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March 29, 2011

Ms. Marion Higa, State Auditor
Office of the Auditor
State of Hawaii

Dear Ms. Higa:

This is our report on the financial audit of the Department of Human Services of the State
of Hawaii (DHS) as of and for the fiscal year ended June 30, 2010. Our audit was
performed in accordance with the terms of our contract with the Office of the Auditor, State
of Hawaii and with the requirements of the U.S. Office of Management and Budget (OMB)
Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations, and
the Compliance Supplement for Single Audits of State and Local Governments.

OBJECTIVES OF THE AUDIT

The primary purpose of our audit was to form an opinion on the fairness of the
presentation of the DHS’s basic financial statements as of and for the fiscal year ended
June 30, 2010, and to comply with the requirements of OMB Circular A-133, which
establishes audit requirements for state and local governments that receive federal
financial assistance. More specifically, the objectives of the audit were as follows:

1. To provide a basis for an opinion on the fairness of the DHS’s basic
financial statements and the schedule of expenditures of federal awards
as of and for the fiscal year ended June 30, 2010, in accordance with
accounting principles generally accepted in the United States of America.

2. To consider the DHS’s internal control over financial reporting in order to
determine our auditing procedures for the purpose of expressing our
opinions on the basic financial statements.
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To perform tests of the DHS’s compliance with laws, regulations,
contracts, and grants, including applicable provisions of the Hawaii Public
Procurement Code (Chapter 103D and 103F, Hawaii Revised Statutes),
that could have a direct and material effect on the determination of
financial statement amounts.

To consider the DHS’s internal control over compliance with requirements
that could have a direct and material effect on a major federal program in
order to determine our auditing procedures for the purpose of expressing
our opinion on compliance and to test and report on internal control over
compliance.

To provide an opinion on the DHS’s compliance with applicable laws,
regulations, contracts, and grants that could have a direct and material
effect on each major program.

SCOPE OF THE AUDIT

Our audit was performed in accordance with auditing standards generally accepted in the
United States of America as prescribed by the American Institute of Certified Public
Accountants; Government Auditing Standards, issued by the Comptroller General of the
United States; and the provisions of OMB Circular A-133. The scope of our audit included
an examination of the transactions and accounting records of the DHS for the fiscal year
ended June 30, 2010.

ORGANIZATION OF THE REPORT

This report is presented in six parts as follows:

The basic financial statements and related notes of the DHS as
of and for the fiscal year ended June 30, 2010, and our opinion
on the basic financial statements and supplementary
information.

Part |

Part Il

Our report on internal control over financial reporting and on
compliance and other matters.

Part IlI

Our report on compliance with requirements applicable to each
major program and on internal control over compliance.

Part IV

The schedule of findings and questioned costs.
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INDEPENDENT AUDITORS’ REPORT

To the Auditor
State of Hawaii

We have audited the accompanying financial statements of the governmental activities,
each major fund, and the aggregate remaining fund information of the Department of
Human Services of the State of Hawaii (DHS), as of and for the fiscal year ended
June 30, 2010, which collectively comprise the DHS’s basic financial statements as
listed in the foregoing table of contents. These basic financial statements are the
responsibility of the DHS’s management. Our responsibility is to express an opinion on
these basic financial statements based on our audit.

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 basic financial statements are free of material
misstatement. An audit includes examining, on a test basis, evidence supporting the
amounts and disclosures in the basic financial statements. An audit also includes
assessing the accounting principles used and significant estimates made by
management, as well as evaluating the overall financial statement presentation. We
believe that our audit provides a reasonable basis for our opinion.

As discussed in Note A, the financial statements of the DHS are intended to present the
financial position and the changes in financial position, where applicable, of only that
portion of the governmental activities, each major fund, and the aggregate remaining
fund information of the State of Hawaii that is attributable to the transactions of the
DHS. They do not purport to, and do not, present fairly the financial position of the State
of Hawaii as of June 30, 2010, and the changes in its financial position, where
applicable, for the fiscal year then ended in conformity with accounting principles
generally accepted in the United States of America.

In our opinion, the financial statements referred to above present fairly, in all material
respects, the respective financial position of the governmental activities, each major
fund, and the aggregate remaining fund information for the DHS, as of June 30, 2010,
and the respective changes in financial position, where applicable, thereof and the
respective budgetary comparison for the general and special revenue funds for the
fiscal year then ended in conformity with accounting principles generally accepted in the
United States of America.






Department of Human Services
State of Hawaii
MANAGEMENT'S DISCUSSION AND ANALYSIS
Fiscal Year Ended June 30, 2010

This discussion and analysis of the financial performance of the Department of Human Services
(DHS) provides an overview of the financial activities of the DHS for the fiscal year ended
June 30, 2010. The intent of this discussion is to allow management to provide an objective and
easily readable analysis of the financial activities of the DHS based on currently known facts,
decisions, or conditions. Readers are encouraged to consider the information presented here in
conjunction with the basic financial statements and other supplementary information.

OVERVIEW OF THE BASIC FINANCIAL STATEMENTS

The Management’s Discussion and Analysis (MD&A) serves as an introduction to the basic
financial statements of the DHS. The basic financial statements are comprised of three
components: (1) government-wide financial statements, (2) fund financial statements, and (3)
notes to the basic financial statements.

Government-wide Financial Statements

The government-wide financial statements provide a broad overview of the finances of the DHS
using the economic resources measurement focus and accrual basis of accounting, in a manner
similar to private-sector businesses. It provides both long-term and short-term information about
the overall financial status of the DHS.

The statement of net assets includes all of the assets and liabilities of the DHS, with the
difference between the two reported as net assets. This statement is similar to that of the
balance sheet of a private-sector business. Over time, increases or decreases in net assets
may serve as a useful indicator of whether the financial position of the DHS is improving or
deteriorating. This statement also provides information on how services were financed in the
short-term as well as what remains for future spending.

The statement of activities presents information showing how net assets changed during the
fiscal year. All changes in net assets are reported using the accrual method of accounting,
similar to the method used by most private-sector businesses. Under the accrual basis of
accounting, revenues are recognized when they are earned and expenses are reported when
the goods or services are received, regardless of the timing of the related cash flows. The
activities of the DHS are principally supported by appropriations made available by the State
Legislature and intergovernmental revenues from the federal government (governmental
activities). The DHS does not recover any portion of its costs through user fees or charges for
services (business-type activities).
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Department of Human Services
State of Hawaii
MANAGEMENT'S DISCUSSION AND ANALYSIS (Continued)
Fiscal Year Ended June 30, 2010

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 DHS uses fund accounting to
ensure and demonstrate compliance with finance-related legal requirements. All of the funds of
the DHS are divided between either governmental funds or fiduciary funds. Governmental funds
are used to account for most, if not all, of a government entity’s tax-supported activities.
Fiduciary funds are used to account for resources that are held by a government entity as a
trustee or agent for parties outside of the government entity. The resources of fiduciary funds
cannot be used to support the government entity’s own programs.

The fund financial statements of the DHS include the following types of 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 government-wide financial statements, governmental fund
financial statements focus on current sources and uses of spendable resources and
balances of spendable resources available at the end of the fiscal year. Such information
may be useful in evaluating a government entity’s near-term financing requirements. By
comparing the governmental fund and government-wide financial statements, readers
may better understand the long-term impact of the entity’s near-term financing decisions.
In order to facilitate a comparison between the governmental fund and government-wide
financial statements, a reconciliation between the two is provided following each
governmental fund financial statements.

Fiduciary funds - The fiduciary funds of the DHS consists of agency funds which are
clearing accounts for assets held by the DHS in its role as custodian until the funds are
allocated to the individuals, private organizations, or government agencies to which they
belong. These activities are excluded from the government-wide financial statements of
the DHS because the DHS cannot use these assets to finance its operations.

Notes to the Basic Financial Statements

The notes to the 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.
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Department of Human Services
State of Hawaii
MANAGEMENT'S DISCUSSION AND ANALYSIS (Continued)
Fiscal Year Ended June 30, 2010

FINANCIAL ANALYSIS OF THE GOVERNMENT-WIDE FINANCIAL STATEMENTS

The following table presents a condensed government-wide statement of net assets of the DHS
as of June 30, 2010 and 2009.

Condensed Statement of Net Assets

2010 2009
Current assets $ 261,064,784 227,567,322
Capital assets, net 36,923,389 38,691,111
Total assets $ 297,988,173 266,258,433
Current liabilities $ 334,504,001 285,887,788
Non-current liabilities 9,476,174 10,638,729
Total liabilities 343,980,175 296,526,517
Net assets
Invested in capital assets 36,923,389 38,691,111
Restricted 1,687,062 2,100,110
Unrestricted deficit (84,602,453) (71,059,305)
Total net assets (deficit in) (45,992,002) (30,268,084)
Total liabilities and net assets $ 297,988,173 266,258,433

As noted earlier, an analysis of net assets over time may be a useful indicator of whether a
government entity’s financial condition is growing stronger or weakening. During the fiscal year
ended June 30, 2010, the combined net assets of the DHS decreased by approximately $15.7
million.

The deficit in unrestricted net assets of the DHS was approximately $84.6 million as of
June 30, 2010. This deficit in unrestricted net assets is principally the result of liabilities for
program services that were incurred as of June 30, 2010, for which state allotments are not yet
available. The largest liability as of June 30, 2010, is the estimated amount of medical
assistance service provided as of June 30, 2010, for which the related claims and capitation
fees will be processed and paid subsequently. Of the estimated $254.2 million of medical
assistance payable, the state share of these costs is approximately $83.0 million. The estimated
federal share of these costs to be paid in the future was recorded as intergovernmental
revenues in the current fiscal year and is included in the balance due from other governments.
In addition to the estimated medical assistance payable, the liability for compensated absences
totaling $14.8 million as of June 30, 2010, is not funded by state allotments until the employee
uses the earned leave or is paid out upon termination. Therefore, there are no assets currently
available to the DHS to pay for these liabilities as of June 30, 2010.
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Department of Human Services
State of Hawaii
MANAGEMENT'S DISCUSSION AND ANALYSIS (Continued)
Fiscal Year Ended June 30, 2010

The DHS reported a total of approximately $36.9 million in net assets invested in capital assets
as of June 30, 2010. Although the DHS is not the legal owner of the state buildings that are
reported as part of its capital assets, the portion of the state facilities used by the DHS are
required to be reported as part of its capital assets. The DHS uses these capital assets to
provide services; consequently, these assets are not available for future spending and the
related annual depreciation expense of the cost of these facilities is included in the statement of
activities for the fiscal year ended June 30, 2010.

The changes in the net assets of the DHS from governmental activities are summarized below.
The DHS directs its resources towards assisting people to meet their basic needs for food,
shelter, medical care and other essentials for daily living. As such, the DHS does not conduct
business-type activities and the accompanying analysis of the changes in net assets focuses on
the cost of services and who provides the funds to pay for the costs.

Changes in Net Assets

Percent
2010 2009 Change
Revenues

Program revenues $ 1,604,087,065 $ 1,438,627,284 11.50 %
General revenues 704,823,685 704,630,309 0.03 %

Total revenues 2,308,910,750 2,143,257,593 7.73 %

Expenses

Health care programs 1,486,074,562 1,416,740,049 4.89 %
General welfare assistance, employment

and support services 633,215,414 532,569,746 18.90 %
Child welfare and adult community

care services 152,454,381 167,333,630 (8.89) %
Youth prevention, deliquency

and correction services 22,486,801 24,277,120 (7.37) %
Vocational rehabilitation and

services for the blind 20,442,453 27,593,427 (25.92) %
General administration 9,723,431 12,362,674 (21.35) %
Commission on the status of women/

commission on fatherhood 93,114 123,155 (24.39) %

Total expenses 2,324,490,156 2,180,999,801 6.58 %

Change in net assets,
before transfers $ (15,579,406) $ (37,742,208)
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Department of Human Services
State of Hawaii
MANAGEMENT'S DISCUSSION AND ANALYSIS (Continued)
Fiscal Year Ended June 30, 2010

The total cost of all programs and services was approximately $2.3 billion, a 6.42% increase
from the prior fiscal year. Health care and general welfare assistance programs comprised
64.9% and 24.4%, respectively, of the total costs. The following chart presents each major
activity as a percent of the total cost of all DHS activities:

Commission on the status
of women/commission on
fatherhood

0.0%

General welfare
assistance, employment
and support services
24.4%

Child welfare and adult
community care
7.7%

General administration
0.6%

Youth prevention, Vocational rehabilitation
deliquency and correction and services for the blind
services 1.3%

1.1%
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Department of Human Services
State of Hawaii
MANAGEMENT'S DISCUSSION AND ANALYSIS (Continued)
Fiscal Year Ended June 30, 2010

Program revenues consist primarily of operating grants from the federal government. Revenues
from these federal grants paid for 69.0% of the cost of all the DHS’s activities. The following
chart presents the percentage of costs funded by federal grants for each major activity of the
DHS for the fiscal years ended June 30, 2010 and 2009:

Fiscal Year 2010
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Fiscal Year 2009
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Department of Human Services
State of Hawaii
MANAGEMENT'S DISCUSSION AND ANALYSIS (Continued)
Fiscal Year Ended June 30, 2010

FINANCIAL ANALYSIS OF THE FUND FINANCIAL STATEMENTS

As noted earlier, the DHS uses fund accounting to ensure and demonstrate compliance with
finance-related legal requirements. The DHS has two governmental fund types; the general fund
and special revenue funds. The general fund is used to account for all financial resources
except those required to be accounted for in another fund. The special revenue funds are used
to account for the proceeds of specific revenue sources that are legally restricted to
expenditures for specified purposes. In general, operating grants the DHS receives from the
federal government are accounted for in the special revenue funds and all allotments of state
funds are accounted for in the general fund along with any other resources available to the DHS
that are not accounted for in the special revenue funds.

Total expenditures reported on a modified accrual basis increased by $143.5 million over the
prior fiscal year. This increase is primarily related to health care program costs and general
welfare assistance, employment and support services costs administered by the DHS which
have increased by approximately $70.2 million or 4.72% and $100.6 million or 15.90%,
respectively. The increase in the health care program costs are due to the increase in the
QUEST enrollment, the rate increase for QEXA and the completion of the fee for services
payments from the previous fiscal year. The Supplemental Nutrition Assistance Program
payments increased for the fiscal year 2010, accounting for the majority of the increase in the
general welfare assistance, employment and support services costs.

At June 30, 2010, the total governmental fund balance of the DHS consisted of a deficit in
unreserved fund balance of approximately $215.4 million. The deficit in the unreserved fund
balance of the general fund totaling $83.8 million is principally comprised of liabilities for
program services that were incurred as of June 30, 2010, for which state allotments were not
yet available. The deficit in the unreserved fund balance of the special revenue funds totaling
$131.6 million is principally the result of encumbrances that were not liabilities as of
June 30, 2010, and, therefore, the related intergovernmental revenues were not recorded.

Reservations of governmental fund balances for encumbrances totaled approximately $147.3
million at June 30, 2010. Reservations of governmental fund balances indicate the amount of
resources that are not available for new spending because it has been reserved to liquidate
purchase and contractual commitments.

The following table presents total revenues and expenditures of the governmental funds of the
DHS for the fiscal years ended June 30, 2010 and 2009:

Percent
2010 2009 Change
REVENUES
State allotted appropriations $ 683,915,952 $ 679,001,321 0.72 %
Intergovernmental revenues 1,604,087,065 1,438,627,284 11.50 %
Non-imposed employee fringe benefits 20,907,733 25,628,988 (18.42) %
Total $ 2,308,910,750 $  2,143,257,593 7.73 %
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Department of Human Services
State of Hawaii
MANAGEMENT'S DISCUSSION AND ANALYSIS (Continued)
Fiscal Year Ended June 30, 2010

Percent
2010 2009 Change
EXPENDITURES
Health care programs $ 1,485,999,324 $ 1,416,591,781 490 %
General welfare assistance, employment
and support services 633,139,685 531,588,459 19.10 %
Child welfare and adult community
care services 153,031,687 166,620,741 (8.16) %
Youth prevention, delinquency
and correction services 21,832,172 23,608,972 (7.53) %
Vocational rehabilitation and
services for the blind 20,635,195 27,426,109 (24.76) %
General administration 9,653,812 12,365,069 (21.93) %
Commission on the status of women/
commission on fatherhood 93,114 123,155 (24.39) %
Total $ 2,324,384,989 $ 2,178,324,286 6.71 %

BUDGETARY ANALYSIS

As required by Section 37-68, Hawaii Revised Statutes, the DHS prepares a budget that
becomes legally adopted when the State Legislature approves the executive budget with the
enactment of an appropriations act. A comparison and analysis of the general fund is presented
below as additional financial information:

Actual on Variance
Budgetary Favorable
Original Budget  Final Budget Basis (Unfavorable)
Health care programs $ 565,261,257 $ 564,406,547 $ 517,486,296 $ 46,920,251
General welfare assistance,
employment and support services 101,790,755 104,301,319 103,590,628 710,691
Child welfare and adult
community care services 93,934,894 86,792,042 86,060,339 731,703
Youth prevention, delinquency
and correction services 18,466,685 17,199,950 15,912,086 1,287,864
General administration 8,096,944 7,581,021 7,580,773 248
Vocational rehabilitation and
services for the blind 3,835,464 3,652,459 3,651,681 778
Commission on the status of women/
commission on fatherhood 166,713 152,803 97,292 55,511

$ 791,552,712 $ 784,086,141 $ 734,379,095 $ 49,707,046
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Department of Human Services
State of Hawaii
MANAGEMENT'S DISCUSSION AND ANALYSIS (Continued)
Fiscal Year Ended June 30, 2010

The differences between the original and final budget for the individual programs were due to
intrafund transfers.

The change in the Health Care Program'’s process of reimbursement to the State Department of
Health - Developmentally Disabled Division resulted in a lower utilization of the budgeted
appropriation. While the lower Safehouse program costs accounted for the majority of the Youth
Prevention, Delinquency and Correction Services' savings. Thus the amounts expended in
comparison to the amount budgeted appears favorable.

CAPITAL ASSETS
As of June 30, 2010 and 2009, the cost basis of capital assets, net of accumulated depreciation,
used by the DHS are presented in the table below. Approximately $136,726 of capital assets

were added in the fiscal year ended June 30, 2010. Annual depreciation totaling approximately
$2.4 million decreased the net cost basis during the fiscal year ended June 30, 2010.

Capital Assets, Net of Depreciation

2010 2009

State office buildings and improvements $ 15,466,248 $ 15,844,457
Buildings and improvements for

the Office of Youth Services 11,101,272 11,805,623

Total buildings and improvements 26,567,520 27,650,080

Furniture, equipment and vehicles 10,355,863 11,041,025

Nondepreciable land 6 6

Total $ 36,923,389 ¢ 38,691,111

In addition to the capital assets listed above, the DHS leases numerous office facilities from
third-party lessors under operating lease arrangements. Those leases for additional space
beyond the state facilities listed above as buildings and improvements are necessary to provide
program services throughout the State.

ECONOMIC FACTORS

The average monthly financial assistance caseload increased slightly from fiscal year 2009 to
2010, from 15,227 to 15,313 respectively, an increase of 86 cases for the period ending June
2010 (see figure 1). More recent data for the number of individuals receiving financial
assistance shows an upward trend. In December 2009, a total of 31,978 individuals in Hawaii
were receiving financial assistance as compared to 34,676 in December 2010, an increase of
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Department of Human Services
State of Hawaii
MANAGEMENT'S DISCUSSION AND ANALYSIS (Continued)
Fiscal Year Ended June 30, 2010

2,698 or 8.4% (see figure 2). However, the amount of federal and state monies available for
financial assistance programs is decreasing. Federal funds targeted for state financial
assistance programs are no longer available due to the expiration of federal stimulus programs.
At the state-level, while Hawaii's economy has shown signs of stabilizing, the state continues to
face severe budget shortfalls over the near term. Changes to program eligibility and benefit
payment policies may be required which will have a direct impact on the number of individuals
that can receive financial assistance in the future.

The number of individuals in Hawaii receiving Supplemental Nutrition Assistance Program
(SNAP), formerly known as Food Stamp Program, benefits continued on a steep upward trend
form 88,171 in April 2007, to 156,355 in December 2010. During this period, SNAP participation
increased by 68,184 or 77%. In the past twelve months from December 2009 to the same
month in 2010, individuals receiving SNAP benefits have increased by 22,344 or 16.7%. The
rise in SNAP participation can be attributed to challenging economic conditions in Hawaii and
high unemployment rates. Additionally, the federal government provided additional funding for
state SNAP programs in the American Recovery and Reinvestment Act of 2009 (ARRA). More
recently, changes in SNAP eligibility requirements may result in more individuals qualifying for
SNAP benefits.

FINANCIAL ASSISTANCE ANNUAL AVERAGE MONTHLY CASELOAD
BY STATEFISCAL YEAR
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Department of Human Services
State of Hawaii
MANAGEMENT'’S DISCUSSION AND ANALYSIS (Continued)
Fiscal Year Ended June 30, 2010

Figure 2.
FINANCIAL ASSISTANCEMONTHLY INDIVIDUALS
JULY 2000 TO THE PRESENT
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Figure 3.
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Cash and cash equivalents

Receivables

Due from other governments

Total current assets

Department of Human Services
State of Hawaii
STATEMENT OF NET ASSETS

June 30, 2010

ASSETS

Capital assets, net of accumulated depreciation

Total assets

Vouchers payable

LIABILITIES

Accrued wages and employee benefits payable

Due to State general fund

Due to other state agencies
Accrued medical assistance payable
Accrued compensated absences

Total current liabilities

Accrued compensated absences, less current portion

Total liabilities

NET ASSETS

Invested in capital assets, net of related debt

Restricted

Unrestricted (deficit)

Total net assets

Total liabilities and net assets

See accompanying notes to the basic financial statements.
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70,764,929
6,201,352
184,098,503

261,064,784

36,923,389

297,988,173

14,896,522
8,593,940
47,129,952
4,323,587
254,160,000
5,400,000

334,504,001

9,476,174

343,980,175

36,923,389
1,687,062
(84,602,453)

(45,992,002)

297,988,173







Department of Human Services

State of Hawaii
BALANCE SHEET
GOVERNMENTAL FUNDS
June 30, 2010

Med-Quest Human Services
Special Revenue  Special Revenue
General Fund Fund Total
ASSETS
Cash and cash equivalents $ 21044611 $ 22,024,109 $ 27,696,209 $ 70,764,929
Receivables 5,022,096 108,756 1,070,500 6,201,352
Due from other funds 45,356,822 12,640,376 - 57,997,198
Due from other governments - 142,231,462 41,867,041 184,098,503
Total assets $ 71423529 $ 177,004,703 $ 70,633,750 $ 319,061,982
LIABILITIES AND FUND BALANCES
LIABILITIES
Vouchers payable $ 6991241 % 945733 3% 6,959,548 $ 14,896,522
Accrued wages and
employee benefits payable 3,988,615 615,383 3,989,942 8,593,940
Due to other funds - - 57,997,198 57,997,198
Due to other state agencies - 4,323,587 - 4,323,587
Due to State general fund 47,129,952 - - 47,129,952
Accrued medical assistance payable 83,040,000 171,120,000 -- 254,160,000
Total liabilities 141,149,808 177,004,703 68,946,688 387,101,199
FUND BALANCES
Reserved for encumbrances 14,082,603 79,052,398 54,216,164 147,351,165
Unreserved (83,808,882) (79,052,398) (52,529,102) (215,390,382)
Total fund balances (deficit) (69,726,279) -- 1,687,062 (68,039,217)
Total liabilities and fund balances $  71,423529 $ 177,004,703 $ 70,633,750 $ 319,061,982

See accompanying notes to the basic financial statements.
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Department of Human Services
State of Hawaii
RECONCILIATION OF THE GOVERNMENTAL FUNDS BALANCE SHEET
TO THE STATEMENT OF NET ASSETS
June 30, 2010

Total deficit in fund balances - governmental funds $ (68,039,217)

Amounts reported for governmental activities in the
statement of net assets are different because:

Capital assets used in governmental activities are not
financial resources and, therefore, are not reported
in the governmental funds.

Capital Assets

Governmental capital assets $ 89,405,395
Less accumulated depreciation (52,482,006) 36,923,389

Accrued compensated absences are not due in the
current period and therefore are not reported
in the governmental funds. (14,876,174)

Deficit in net assets of governmental activities $ (45,992,002)

See accompanying notes to the basic financial statements.
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Department of Human Services
State of Hawaii

STATEMENT OF REVENUES, EXPENDITURES, AND CHANGES IN FUND BALANCES

GOVERNMENTAL FUNDS
Fiscal Year Ended June 30, 2010

Med-Quest Human Services
Special Revenue Special Revenue
General Fund Fund Total
REVENUES
State-allotted appropriations $ 683915952 $ - 3 - $ 683,915,952
Intergovernmental - 966,117,341 637,969,724 1,604,087,065
Nonimposed employee fringe benefits 20,907,733 - - 20,907,733
704,823,685 966,117,341 637,969,724 2,308,910,750
EXPENDITURES
Health care programs 519,881,983 966,117,341 - 1,485,999,324
General welfare assistance, employment
and support services 73,827,660 - 559,312,025 633,139,685
Child welfare and adult community
care services 94,073,287 - 58,958,400 153,031,687
Vocational rehabilitation and services for the blind 3,749,371 - 16,885,824 20,635,195
Youth prevention, delinquency
and correction services 18,635,161 - 3,197,011 21,832,172
General administration 9,653,812 - - 9,653,812
Commission on the status of women/
commission on fatherhood 93,114 -- - 93,114
719,914,388 966,117,341 638,353,260 2,324,384,989
EXCESS OF REVENUES OVER (UNDER)
EXPENDITURES (15,090,703) - (383,536) (15,474,239)
OTHER FINANCING SOURCES
Transfers out (115,000) - (29,512) (144,512)
NET CHANGE IN FUND BALANCES (15,205,703) - (413,048) (15,618,751)
FUND BALANCES (DEFICIT) AT JULY 1, 2009 (54,520,576) - 2,100,110 (52,420,466)
FUND BALANCES (DEFICIT) AT JUNE 30, 2010 $ (69,726,279) $ - 3 1,687,062 $ (68,039,217)

See accompanying notes to the basic financial statements.
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Department of Human Services
State of Hawaii
RECONCILIATION OF THE CHANGE IN FUND BALANCES OF

GOVERNMENTAL FUNDS TO THE STATEMENT OF ACTIVITIES

Fiscal Year Ended June 30, 2010

Net change in fund balances - total governmental funds

Amounts reported for governmental activities in the statement of
activities are different because:

Governmental funds report capital outlays as expenditures,
however, in the statement of activities the cost of those
assets are depreciated over their estimated useful lives as
depreciation expense.

Expenditures for capital assets $ 136,726
Less current year depreciation and other changes (1,904,448)

Change in long-term compensated absences reported in the
statement of activities do not require the use of current
financial resources and therefore are not reported as
expenditures in governmental funds.

Change in net assets of governmental activities

See accompanying notes to the basic financial statements.

26

$

$

(15,618,751)

(1,767,722)

1,662,555

(15,723,918)



Department of Human Services
State of Hawaii
STATEMENT OF REVENUES AND EXPENDITURES -
BUDGET AND ACTUAL - GENERAL FUND
Fiscal Year Ended June 30, 2010

Actual on Variance
Budgetary Favorable
Original Final Basis (Unfavorable)
REVENUES
State allotments $ 791,522,712 $ 784,086,141 $ 683,915,952 $ (100,170,189)
EXPENDITURES
Health care programs 565,261,257 564,406,547 517,486,296 46,920,251
General welfare assistance,
employment and support services 101,790,755 104,301,319 103,590,628 710,691
Child welfare and adult community
care services 93,934,894 86,792,042 86,060,339 731,703
Youth prevention, delinquency
and correction services 18,466,685 17,199,950 15,912,086 1,287,864
General administration 8,096,944 7,581,021 7,580,773 248
Vocational rehabilitation and services
for the blind 3,835,464 3,652,459 3,651,681 778
Commission on the status of women /
commission on fatherhood 166,713 152,803 97,292 55,511
791,552,712 784,086,141 734,379,095 49,707,046

EXCESS OF REVENUES OVER
(UNDER) EXPENDITURES ~ $ - $

$ (50,463,143) $

(50,463,143)

See accompanying notes to the basic financial statements.
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REVENUES
Intergovernmental revenues
Med-Quest
Human services

EXPENDITURES

Health care programs

General welfare assistance,
employment and support services

Child welfare and adult community
care services

Vocational rehabilitation and services
for the blind

Youth prevention, delinquency
and correction services

General administration

Excess of revenues over (under)
expenditures

OTHER FINANCING SOURCES (USES)
Transfers in
Transfers out

EXCESS OF REVENUES AND OTHER

SOURCES OVER (UNDER)
EXPENDITURES AND OTHER USES

See accompanying notes to the basic financial statements.

Department of Human Services

State of Hawaii
STATEMENT OF REVENUES AND EXPENDITURES -
BUDGET AND ACTUAL - SPECIAL REVENUE FUNDS

Fiscal Year Ended June 30, 2010

Actual on Budgetary Basis

Med-Quest Human Services Variance
Special Revenue Special Revenue Favorable
Original Final Fund Fund (Unfavorable)
$ 983,391,621 $ 983,391,621 $ 985,719,535 $ $ 2,327,914
368,879,326 368,879,326 -- 255,158,337 (113,720,989)
1,352,270,947 1,352,270,947 085,719,535 255,158,337 (111,393,075)
983,391,621 983,391,621 977,638,672 5,752,949
268,075,951 268,075,951 - 207,479,588 60,596,363
66,955,540 66,955,540 - 54,871,799 12,083,741
26,562,485 26,562,485 - 15,312,187 11,250,298
5,173,910 5,173,910 - 3,344,109 1,829,801
2,111,440 2,111,440 -- 2,058,824 52,616
1,352,270,947 1,352,270,947 977,638,672 283,066,507 91,565,768
-- 8,080,863 (27,908,170) (19,827,307)
- -- 5,051,367 5,051,367
-- (5,051,367) (5,051,367)
-- (5,051,367) 5,051,367

$ 302949 $

(22,856,803) $ (19,827,307
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Department of Human Services
State of Hawaii
STATEMENT OF FIDUCIARY NET ASSETS - FIDUCIARY FUNDS
June 30, 2010

Private
Agency Purpose
Funds Trust Funds
ASSETS
Cash $ 1,548,764 $ 45,405
Total assets $ 1,548,764 $ 45,405
LIABILITIES
Due to individuals $ 1,015,014 $ --
Due to others 533,750 --
Total liabilities $ 1,548,764 -
Net assets - held in trust $ 45,405

See accompanying notes to the basic financial statements.
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Department of Human Services
State of Hawaii
STATEMENT OF CHANGES IN FIDUCIARY NET ASSETS - FIDUCIARY FUNDS
Fiscal Year Ended June 30, 2010

Private
Purpose
Trust Funds
ADDITIONS
Donations $ 40,300
Total additions 40,300
DEDUCTIONS
Other 5,984
Total deductions 5,984
CHANGE IN NET ASSETS 34,316
Net assets at July 1, 2009 11,089
Net assets at June 30, 2010 $ 45,405

See accompanying notes to the basic financial statements.

30








































































































































































86



End Date:

Responding Person:

Ref. No. 2010-02

Auditor’s
Recommendation:

DAGS-IMB recognizes that the FAIS needs to be modified in
order to provide the necessary financial reporting capabilities
relative to GASB Statement 34 and other related requirements.
The development of a new comprehensive FAIS will require
funding and resources.

Concerning the reporting of repairs and maintenance
expenditures, the Department’s Accounting Staff will review
expenditures in this class to assist the purchasing offices in the
appropriate coding of these transactions for financial reporting
purposes.

Furthermore, the Department will coordinate with DAGS on any
data irregularities and issue additional departmental procedures
on the reporting requirements for capital assets. Some
acquisitions may have not been included in the capital assets
listing due to incorrect classification codes used for FAIS
inventory reporting.

Ongoing

Susy Kawamoto, FMO Property and Procurement Staff
Supervisor
Phone: (808) 586-4864

Improve Controls over Utilization, Fraud and Accuracy of
Medicaid Claims

To ensure compliance with federal regulations, the DHS should
improve controls over utilization, fraud and accuracy of Medicaid
claims by increasing back-end control activities. Control activities
designed to maintain program integrity needs to be made a
higher priority. The DHS should consider the following:

e Allocate the necessary resources needed to perform the
SURS function and to actively identify and investigate
suspected fraud as required by Title 42 CFR Part 456.23
and Title 42 CFR Part 455.13.

e Complete the development of meaningful SURS reports
using the Data Storage Warehouse and regularly analyze
the reports. The analysis of these reports should help
identify exceptions or abnormal patterns of treatment or
service and allow for the correction of misutilization
practices of recipients and providers. It also serves as an
important tool to identify and investigate potential
fraudulent behavior.

e Perform regular post payment reviews on a sample of drug
and non-drug claims to detect processing errors and
identify ways to improve the claims processing system and
procedures.
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e Take timely corrective action on problems or
noncompliance identified by its QIO such as recovery of
overpayments and implementation of recommendations

issued.
Corrective Action Allocate necessary resources to perform the SURS function.
Taken or Planned: * Will work towards Program Integrity’s (Pl) having a vital

role in the MQD. PI continues to be necessary even
though the MQD is primarily managed care. Request will
be made to re-establish and fill the SURS nurse position
that was eliminated in the reduction-in-force in 2009.

¢ CMS has created the Medicaid Integrity Institute (MlI)
located at the Dept of Justice, National Advocacy Center to
provide training on Fraud and Abuse related topics to State
Medicaid program integrity staff. The SURS/program
integrity staffs have taken courses from the MIl and will
continue to attend training courses to gain the knowledge
on the best ways to fight Medicaid fraud and abuse.

¢ Medicaid program has hired an investigator as of January
2011. The investigator will identify and investigate
suspected fraud as required by CFR.

¢ There have been ongoing monthly meetings for case
discussion and the exchange of information between the
Medicaid Fraud Control Unit (MFCU) and the SURS unit.
There also have been ongoing phone calls/interactions
between the two departments to discuss ongoing cases.

o SURS staff has assisted in the PERM and Medicaid
Integrity Contractors audits, which are a form of post-
payment reviews done by CMS. This has helped the State
to identify areas of potential fraud and abuse for
investigation.

Complete the development of meaningful SURS reports.

* Will recommend creating a data analyst position giving
priority to the Finance Office and Financial Integrity Staff.
This position will utilize the DSW and the SURS system to
generate and analyze reports specifically for the SURS
staff. In addition, this position will be tasked with designing
and drafting ad hoc reports from the DSW as required by
the investigator, SURS staff, TPL & FO staff.

¢ Arizona has recently awarded a contract for a SURS
subsystem that would be able to produce meaningful
reports from the data storage warehouse. Training to be
provided to SURS staffs on how to obtain meaningful
reports from the data storage warehouse and SURS
subsystem. A data analyst would then be able to analyze
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and identify provider exemptions or abnormal patterns of
treatment of services from the reports obtained from the
SURS subsystem. The development of new meaningful
SURS reports will help SURS staff to identify provider
aberrances or abnormal patterns of treatment or services.

¢ Although there were no referrals to Medicaid Fraud Control
Unit (MFCU) that resulted in criminal/civil prosecution from
the current SURS reports, post payment reviews that were
done by SURS staff have resulted in the following:
recoupment of overpayments from providers, provider
education for incorrect billing via provider memos and
letters, changes to claims system with new systems edits
in place, and changes to strengthen the language in the
Medicaid provider manual. Newly created reports that
identify provider exemptions or abnormal patterns of
treatment of services will increase the number of referrals
to MFCU.

Perform regular post payment reviews.

e The State is currently working on a request for proposal for
a recovery audit contractor (RAC) as required by CMS.
The RFP to include the RAC contractor to perform post
payment reviews on a sample of non-drug claims to detect
processing errors and to identify ways to improve the
claims processing system. ACS PBM to perform post
payment reviews on drug claims. '

¢ Also refer to the CAP plan under the first recommendation
since SURS activities are viewed as a post-payment
review.

Timely Corrective Action on Problems or Noncompliance -

Peer Review Organization (PRO)

1. Recovery of Recoupment
MQD is drafting recovery letters for 230 days of inappropriate
services for signature by Med-QUEST Division (MQD)
Administrator. MQD will require that providers submit
payments to the Department of Human Services (DHS) within
thirty (30) days of receipt for recoupment.

Completion date for sending letters: May 15, 2011
Completion date for recoveries: June 30, 2011

2. Quality Oversight
MQD has contracted a Peer Review Organization (PRO),

Health Services Advisory Group (HSAG), to perform
utilization control activities such as acute hospital reviews,
pre-admission screening and resident reviews (PASRR) for
nursing facilities (long-term care) level of care (NF LOC)
determinations. DHS conducted a comprehensive audit in
2007. A corrective action plan (CAP) was required based
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upon the audit results. HSAG finalized all of their CAP
requirements and the DHS closed the CAP in 2009.

MQD provides continual oversight of HSAG to include formal
discussions, written documentation and mandated Inter-rater
Reliability Reviews (IRR) on all PRO activities.

Below describes the frequency of HSAG reporting as well as
the steps taken by MQD regarding the reports:

e Monthly

o}

Status update on the data elements associated
with all of their utilization review areas (acute
hospital, PASRR, and LTC LOC reviews)
Monthly report listing noncompliant facilities
reviewed for the PASRR process

Monthly meeting with MQD to review the report
information _

Full-access to all of the NF LOC software (called
HI-LOC)

e Quarterly

o

o

o}

o}

e Annual

o}

Status update on the data elements associated
with all of their utilization review areas

IRR is performed by a Registered Nurse on the
acute hospital, NF LOC, and PASRR elements
IRR is performed by a physician on the acute
reviews and NF LOC elements

MQD performs additional IRR on a sample of the
LTC LOC determinations made by HSAG’s
physician advisor

In October of each year, an annual report is
provided to MQD outlining their reviews of
PASSR, NF LOC and acute hospital reviews and
compiling that data into one report

This report is reviewed by the Nurse Consultant
responsible for contract oversight

This report is also reviewed by the Contract &
Compliance Monitoring Section Administrator and
the Health Care Services Branch Administrator
The report is used to identify any area for
improvement of performance that is provided to
HSAG’s company President

Corrective action for quality oversight has been completed.

End Date: Ongoing

Responding Person: Ann Kinningham, MQD Finance Officer; Patricia Bazin, HCSB

Administrator,

Phone: (808) 692-7956; (808) 692-8083
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Ref. No. 2010-03

Auditor’s
Recommendation:

Corrective Action
Taken or Planned:

End Date:

Responding Person:

Ref. No. 2010-04

Auditor's
Recommendation:

Corrective Actions
Taken or Planned:

Reconcile Federal Award Drawdowns

The MQD should develop a reconciliation process between the
quarterly federal reports and the amounts recorded in the DHS'’s
financial records. This process should be done in a timely
manner and include a subsequent review and approval of such
reconciliations. Management of the DHS should determine
whether sufficient and appropriate accounting staffing is available
at the MQD to properly complete reconciliations in a timely
manner.

A reconciliation process has been implemented for every
drawdown of federal funds. Subsequent review and approval is
done by the supervising Accountant or Finance Officer to verify
the drawdown. This process ensures the proper drawdown of
federal funds based on the DATAMART reports of the 100%
general fund expenditures that are being reimbursed with the
federal funds. A schedule of drawdowns is maintained to also
reconcile the drawdowns against the current quarterly grant
award. The total quarterly drawdowns are reconciled with the
final CMS 64 filed after the quarter ends. Any overdraw that
results from adjustments to the CMS 64 expenditures that are
deferred or disapproved are corrected in the subsequent quarter.

Ongoing

Ann Kinningham, MQD Finance Officer
Phone: (808) 692-7956

Complete Eligibility Applications and Annual Eligibility Re-
verifications in a Timely Manner

The DHS should assess the staffing requirements at the MQD
Eligibility Branch and make every effort to eliminate the backlog
of applications pending eligibility determinations and perform
timely annual re-verifications as required by federal regulations in
order to reduce the risk that ineligible recipients are receiving
Medicaid benefits. In addition, the DHS should consider
eliminating the passive renewal process or at a minimum
maintain documentation to support participant eligibility.

The DHS is working with existing staff to address the backlogs of
work at each unit with approved overtime.

The Eligibility Branch is utilizing temporary 89-day appointments
to fill two vacant Office Assistant Il positions. These two
positions were redescribed from vacant Eligibility Worker
positions to address the severe shortage of clerical support
positions on Oahu.
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End Date:

Responding Person:

Ref. No. 2010-05

Auditor's
Recommendation:

Corrective Action
Taken or Planned:

The Branch is requesting approval to recruit and fill forty vacant
and abolished positions statewide. All efforts will be made to
expedite recruitment of vacancies within the Branch as the
Branch is now exempt from the hiring freeze. Continuous
recruitment to fill vacant Eligibility Worker and Office Assistant Il
positions has been reinstated. Request for Governor’s approval
to recruit and fill vacant Eligibility Worker V, IV positions and
Secretary | positions will be submitted.

As positions are filled, the Branch will shift from a case-based to
a function-based operational organization. Having additional
office assistants and eligibility workers dedicated to interacting
with the public will minimize interruptions for other workers who
will be able to focus on making eligibility determinations.

The Branch continues to work with the Honolulu Community
Action Program’s Senior Community Service Employment
Program to recruit seniors to work part time in assisting with
clerical support duties.

Regarding passive renewal, MQD had tried to stop this, but was
required by the federal Centers for Medicare and Medicaid
Services (CMS) to continue passive renewal as a maintenance of
effort (MOE) issue under the American Recovery and
Reinvestment Act (ARRA). The Affordable Care Act (ACA) to a
large extent extends the ARRA MOE requirements; however,
MQD has again contacted CMS to seek current guidance under
ACA whether ending passive renewal can be approved for
program integrity purposes.

Ongoing

Alan Takahashi, Eligibility Branch Administrator
Phone (808) 587-7291

Perform ADP System Risk Analysis and System Security
Review

To ensure compliance with federal regulations, the DHS should
allocate the necessary resources needed to perform the ADP
risk analysis and system security review on a biennial basis.

At this time, the MQD Systems Office does not have the staff to
perform this review. To immediately address this finding, the
MQD will utilize a sub-contractor through an existing contract to
provide this system risk analysis and security review of the ADP
system. However, MQD will wait to commence this until after
receipt of the assessment from a recent federal review to ensure
that the risk analysis and system security review are
comprehensive and address all findings.

92



End Date:

Responding Person:

Ref. No. 2010-06

Auditor’s
Recommendation:

Corrective Action
Taken or Planned:

End Date:

Responding Person:

Ref. No. 2010-07
Auditor's

Recommendation:

Corrective Actions
Taken or Planned:

Once staff resources are available, the MQD will perform
Automated Data Processing (ADP) biennial reviews including a
risk analysis and review of the physical and data security
operating procedures and personnel practices.

June 30, 2011 and on-going biennial reviews

Randy Chau, Systems Office Administrator
Phone: (808) 692-7951

Monitor the Medicaid Drug Rebate Program

The DHS should establish formal procedures to monitor its
subcontractor to ensure the drug rebate program operates in
compliance with CMS guidelines and help identify issues
timely. In addition, the DHS should resolve outstanding
issues on a timely basis.

The DHS will establish more detailed procedures to monitor its
contractor to ensure the drug rebate program is properly
operating to provide Hawaii all required drug rebates. Monthly
calls are held by MQD’s Clinical Standards Office and the
contractor to discuss reports, any problems or issues for
resolution. The MQD is working with the Attorney General’s
Office to write off the remaining balance of approximately $2.8 M
on the drug rebate receivable ledger from the 1991 — 2001 period
that has been extensively researched for updates and corrections
of the drug manufacturer old accounts.

No later than June 30, 2011

Ann Kinningham, MQD Finance Officer
Phone: (808) 692-7956

Maintain All Required Documentation in Child Care Case
Files

The DHS should ensure that required documents are maintained
in each case file to support the allowability and eligibility of the
child care payments claimed for federal reimbursement. The
DHS should perform secondary reviews on a sample basis in
order to assess case manager performance.

Sample case reviews are conducted regularly for child care
cases maintained through the Child Care Connection Hawaii
program. For cases maintained through the First-To-Work
program, the Child Care Program Office will work with the
Employment & Training Program Office to develop a plan to
conduct sample case reviews of the child care subsidies issued
as a support service payment.
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End Date:

Responding Person:

Ref. No. 2010-08

Auditor’s
Recommendation:

Corrective Action
Taken or Planned:

The majority of the missing documentation was due to a lack of
child care receipts in the case record. The Child Care Program
Office has submitted a system modification request to add an
additional page on the Simplified Report Form to create a specific
section for the child care receipt to be attached. This
modification would highlight to both the client and case worker
the requirement of a child care receipt for all children who receive
subsidies, thereby reducing or eliminating the error.

The Child Care Program Office will continue to determine where
system modifications may be helpful in reducing or eliminating
errors. Implementation of system modifications will be
determined by availability of funding for development of the
modification.

Also, the Child Care Program Office will continue to work with
Staff Development to emphasize the need for appropriate
documentation and case record maintenance in staff trainings.

Ongoing

Julie Morita, BESSD CCP Administrator
Phone (808) 586-7187

Improve the Accuracy of Child Care Reimbursements

The DHS should ensure that reimbursements to child care program
participants are calculated properly. The DHS should perform post
payment reviews of a sample of child care payments to ensure
accuracy and assess case worker performance.

Sample case reviews are conducted regularly for child care
cases maintained through the Child Care Connection Hawaii
program. For cases maintained through the First-To-Work
program, the Child Care Program Office will work with the
Employment & Training Program Office to develop a plan to
conduct sample case reviews of the child care subsidies issued
as a support service payment.

Also, a system modification was implemented in January 2011
that requires workers to input the caretaker’s actual activity hours
and the hours that a child is cared for. The system then
automatically calculates the eligible hours that the family qualifies
for. Having the system calculate the eligible hours will reduce the
errors in the calculation of payments.

The Child Care Program Office will continue to determine where

system modifications may be helpful in reducing or eliminating
errors. Implementation of system modifications will be
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End Date:

Responding Person:

Ref. No. 2010-09

Auditor's
Recommendation:

Corrective Action
Taken or Planned:

determined by availability of funding for development of the
modification.

The Child Care Program Office will continue to work with Staff
Development to emphasize the need for appropriate
documentation and case record maintenance in staff trainings.

Ongoing

Julie Morita, BESSD CCP Administrator
Phone (808) 586-7187

Submit Financial Status Report Timely

The DHS should establish procedures to ensure that the OMB
Standard Form 269A, Form CMS-64 and CMS-21 are submitted
in a timely manner. The personnel responsible for the preparation
and review of the forms should utilize a checklist of reporting due
dates as a reminder.

The MQD has hired a new Accountant il effective February
2011. This Accountant in the Fiscal Staff section is assigned to
work on, among other duties, the federal financial reports,
including the SF 269A, Form 64 and CMS 21. MQD Finance
Office staff works closely with the Systems Office staff to receive
required capitation, claims files, and other financial reports as
soon as available to complete the federal reports. Work on
automating these reports using the Data Warehouse is also
progressing with the capitation report currently in test mode, and
planned to move into production by June 2011. This automation
of reports will assist the FO in meeting reporting deadlines. A
checklist of due dates will also be useful as well as training of the
new Accountant to assist with work papers and schedules,
gathering of expenditure data, and gaining familiarity with the on-
line inputting of the federal report system to meet required
deadlines.

BESSD has established procedures with the fiscal management
office to ensure Form 269A for the LIHEAP will be submitted
timely.

Financial Status Report (269A) was not submitted because it
appeared the previous LIHEAP program specialist was of the
understanding that the completion of the Carryover and
Reallotment Report (OMB Control No. 0970-0106) in August of
each year was sufficient. The Carryover and Reallotment Report
was completed by the specialist every year. As advised by the
Federal government, the Financial Status Report (269A) for FY
2008, FY 2009 and FY 2010 was submitted on 12/20/10 and will
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continue to be completed and submitted by the last calendar day
of each year.

End Date: Ongoing
Responding Person:  Ann Kinningham, MQD Finance Officer
Phone: (808) 692-7956

Doreen Harada, LIHEAP Coordinator
Phone: (808) 586-5734
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