funds is narrower than that of the government-wide financial
statements, it is useful to compare the information presented for Governmental Funds with similar
information presented for governmental activities in the government-wide financial statements. By doing
so, readers may better understand the long-term impact of the State’s near-term financing decisions. Both
the Governmental Funds balance sheet and the Governmental Funds statement of revenues, expenditures,
and changes in fund balances provide a reconciliation to facilitate this comparison between Governmental
Funds and governmental activities in the government-wide financial statements.

Information is presented separately in the Governmental Funds balance sheet and in the Governmental
Funds statement of revenues, expenditures, and changes in fund balances for the General Fund and Capital
Projects Fund, each of which are considered to be major funds. Data from the other Governmental Funds
are combined into a single, aggregated presentation. Individual fund data for each of these nonmajor
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STATE OF HAWAII
Management’s Discussion and Analysis

June 30, 2006

Governmental Funds is provided in the form of combining financial statements in the supplementary
information section of this report.

The State adopts an annual appropriated budget for its General Fund and Special Revenue Funds. A
budgetary comparison statement has been provided for the General Fund and each Special Revenue Fund
to demonstrate compliance with this budget. The budgetary comparison statement for the General Fund is
located in the basic financial statements and the budgetary comparison statements for each of the Special
Revenue Funds is located in the supplementary information section of this report.

The basic Governmental Funds financial statements can be found on pages 35 — 39 of this report.

Proprietary Funds

Proprietary Funds are used to show activities that operate more like those of commercial enterprises. They
are known as Enterprise Funds because they charge fees for services provided to outsiders. They are used
to report the same functions presented as business-type activities in the government-wide financial
statements. The State uses Enterprise Funds to account for the operations of Airports, Harbors, the
Unemployment Compensation Fund, and its other business-type activities.

Proprietary Funds provide the same type of information as the government-wide financial statements, only
in more detail. The Proprietary Funds financial statements provide separate information for Airports,
Harbors, and the Unemployment Compensation Fund, each of which are considered to be major funds of
the State. Conversely, the other business-type activities are combined into a single, aggregate presentation
in the Proprietary Funds financial statements.

The basic Proprietary Funds financial statements can be found on pages 40 — 44 of this report.

Fiduciary Funds

Fiduciary Funds are used to account for resources held for the benefit of parties outside the State. Fiduciary
Funds are not reflected in the government-wide financial statements because the resources of those funds
are not available to support the State’s own programs. The accounting used for Fiduciary Funds is much
like that used for Proprietary Funds.

The basic Fiduciary Funds financial statements can be found on pages 45 — 47 of this report.

Notes to Basic Financial Statements

The notes to basic financial statements provide additional information that is essential to a full
understanding of the data provided in the government-wide and fund financial statements. The notes to
basic financial statements can be found on pages 51 — 99 of this report.

Other Supplementary Information

In addition to the basic financial statements and accompanying notes, this report presents the combining
financial statements referred to earlier in connection with non-major Governmental and Fiduciary Funds.
These statements are presented immediately following the notes to basic financial statements. The total
columns of these combining financial statements carry to the applicable fund financial statements.
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STATE OF HAWAII
Management’s Discussion and Analysis

June 30, 2006

Government-Wide Financial Analysis

The following financial analysis focuses on the Primary Government (governmental and business-type
activities of the State). Separate financial statements for each of the State’s Component Units, including
their respective management’s discussion and analysis, can be obtained from the Department of
Accounting and General Services.

Net assets are a useful indicator of a government’s financial position. For the State, total assets exceed
liabilities by $8.9 billion as of June 30, 2006, and increased $100.8 million, or 1.1%, over the course of this
fiscal year’s operations. The net assets of the governmental activities decreased by $77.7 million, or 1.2%,
and business-type activities had an increase of $178.6 million, or 7.3%. The following table was derived
from the government-wide statement of net assets.

Summary Schedule of Net Assets
June 30, 2006 and 2005
(Amounts in thousands)

Primary Government

Governmental Activities Business-Type Activities Total
2006 2005 2006 2005 2006 2005
Assets:
Current and other assets $ 3,283,092 $ 2,848,673 $ 1,682,585 $ 1,584,894 $ 4,965,677 $ 4,433,567
Capital assets, net 8,727,056 9,095,992 2,068,620 2,011,001 10,795,676 11,106,993
Total assets 12,010,148 11,944,665 3,751,205 3,595,895 15,761,353 15,540,560
Liabilities:
Long-term liabilities 5,153,777 5,121,306 898,990 933,797 6,052,767 6,055,103
Other liabilities 593,396 482,657 212,125 196,687 805,521 679,344
Total liabilities 5,747,173 5,603,963 1,111,115 1,130,484 6,858,288 6,734,447
Net assets:
Invested in capital assets,
net of related debt 3,709,504 4,318,111 1,272,249 1,186,703 4,981,753 5,504,814
Restricted 1,285,902 1,163,684 217,478 189,093 1,503,380 1,352,777
Unrestricted 1,267,569 858,907 1,150,363 1,089,615 2,417,932 1,948,522

Total net assets $ 6,262,975 $ 6,340,702 $ 2,640,090 $ 2465411 $ 8,903,065 $ 8,806,113
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STATE OF HAWAII
Management’s Discussion and Analysis

June 30, 2006

Analysis of Net Assets

By far the largest portion of the State’s net assets ($5.0 billion or 56.0%) reflects its investment in capital
assets (e.g., land, infrastructure, buildings, and equipment), less any related debt used to acquire those
assets that is still outstanding. The State uses these capital assets to provide services to citizens;
consequently, these assets are not available for future spending. Although the State’s investment in its
capital assets is reported net of related debt, it should be noted that the resources needed to repay this debt
must be provided from other sources, since the capital assets themselves cannot be used to liquidate these
liabilities.

An additional portion of the State’s net assets ($1.5 billion or 16.9%) represents resources that are subject
to external restrictions or enabling legislation on how they may be used. The remaining balance of
unrestricted net assets ($2.4 billion or 27.1%) may be used to meet the State’s ongoing obligations to
citizens and creditors.

At June 30, 2006, the State is able to report positive balances in all three categories of net assets for both
governmental activities and business-type activities.

Changes in Net Assets

The State’s net assets increased by $100.8 million, or 1.1%, during the fiscal year ended June 30, 2006.
Approximately 60.2% of the State’s total revenues came from taxes, while 26.4% resulted from grants and
contributions (including federal aid). Charges for various goods and services provided 11.6% of the total
revenues. The State’s expenses cover a range of services. The largest expenses were for higher and lower
education, welfare, health, and transportation (highways).
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STATE OF HAWAII
Management’s Discussion and Analysis

June 30, 2006

The following financial information was derived from the government-wide statement of activities and
reflects how the State’s net assets changed during the fiscal year.
Summary Schedule of Changes in Net Assets
For the Fiscal Years Ended June 30, 2006 and 2005
(Amounts in thousands)

Primary Government

Governmental Activities Business-Type Activities Total
2006 2005 2006 2005 2006 2005
Revenues:
Program revenues:
Charges for services $ 399,616 $ 355,668 $ 519,174 $ 484,164 $ 918,790 $ 839,832
Operating grants and
contributions 1,726,217 1,667,492 — — 1,726,217 1,667,492
Capital grants and
contributions 279,323 143,183 81,145 35,048 360,468 178,231
General revenues:
Taxes 4,755,131 4,321,167 — — 4,755,131 4,321,167
Interest and investment
income 99,546 64,236 40,122 27,784 139,668 92,020
Other — (2,847) — (297) — (3,144)
Total revenues 7,259,833 6,548,899 640,441 546,699 7,900,274 7,095,598
Expenses:
General government 455,008 494,174 — — 455,008 494,174
Public safety 336,362 248,685 — — 336,362 248,685
Highways 646,336 282,339 — — 646,336 282,339
Conservation of natural
resources 76,490 79,545 — — 76,490 79,545
Health 690,265 561,155 — — 690,265 561,155
Welfare 1,709,526 1,615,721 — — 1,709,526 1,615,721
Lower education 2,151,891 1,758,596 — — 2,151,891 1,758,596
Higher education 678,338 559,379 — — 678,338 559,379
Other education 19,183 19,667 — — 19,183 19,667
Culture and recreation 98,121 72,920 — — 98,121 72,920
Urban redevelopment and
housing 87,789 53,077 — — 87,789 53,077
Economic development and
assistance 215,578 214,842 — — 215,578 214,842
Interest expense 172,673 169,738 — — 172,673 169,738
Airports — — 292,086 273,949 292,086 273,949
Harbors — — 61,408 64,568 61,408 64,568
Unemployment compensation — — 105,786 112,329 105,786 112,329
Nonmajor proprietary fund — — 2,587 2,883 2,587 2,883
Total expenses 7,337,560 6,129,838 461,867 453,729 7,799,427 6,583,567
Change in net assets (77,727) 419,061 178,574 92,970 100,847 512,031
Net assets — beginning, as
previously reported 6,340,702 5,921,641 2,465,411 2,372,441 8,806,113 8,294,082
Adjustments — — (3,895) — (3,895) —
Net assets — beginning, as restated 6,340,702 5,921,641 2,461,516 2,372,441 8,802,218 8,294,082
Net assets — ending $ 6262975 $ 6,340,702 $ 2,640,090 $ 2465411 $ 8903065 $ 8,806,113
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STATE OF HAWAII
Management’s Discussion and Analysis

June 30, 2006

The following charts depict revenues of the governmental activities for the fiscal year:

Program Revenues by Source — Governmental Activities
Fiscal Year Ended June 30, 2006

Capital grants and
contributions

11% Charges for services

17%

Operating grants and
contributions
2%

Tax Revenues by Source — Governmental Activities
Fiscal Year Ended June 30, 2006

Others
15% General excise
50%

Net income
35%
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STATE OF HAWAII
Management’s Discussion and Analysis

June 30, 2006

Analysis of Changes in Net Assets

The State’s net assets increased by $100.8 million during the current fiscal year. This increase is explained
in the governmental and business-type activities discussion below, and is primarily due to increases in the
net assets of Airports and the Unemployment Compensation Fund of $74.6 million and $75.4 million,
respectively.

Governmental Activities

Governmental activities decreased the State’s net assets by $77.7 million. The key elements of this
decrease are a result of higher expenses for lower and higher education, highways, and health.

Governmental Activities
(Amounts in thousands)

2006 2005
General revenues:
Taxes $ 4,755,131 $ 4,321,167
Interest and investment income and other 99,546 61,389
Total general revenues 4,854,677 4,382,556
Expenses, net of program revenues:
General government 256,302 290,942
Public safety 266,014 177,590
Highways 527,221 137,205
Conservation of natural resources 18,401 20,381
Health 405,508 305,389
Welfare 631,621 626,280
Lower education 1,899,849 1,487,166
Higher education 678,338 559,379
Other education 14,174 19,451
Culture and recreation 88,261 62,484
Urban redevelopment and housing (136,591) (5,362)
Economic development and assistance 110,633 112,852
Interest expense 172,673 169,738
Total governmental activities expenses,
net of program revenues 4,932,404 3,963,495
Increase (decrease) in governmental
activities net assets $ (77,727) $ 419,061
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Tax revenues increased by $434.0 million, or 10.0%, from the previous fiscal year. The increase was
primarily due to increases in general excise taxes of $213.7 million and in individual and corporate income
taxes of $184.2 million. The increase in tax revenues reflects the State’s economic resurgence in tourism,
construction, and real estate.

Public safety net expenses increased by $88.4 million, or 49.8%, from the previous fiscal year due to an
increase in costs to operate correctional facilities, which includes the costs to house additional inmates in
mainland facilities, subsidies paid to the counties, and a decrease in the capitalization of capital project
costs.

Highways net expenses increased by $390.0 million, or 284.3%, from the previous fiscal year due to an
increase in depreciation expense of $56.5 million, a decrease in capitalization of capital project costs of
$323.3 million, and a decrease in capital contributions of $22.5 million.

Health net expenses increased by $100.1 million, or 32.8%, from the previous fiscal year due to an increase
in expenditures for medical services programs.

Lower education net expenses increased by $412.7 million, or 27.7%, from the previous fiscal year due to
an increase of $202.4 million for school-based budgeting programs, a decrease in capitalization of capital
project costs of $199.0 million, and a decrease of $22.3 million in operating grants and contributions.

Higher education net expenses increased by $119.0 million, or 21.3%, from the previous fiscal year due
primarily to the increase in expenses for the University of Hawaii’s operating budget.

Urban redevelopment and housing net expenses decreased by $131.2 million, or 2,447.4%, from the
previous fiscal year due to an increase of $158.7 million in capital contributions.
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A comparison of the cost of services by function of the State’s governmental activities is shown below,
along with the revenues used to cover the net expenses of the governmental activities. This format
identifies the extent to which each governmental function is self-financing through fees and
intergovernmental aid or draws from the general revenues of the State:

Expenses and Program Revenues — Governmental Activities
Fiscal Year Ended June 30, 2006

$2,500— O Expenses
W Program Revenues

$2,000—

$1,500

(In millions)

$1,000—

$500—

$0—

General Highways Health Welfare Lower Higher Others
Government Education Education
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Business-Type Activities
The following charts depict revenues and expenses of the business-type activities for the fiscal year:

Program Revenues by Source — Business-Type Activities
Fiscal Year Ended June 30, 2006

Charges for services
86%

Capital grants and
contributions
14%

Expenses and Program Revenues — Business-Type Activities
Fiscal Year Ended June 30, 2006

A
2
=
=
Airports Harbors Unemployment Nonmajor
O Expenses Compensation Proprietary Fund
B Program Revenues
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Business-type activities increased the State’s net assets by $178.6 million, or 7.3%, during the current
fiscal year. Key elements of this increase are as follows:

Key elements
follows:

Airports

Harbors

Unemployment
compensation

Nonmajor proprietary
fund

Total

Airport’s net assets increased $74.6 million during the fiscal year ended June 30, 2006. The
increase was primarily due to an increase of interest income of $10.9 million and an increase in
capital contributions of $40.1 million.

Harbor’s net assets increased $28.1 million compared to an increase of $15.0 million in the
previous fiscal year. The increase was primarily attributed to an increase in operating and
nonoperating revenues of $10.1 million and a reduction in operating and nonoperating expenses
of $3.3 million.

The Unemployment Compensation Fund’s net assets increased $75.4 million because of an
increase in unemployment tax revenues and lower unemployment benefits paid due to Hawaii’s
low unemployment rate.

of the State’s business-type activities for the fiscal years ended June 30, 2006 and 2005 are as

Business-Type Activities

(Amounts in thousands)
Program Revenues

Operating/Capital Program Revenues
Charges for Services Grants and Contributions Total Expenses Net of Expenses
2006 2005 2006 2005 2006 2005 2006 2005 2006 2005

$ 251678 $ 241,326 $ 81023 $ 34663 $ 332701 $ 275989 $ 292086 $ 273949 $ 40615 $ 2,040

83,217 74,526 122 385 83,339 74,911 61,408 64,568 21,931 10,343
181,146 165,337 — — 181,146 165,337 105,786 112,329 75,360 53,008
3,133 2,975 — — 3,133 2,975 2,587 2,883 546 92

$ 519,174 $ 484,164 $_ 81145 % 35,048 $_ 600319 $ _ 519,212 $ 461867 $ 453729 $ 138452 $ 65,483

Financial Analysis of the State’s Individual Funds

As noted earlier, the State uses fund accounting to ensure and demonstrate compliance with finance-related legal

requirements.

Governmental Funds

The focus of the State’s Governmental Funds is to provide information on near-term inflows, outflows, and
balances of spendable resources. Such information is useful in assessing the State’s financing
requirements. In particular, unreserved fund balance may serve as a useful measure of a government’s net
resources available for spending at the end of the fiscal year.

As of the end of the current fiscal year, the State’s Governmental Funds reported combined ending fund
balances of $2.9 billion, an increase of $334.3 million over the prior fiscal year. Approximately
$773.5 million, or 26.9%, of this total amount constitutes unreserved fund balance, which is available for
spending at the State’s discretion in the coming fiscal year. The remainder of fund balance is reserved to
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indicate that it is not available for new spending because it has already been committed (1) to liquidate
contracts and purchase orders of the prior period or are legally segregated for a specific future use
(%$1.6 billion), (2) for notes and loan receivable, advances, and investments ($224.9 million), (3) for federal
aid highway projects encumbrances ($220.3 million), or (4) for a variety of other restricted purposes
($40.4 million).

The General Fund is the chief operating fund of the State. At the end of the current fiscal year, unreserved
fund balance of the General Fund was $1.0 billion, an increase of $268.2 million, or 36.0%, over the prior
fiscal year, and the reserved fund balance was $249.6 million, an increase of $29.8 million, or 13.5%, over
the prior fiscal year. As a measure of the General Fund’s liquidity, it may be useful to compare both
unreserved fund balance and total fund balance to total fund expenditures. Unreserved fund balance
represents 25.4% of total General Fund expenditures, an increase of 5.0% over the prior fiscal year, while
total fund balance represents 31.7% of that same amount, an increase of 5.3% over the prior fiscal year.

The fund balance of the State’s General Fund increased by $298.0 million during the current fiscal year,
which was due primarily to an increase in tax revenues. The fund balance of the State’s Capital Projects
Fund decreased by $81.4 million during the current fiscal year. Because of adequate cash reserves, the
State issued $100 million less general obligation bonds this fiscal year, which was the primary reason for
the decrease in fund balance. The fund balance of the State’s other nonmajor Governmental Funds
increased by $117.8 million during the current fiscal year. The increase was due to increases in the
collections of the deposit beverage container fee of $25.6 million, the conveyance tax of $13.7 million, and
the transient accommodations tax of $10.0 million. Decreases in transfers to the General Fund of
$56.7 million and to the Capital Projects Fund of $29.6 million, also contributed to the increase in fund
balance.

Proprietary Funds

The State’s Proprietary Funds provide the same type of information found in the government-wide
financial statements, but in more detail. At the end of the current fiscal year, Airports had an increase in net
assets of $74.6 million, Harbors had an increase in net assets of $28.1 million, and the Unemployment
Compensation Fund had an increase in net assets of $75.4 million. Other factors concerning the finances of
Airports, Harbors, and the Unemployment Compensation Fund have already been addressed in the
discussion of the State’s business-type activities.

Fiduciary Funds

The State maintains Fiduciary Funds for the assets of the Hawaiian Home Lands Trust. As of the end of the
current fiscal year, the net assets of the Hawaiian Home Lands Trust totaled $181.8 million, representing
an increase of $6.5 million in total net assets since June 30, 2005.

General Fund Budgetary Highlights

The General Fund revenues were $101.3 million, or 2.1%, more than the final budget. The increase was
primarily attributed to higher individual net income taxes and charges for current services of $40.7 million
and $13.0 million, respectively.
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The General Fund expenditure budget increased by $193.4 million from the original to the final budget.
Most of the increase is due to the original budget consisting only of the appropriations contained in the
general appropriation acts of the executive and judicial branches. Amounts that were not part of this
original budget include: $70.6 million in employees’ salary adjustments, $28.5 million for the State
Legislature, $27.7 million for various health programs, including adult mental health, Title XIX waiver
program and pandemic influenza, $13.5 million in various lower education programs, and $4.4 million in
legislative relief for claims. Also, $17.5 million to pay the Office of Hawaiian Affairs for the use of public
land trust lands were not in the original budget.

The difference between the final budget and actual expenditures on a budgetary basis was $138.7 million.
The positive variance in general government is primarily attributed to $13.6 million of appropriations
made to the State Legislature that can be carried over to the next fiscal year and $5.2 million appropriated
for employees’ salary adjustments that lapsed. The positive variance in general government was also due to
a reduction in health benefit premiums of approximately $26.9 million, a premium holiday in December
2005, where employer and employees were not charged for premiums, and lower rates for retirees in
January 2006. As in previous fiscal years, the positive variance in lower education resulted when the
Department of Education carried over $33.3 million of unencumbered appropriations into the next fiscal
year. By law, the Department of Education is allowed to carry over up to 5% of its unencumbered
appropriations. The positive variance in higher education resulted when the University of Hawaii carried
over $26.9 million of appropriations to the next fiscal year.

Capital Asset and Debt Administration
Capital Assets

The State’s investment in capital assets for its governmental and business-type activities as of June 30,
2006 amounted to $10.8 billion (net of accumulated depreciation of $6.8 billion), a decrease of $311.3
from fiscal year 2005. The decrease is due to current year’s depreciation expense in excess of net additions
for the year. This investment in capital assets includes land, buildings and improvements, machinery and
equipment, park facilities, roads, highways, and bridges. Major capital improvement projects, which
received funding in the fiscal year ended June 30, 2006, included the following:

e $93.1 million of funding for the Kapolei Judiciary Complex in Oahu, Hawaii
e $11.0 million for Haleakala Highway Widening in Maui
e $12.6 million for asbestos removal for the Kamamalu Building

e $184.1 million for various capital improvement projects for public school facilities throughout
the State.

Additional information on the State’s capital assets can be found in note 4 of the notes to basic financial
statements.
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Debt Administration

At the end of the current fiscal year, the State had total bonded debt outstanding of $5.5 billion. Of this
amount, $4.3 billion comprises debt backed by the full faith and credit of the State and $1.2 billion (i.e.,
revenue bonds) is revenue bonded debt that is payable from and secured solely by the specified revenue
sources. A breakdown of the State’s total bonded debt is shown below:

Long-Term Debt
June 30, 2006 and 2005

(Amounts in thousands)

Governmental Activities Business-Type Activities Total
June 30, June 30, June 30, June 30, June 30, June 30,
2006 2005 2006 2005 2006 2005
General obligation
bonds $ 4322964 $ 4,256,633 $ 137  $ 167 $ 4,323,101 $ 4,256,800
Revenue bonds 306,255 319,305 883,823 918,142 1,190,078 1,237,447
Total $ 4629219 $ 4575938 3 883,960 $ 918,309 $ 5,513,179 $ 5,494,247

The State’s total long-term debt increased by $18.9 million, or 0.3%, during the current fiscal year. The
key factor in this increase was the issuance of $350.0 million in general obligation bonds for financing the
Hawaiian Home Lands Trust settlement and public improvement projects.

The State maintained its Aa2 credit rating with Moody’s Investors Service and AA- with Standard and
Poor’s Corporation while Fitch IBCA, Inc. upgraded the State’s rating to AA from AA-.

The State Constitution limits the amount of general obligation bonds that may be issued. As required by
law, the Director of Finance has confirmed that the State was within its legal debt limit. The legal debt
margin at June 30, 2006 was $284.5 million.

Additional information on the State’s long-term debt can be found in notes 5, 6, and 7 of the notes to basic
financial statements.

Economic Factors and Next Year’s Budget

Unemployment is at record low levels with the statewide seasonally adjusted unemployment rate being 2.1% for
the month of October 2006. One year ago, Hawaii’s seasonally adjusted unemployment rate stood at 2.8%, while
the seasonally adjusted national unemployment rate was 4.4%.

Cumulative tax collections for the first five months of fiscal 2007 exceeded $2.1 billion or $64.1 million more
than the corresponding period last year. General excise and use tax collections, which is the largest source of
revenue and a good measure of economic growth, increased 10.0% in the same period.
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The Council on Revenues in September 2006 estimated that the General Fund growth rate would be 6.0% in
fiscal 2007 and fiscal 2008. Actual General Fund tax collections rose by 3.8% in the first five months of fiscal
2007 over the corresponding 2006 period. However, adjusting for a large one-time corporate net income tax
collection of $40 million in September 2005, fiscal year-to-date General Fund tax collections would have grown
by 6.1% over last year. Higher general excise and use tax collections and the substantial rise in corporate net
income tax collections were the primary factors underlying this strong performance. In November 2006, the
Council on Revenues forecast Hawaii’s growth at 6.0% in 2007 total personal income.

Requests for Information

Questions concerning any of the information provided in this report or requests for additional financial
information should be addressed to the Comptroller, Department of Accounting and General Services,
P.O. Box 119, Honolulu, Hawaii 96810-0119. General information about the State can be found at the State’s
website, http://www.hawaii.gov.

30



BASIC FINANCIAL STATEMENTS



