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Dear Mr. Befitel:

We have completed our audit of the basic financial statements of the Department of Labor and
Industrial Relations, State of Hawaii (the “Department”), as of and for the year ended June 30, 2003,
as listed in the table of contents. We transmit herewith our reports containing our opinion on those
financial statements and our reports on internal controls and compliance with applicable laws and
regulations in accordance with the U.S. General Accounting Office’s Government Auditing Standards,
Single Audit Act of 1984, as amended, and the provisions of OMB Circular A-133.

Audit Objectives

1. To provide a basis for an opinion on the fair presentation of the Department’s basic financial
statements and the schedule of expenditures of federal awards for the year ended June 30,
2003.

2. To determine whether there has been compliance with laws and regulations affecting the
expenditure of federal awards.

3. To report on the status of prior year findings and questioned costs.

Scope

We performed an audit of the basic financial statements and schedule of expenditures of federal awards
for the year ended June 30, 2003, in accordance with auditing standards generally accepted in the
United States of America, as adopted by the American Institute of Certified Public Accountants, the
standards for financial and compliance audits enumerated in Government Auditing Standards, issued
by the Comptroller General of the United States, and provisions of the Office of Management and
Budget (“OMB”) Circular A-133, Audits of States, Local Governments, and Non-Profit Organizations.



Organization of Report
This report has been organized into four sections as follows:
1. The basic financial statements and related notes, along with other financial information of the
Department, as of and for the year ended June 30, 2003, and our opinion as to the fairness of

the presentation of those statements.

2. Our report on compliance and internal control over financial reporting in accordance with
Government Auditing Standards.

3. Our report on compliance for each major program and internal control over compliance in
accordance with OMB Circular A-133.

4. Schedule of findings and questioned costs.

We have included our comments related to immaterial instances of noncompliance and the
Department’s internal control over financial reporting and operations in a separate letter dated March 4,
2004.

We would like to take this opportunity to thank the staff of the Department for their courteous
cooperation and assistance during our audit.

Very truly yours,

Pr o'.@d&f/\muglmpu& uPp

DMT/CJK:dhu

Attachments
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PricewaterhouseCoopers LLP
First Hawaiian Center

999 Bishop Street, Suite 1900
Honolulu H1 96813
Telephone (808) 531 3400
Facsimile (808) 531 3433

Report of Independent Auditors

The Director
Department of Labor and Industrial Relations
State of Hawaii

In our opinion, the financial statements of the governmental activities, the business-type activities, each
major fund, and the aggregate remaining fund information of the Department of Labor and Industrial
Relations, State of Hawaii (the “Department’), which collectively comprise the Department’s basic
financial statements as listed in the table of contents, present fairly, in all material respects, the
respective financial position of the governmental activities, the business-type activities, each major
fund, and the aggregate remaining fund information of the Department at June 30, 2003, and the
respective changes in financial position and cash flows, where applicable, thereof and the respective
budgetary comparison for the general fund for the year then ended, in conformity with accounting
principles generally accepted in the United States of America. These financial statements are the
responsibility of Department’s management; our responsibility is to express opinions on these financial
statements based on our audit. We conducted our audit of these statements 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, which require that we plan and perform the audit to obtain reasonable assurance about whether
the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements, assessing the accounting
principles used and significant estimates made by management, and evaluating the overall financial
statement presentation. We believe that our audit provides a reasonable basis for our opinions.

As discussed in Note 1 to the financial statements, the Department’s financial statements are intended
to present the financial position and the changes in financial position and cash flows, where applicable,
thereof and the budgetary comparison for the general fund of only that portion of the governmental
activities, the business-type activities, each major fund, and the aggregate remaining fund information
of the State of Hawaii that are attributable to the transactions of the Department. They do not purport
to, and do not, present fairly the financial position of the State of Hawaii as of June 30, 2003, and the
changes in its financial position and cash flows, where applicable, thereof and the budgetary
comparison for the general fund for the year then ended in conformity with accounting principles
generally accepted in the United States of America.

As discussed in Note 2 to the financial statements, the Department has restated its basic financial
statements for the year ended June 30, 2003, for the reclassification of funds previously classified
as expendable trust funds to enterprise and special revenue funds.



In accordance with Government Auditing Standards, we have also issued our report dated March 4,
2004 on our consideration of the Department’s internal control over financial reporting and on our tests
of its compliance with certain provisions of laws, regulations, contracts and grants. That report is an
integral part of an audit performed in accordance with Government Auditing Standards and should be
read in conjunction with this report in considering the results of our audit.

The Department has not presented management’s discussion and analysis and required supplementary
information that the Governmental Accounting Standards Board has determined is necessary to
supplement, although not required to be part of, the basic financial statements.

The accompanying Schedule of Expenditures of Federal Awards (“Schedule”) is presented for
purposes of additional analysis as required by U.S. Office of Management and Budget Circular A-133,
Audits of States, Local Governments, and Non-Profit Organizations. This Schedule and the combining
and individual nonmajor fund financial statements are not a required part of the basic financial
statements. Such information has been subjected to the auditing procedures applied in the audit of the
basic financial statements and, in our opinion, is fairly stated in all material respects, in relation to the

basic financial statements taken as a whole.
Pri O—wcTzJ/\MCGO/Du_L LLP

Honolulu, Hawaii
March 4, 2004 except as to Note 2,
which is as of April 20, 2004



Department of Labor and Industrial Relations

State of Hawaii

Statement of Net Assets

June 30, 2003

Assets
Petty cash and imprest funds
Cash in State Treasury

Cash in State Treasury Investment Pool

Cash held in Federal Treasury

Advances to subrecipients and others

Due from State General Fund

Due from Federal Government and other

Internal balances
Inventory
Prepaid expenses
Capital assets, net

Total assets

Liabilities
Vouchers payable
Accrued payroll and benefits
Due to State General Fund
Due to individuals and others
Long-term obligation

Due within one year

Due in more than one year

Total liabilities

Net assets
Invested in capital assets
Unrestricted

Total net assets

Governmental Business-Type

Activities Activities Total
$ 48425 § - 48,425
4,032,932 340,914 4,373,846
14,663,419 23,589,380 38,252,799
- 318,103,933 318,103,933
1,000,578 - 1,000,578
- 433,596 433,596
2,681,368 - 2,681,368

187,639 (187,639) -
200,803 - 200,803
50,445 1,041,222 1,091,667
10,496,424 - 10,496,424
33,362,033 343,321,406 376,683,439
3,623,032 4,685,393 8,308,425
1,987,666 - 1,987,666
48,425 - 48,425
2,501,027 708,516 3,209,543
2,033,695 - 2,033,695
4,526,611 1,000,000 5,526,611
14,720,456 6,393,909 21,114,365
10,496,424 - 10,496,424
8,145,153 336,927,497 345,072,650
$ 18,641,577 $ 336,927,497 $ 355,569,074

The accompanying notes are an integral part of the financial statements.
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Department of Labor and Industrial Relations

State of Hawaii
Balance Sheet
Governmental Funds
June 30, 2003

Assets

Petty cash and imprest funds

Cash in State Treasury

Cash in State Treasury Investment Pool
Advances to subrecipients and others
Due from Federal Government and other
Due from Fiduciary Funds

Inventory

Prepaid expenses

Total assets

Liabilities and Fund Balances
Liabilities
Vouchers payable
Accrued payroll and benefits
Due to State General Fund
Due to individuals and others

Total liabilities

Fund balances

Unreserved

Reserved for encumbrances
Reserved for inventory
Reserved for weatherization

programs

Reserved for unemployment
insurance administration

Reserved for employment and training
Reserved for occupational safety

and health training

and assistance

Reserved for boiler/elevator safety
Reserved for nonwork related disability
Reserved for healith care insurance
premium

supplementation

Total fund balances

Total liabilities and fund
balances

The accompanying notes are an integral part of the financial statements.

Special Revenue Funds

Other
Nonmajor
Federal Governmental
General Fund Funds Total
$ 10,100 & 38,325 § - 48,425
532,361 3,486,299 14,272 4,032,932
- - 14,663,419 14,663,419
- 1,000,578 - 1,000,578
67,393 2,613,975 - 2,681,368
- - 187,639 187,639
- 200,803 - 200,803
- 50,445 - 50,445
$ 609,854 $ 7,390,425 $ 14,865,330 $§ 22,865,609
$ 81,580 $ 3,509,497 § 31,955 $ 3,623,032
573,165 1,414,501 - 1,987,666
10,100 38,325 - 48,425
- 2,501,027 - 2,501,027
664,845 7,463,350 31,955 8,160,150
(339,045) - - (339,045)
284,054 - - 284,054
- 200,803 - 200,803
- (273,728) - (273,728)
- - 270,060 270,060
- - 2,169,616 2,169,616
- - 323,137 323,137
- - 535,354 535,354
- - 8,056,801 8,056,801
- - 3,478,407 3,478,407
(54,991) (72,925) 14,833,375 14,705,459
$ 609,854 § 7,390,425 § 14,865,330 § 22,865,609
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Department of Labor and Industrial Relations

State of Hawaii

Statement of Revenues, Expenditures and Changes in Fund Balances

Governmental Funds

The accompanying notes are an integral part of the financial statements.

Year Ended June 30, 2003
Special Revenue Funds
Other
Nonmajor
Federal Governmental
General Fund Funds Total
Revenues
State appropriations
Full opportunity to work $ 1388993 § - - 1,388,993
Fair and just employment practices 2,006,076 - - 2,006,076
Labor — management relations 463,863 - - 463,863
Assistance in work related difficulties 4,245,870 - - 4,245,870
Overall program support 7,596,564 - - 7,596,564
Total State appropriations 15,701,366 - - 15,701,366
Non-imposed employee fringe benefits 3,581,784 - - 3,581,784
Intergovernmental revenues 1,576,894 - - 1,576,894
Total general revenues 20,860,044 - - 20,860,044
Program revenues
Operating grants and contributions - 55,093,507 - 55,093,507
Employment and training assessments - - 1,977,124 1,977,124
Other assessments - - 2,246,446 2,246,446
Total program revenues - 55,093,507 4,223,570 59,317,077
Interest income - - 407,742 407,742
Total revenues $ 20,860,044 § 55,093,507 $ 4,631,312 80,584,863
Expenditures
Full opportunity to work $ 1939234 § 31,454,006 $ 6,946,176 40,339,416
Fair and just employment practices 3,004,084 79,716 - 3,083,800
Labor — management relations 599,120 - - 599,120
Assistance in work related difficulties 6,311,642 13,532,411 777,740 20,621,793
Overall program support 8,962,587 10,366,398 - 19,328,985
Capital outlays 72,207 117,813 27,690 217,710
Total expenditures 20,388,874 55,550,344 7,751,606 84,190,824
Excess (deficiency) of
revenues over (under)
expenditures (28,830) (456,837) (3,120,294) (3,605,961)
Other financing sources (uses)
Operating transfers in - 4,670,849 251,550 4,922,399
Operating transfers out - (4,677,497) (244,902) (4,922,399)
Lapsed appropriations (892,928) - - (892,928)
Total other financing
sources (uses) (892,928) (6,648) 6,648 (892,928)
Excess (deficiency) of
revenues and other financing
sources over (under)
expenditures and other .
financing uses (921,758) (463,485) (3,113,646) (4,498,889)
Fund balances
Beginning of year 866,767 390,560 17,947,021 19,204,348
End of year $ (54,991) 3§ (72,925) $ 14,833,375 14,705,459
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Department of Labor and Industrial Relations

State of Hawaii

Reconciliation of Governmental Funds Balance Sheet to the
Statement of Net Assets

Year Ended June 30, 2003

Amounts reported for governmental activities in the statement of net assets
are different because
Fund balances — governmental funds $ 14,705,459
Capital assets used in governmental activities are not financial resources and,
therefore, are not reported in the fund financial statements
These assets consist of

Capital assets 24,427,915
Accumulated depreciation (13,931,491)
Total capital assets 10,496,424
Long-term liabilities are not due and payable in the current period and
therefore not reported in the fund financial statements (6,560,306)
Net assets of governmental activities $ 18,641,577

The accompanying notes are an integral part of the financial statements.
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Department of Labor and Industrial Relations

State of Hawaii
Reconciliation of Governmental Funds Statement of Revenues,

Expenditures and Changes in Fund Balances to the Statement of Activities

Year Ended June 30, 2003

Amounts reported for governmental activities in the statement of activities
are different because
Net change in fund balances-total governmental funds
Capital assets are reported as expenditures in governmental funds, however
in the statement of activities, the cost of capital assets is allocated over their
estimated useful lives as depreciation expense. In the current period, these
expenses are
Capital asset expenditures
Depreciation expense
Excess of depreciation expense over capital asset expenditures

Losses on the disposal of capital assets are reported as an expense in the
statement of activities, however are not reported as an expenditure

in governmental funds

The increase in accrued vacation is reported in the statement of activities but
does not require the use of current financial resources and is therefore not
reported as an expenditure in governmental funds

Change in net assets of governmental activities

The accompanying notes are an integral part of the financial statements.
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Department of Labor and Industrial Relations

State of Hawaii

Statement of Revenues and Expenditures — Budget and Actual (Budgetary Basis)
General Fund

Year Ended June 30, 2003

Variance

Positive
Budget Actual (Negative)
Revenues
State appropriations $ 16,102,685 $ 17,498410 $§ 1,395,725
Intergovernmental revenues 1,576,894 1,576,894 -
Total revenues 17,679,579 19,075,304 1,395,725
Expenditures
Full opportunity to work 1,628,102 1,577,198 50,904
Fair and just employment practices 2,344,201 2,320,775 23,426
Labor — management relations 489,736 489,736 -
Assistance in work related difficulties 4,910,346 4,910,346 -
Overall program support 8,307,194 7,969,217 337,977
Total expenditures 17,679,579 17,267,272 412,307
Excess of revenues over expenditures $ - $ 1,808,032 $ 1,808,032

The accompanying notes are an integral part of the financial statements.
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Department of Labor and Industrial Relations

State of Hawaii
Statement of Net Assets
Proprietary Funds

June 30, 2003

Assets

Cash and deposits
Cash in State Treasury
Cash in State Treasury Investment Pool
Cash in Federal Treasury

Due from State General Fund
Prepaid expense

Total assets
Liabilities
Vouchers payable
Due to Special Revenue Fund
Due to other State agencies
Deposits

Total liabilities

Net assets
Unrestricted

The accompanying notes are an integral part of the financial statements.

Enterprise Funds

Unemployment Disability
Compensation Compensation
Fund Fund Total
$ 274,177  $ 66,737 § 340,914
- 23,589,380 23,589,380
318,103,933 - 318,103,933
318,378,110 23,656,117 342,034,227
- 433,596 433,596
- 1,041,222 1,041,222
318,378,110 25,130,935 343,509,045
3,608,478 1,076,915 4,685,393
187,639 - 187,639
708,516 - 708,516
- 1,000,000 1,000,000
4,504,633 2,076,915 6,581,548
$ 313,873,477 $§ 23,054,020 $ 336,927,497
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Department of Labor and Industrial Relations

State of Hawaii

Statement of Revenues, Expenses and Changes in Net Assets

Proprietary Funds
Year Ended June 30, 2003

Operating revenues
Intergovernmental contributions
Employer contributions

Workers’ compensation assessments
Fines and penalties

Other

Total operating revenues

Operating expenses
Assistance in work related difficulties

Total operating expenses
Operating income
Nonoperating revenues
Interest income
Total nonoperating revenues
Change in net assets

Net assets
Beginning of year

End of year

The accompanying notes are an integral part of the financial statements.

Enterprise Funds

Unemployment Disability
Compensation Compensation
Fund Fund Total
3 42,792,796 - $ 42,792,796
134,584,522 - 134,584,522
- 21,255,128 21,255,128
- 57,903 57,903
- 52,913 52,913
177,377,318 21,365,944 198,743,262
173,671,069 19,596,688 193,267,757
173,671,069 19,596,688 193,267,757
3,706,249 1,769,256 5,475,505
18,888,899 744,681 19,633,580
18,888,899 744,681 19,633,580
22,595,148 2,513,937 25,109,085
291,278,329 20,540,083 311,818,412
$ 313,873,477 23,054,020 $ 336,927,497
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Department of Labor and Industrial Relations

State of Hawaii
Statement of Cash Flows
Proprietary Funds

Year Ended June 30, 2003

Cash flows from operating activities
Cash received from contributions and assessments
Cash paid for work related difficulties

Net cash provided by (used in) operating
activities

Cash flows from investing activities
Interest from investments

Net cash provided by investing activities
Net increase in cash and deposits

Cash and deposits
Beginning of year

End of year

Reconciliation of operating income to net cash
provided by (used in) operating activities
Operating income
Adjustments to reconcile operating income to net
cash provided by (used in) operating activities
Decrease (increase) in assets
Receivables
Prepaid expense
Increase (decrease) in liabilities
Vouchers and other payables
Deposits

Net cash provided by (used in) operating activities

The accompanying notes are an integral part of the financial statements.

Enterprise Funds
Unemployment Disability
Compensation Compensation

Fund Fund

$ 177,377,318
(179,561,048)

$ 21,932,348
(18,689,142)

Total

$ 199,309,666
(198,250,190)

(2,183,730) 3,243,206 1,059,476
18,888,899 744,681 19,633,580
18,888,899 744,681 19,633,580
16,705,169 3,987,887 20,693,056
301,672,941 19,668,230 321,341,171
$ 318,378,110 $ 23,656,117 $ 342,034,227
$ 3706249 § 1,769256 $ 5,475,505
. (433,596) (433,596)

- 27,295 27,295

(5,889,979) 880,251 (5,009,728)

- 1,000,000 1,000,000

$ (2,183,730) $ 3243206 $ 1,059,476
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Department of Labor and Industrial Relations
State of Hawaii

Statement of Fiduciary Net Assets

Fiduciary Funds

June 30, 2003

Agency Funds
Temporary
Temporary Disability Unemployment Wage Claim
Deposits Insurance Compensation and Other Total

Assets
Cash in State Treasury $ 2,000 % 8,732 § 650,493 § 570,810 $ 1,232,035
Investments - 1,603,000 - - 1,603,000

Total assets 2,000 1,611,732 650,493 570,810 2,835,035
Liabilities '
Due to individuals
and others 2,000 1,611,732 650,493 570,810 2,835,035

Total liabilities $ 2,000 $§ 1,611,732 § 650,493 § 570,810 $ 2,835,035

The accompanying notes are an integral part of the financial statements.
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Department of Labor and Industrial Relations
State of Hawaii

Notes to Financial Statements
June 30, 2003

1. Organization and Summary of Significant Accounting Policies

Financial Reporting Entity

The Department of Labor and Industrial Relations, State of Hawaii (the “Department™) administers
and oversees the operations of the State of Hawaii’s (the “State”) employment service program,
unemployment insurance program, occupational safety and health program, workers’ compensation
program, temporary disability compensation program, and prepaid health care program. The

Department also oversees employment and training services provided through federal and special
funds.

The Director of Labor and Industrial Relations is responsible for the direction of the Department’s
activities. The Director is a cabinet level official appointed by the Governor with the consent of
the Senate.

The accounting policies of the Department conform to accounting principles generally accepted

in the United States of America as applicable to governmental units. The Department’s basic
financial statements reflect only its activities. The State Comptroller maintains the central accounts
for all State funds and publishes a comprehensive annual financial report for the State annually,
which includes the Department’s financial activities. The following is a summary of the significant
accounting policies:

Department-wide Financial Statements

The department-wide financial statements are reported using the economic resources measurement
focus and the accrual basis of accounting. Revenues are recorded when earned and expenses are
recorded when a liability is incurred, regardless of the timing of related cash flows. Grants and
similar items are recognized as revenue as soon as all eligibility requirements imposed by the
provider have been met.

Fund Financial Statements

The governmental funds financial statements are reported using the current financial resources
measurement focus and the modified accrual basis of accounting. Revenues are recognized as soon
as they are both measurable and available. Revenues are considered to be available when they are
collectible within the current period or soon enough thereafter to pay liabilities of the current
period. Expenditures generally are recorded when a liability is incurred, as under accrual
accounting. However, expenditures related to compensated absences and claims and judgments,
are recorded only when payment is due.

The proprietary funds and fiduciary funds financial statements are reported using the economic
resources measurement focus and the accrual basis of accounting, similar to the department-wide
financial statements described above.

Proprietary funds distinguish operating revenues and expenses from nonoperating items. Operating
revenues and expenses generally result from providing services and producing and delivering
goods in connection with a proprietary fund’s principal ongoing operations. Revenues and
expenses not meeting this definition are reported as nonoperating revenues and expenses.
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A description of the funds administered by the Department is as follows:
Governmental Funds (Governmental Activities):

e General Fund — The General Fund is the general operating fund of the Department. It is
used to account for all financial resources except for those required to be accounted for
in another fund. The General Fund presented is a part of the State’s General Fund and is
limited to only those appropriations and obligations of the Department.

e  Special Revenue Funds — Special Revenue Funds are used to account for the proceeds
of specific revenue sources that are legally restricted to expenditures for specified
purposes.

Proprietary Funds (Business-Type Activities):

o  Enterprise Funds — Enterprise funds are used to account for the contributions and
assessments collected and benefits paid to qualified recipients for unemployment and
disability compensation.

Fiduciary Funds:

o Agency Funds — Agency funds are used to account for cash collected and expended by the
Department in a custodial capacity.

Cash and Deposits

The Director of Finance is responsible for the safekeeping of all moneys paid into the State
Treasury (cash pool). The Department’s portion of this cash pool at June 30, 2003 is reported in
the statement of net assets as Cash in State Treasury. Credit risk is determined at the State level
and not by the Department.

Cash Held in State Treasury Investment Pool

The Department participates in the State Treasury Investment Pool System. The investment pool
system centralizes all phases of the investment process under the direction of the Director of
Finance, thereby pooling the State’s cash resources to maximize investment returns. State
departments and agencies are eligible to invest all funds of qualifying appropriation accounts,
eliminating their responsibility for the investment of appropriated funds, as well as the associated
monitoring and cash forecasting burden. The State Treasury allocates investment (interest)
earnings monthly, based on the average weighted cash balance of each account. Total cash
deposited in the State Treasury Investment Pool System at June 30, 2003 was approximately
$14,663,000 and $23,589,000 for special revenue funds and proprietary funds, respectively.

The Hawaii Revised Statutes authorize the Director of Finance to invest in obligations of or
guaranteed by the U.S. Government, obligations of the State, federally-insured savings and
checking accounts, time certificates of deposit and repurchase agreements with federally-insured
financial institutions. Cash and deposits with financial institutions are collateralized in accordance
with State statutes.
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Unemployment compensation contributions received by the State Treasury are deposited with
the Secretary of the Treasury of the United States to the credit of the State in the unemployment
compensation fund, pursuant to Section 904 of the Social Security Act, as amended. Total
unemployment contributions for the year ended June 30, 2003 was $177,377,000.

Investments

Employers, except the State, any county or political subdivision of the State, or other public entity
within the State, are required by Hawaii Revised Statutes Section 386-121 to secure compensation
to their employees in regards to temporary disability, in several ways including depositing and
maintaining with the Director of Finance security satisfactory to the Director of Labor and
Industrial Relations. Such securities, held at the State Treasury (stated at cost which approximates
fair value) totaled $1,603,000 on June 30, 2003, and are accounted for in the Department’s
Fiduciary Funds. Such investments consist of U.S. Government obligations, obligations of

the State, federally insured savings accounts and time certificates of deposits.

Reserved for Encumbrances

Encumbrance accounting, under which purchase orders and contractual commitments for the
expenditure of funds are recorded in order to reserve that portion of the applicable appropriation,
is employed in the governmental funds. Open encumbrances are reported as reservations of fund
balances because the commitments will be honored when the goods or services are received.
Encumbrances do not constitute expenditures or liabilities.

Capital Assets

Capital assets, which include buildings, furniture and equipment, are reported in the department-
wide financial statements. Such assets are recorded at historical cost if purchased or constructed.
Donated assets are recorded at estimated fair market value at the time received. Depreciation
expense is recorded in the department-wide financial statements using the straight-line method
over the estimated useful lives of the assets.

Accrued Vacation Payable

Vacation pay is accrued as earned by employees. Vacation pay can accumulate at the rate of one
and three-quarters working days for each month of service up to 720 hours at calendar year-end,
and is convertible to pay upon termination of employment.

Inventory

Inventory is valued at the lower of cost or market and consists of food commodities from the
U.S. Department of Agriculture, Food and Nutrition Service Agency, under The Emergency Food
Distribution Program. The cost is recorded as an expenditure when items are distributed rather
than when purchased.

Intrafund and Interfund Transactions

Significant transfers of financial resources between activities included within the same fund are
offset within that fund. Transfers of revenues from funds authorized to receive them to funds
authorized to expend them are recorded as operating transfers in the basic financial statements.
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Revisions to Basic Financial Statements

In its previously issued basic financial statements for the year ended June 30, 2003, the Department
classified the Unemployment Compensation Fund, Disability Compensation Fund, Nonwork
Connected Disability Fund and Premium Supplementation Fund as expendable trust funds in the
Fiduciary Funds financial statements of fiduciary net assets and changes in fiduciary net assets.
The Department has determined that the Unemployment Compensation Fund and Disability
Compensation Fund should have been classified as enterprise funds and the Nonwork Connected
Disability Fund and Premium Supplementation Fund should have been classified as special
revenue funds. Accordingly, the Department has restated its previously issued basic financial
statements for the year ended June 30, 2003 to reflect the Unemployment Compensation Fund and
Disability Compensation Fund as enterprise funds in the Proprietary Funds financial statements of
net assets, changes in net assets and cash flows, and to reflect the Nonwork Connected Disability
Fund and Premium Supplementation Fund as special revenue funds in the Governmental Funds
balance sheet and statement of revenues, expenditures and changes in fund balances.

The reclassifications had no impact on the amounts previously reported in the individual fund
financial statements of the Unemployment Compensation Fund, Disability Compensation Fund,
Nonwork Connected Disability Fund and Premium Supplementation Fund.

The effect of the reclassifications on the Department’s statements of net assets and activities for the
year ended June 30, 2003 is as follows:

Governmental Business-Type
Activities Activities Total

Net assets at June 30, 2003, as previously

reported $  7,106369 § - $ 7,106,369
Reclassification of Unemployment

Compensation Fund to enterprise fund - 313,873,477 313,873,477
Reclassification of Disability

Compensation Fund to enterprise fund - 23,054,020 23,054,020
Reclassification of Nonwork Connected

Disability Fund to special revenue fund 8,056,801 - 8,056,801
Reclassification of Preminm Supplementation

Fund to special revenue fund 3,478,407 - 3,478,407
Net assets at June 30, 2003, as restated $ 18,641,577 $ 336,927497 $ 355,569,074
Change in net assets for the year ended

June 30, 2003, as previously reported $ (5,737,409) § - 8§ (5,737,409)
Reclassification of Unemployment

Compensation Fund to enterprise fund - 22,595,148 22,595,148
Reclassification of Disability

Compensation Fund to enterprise fund - 2,513,937 2,513,937
Reclassification of Nonwork Connected

Disability Fund to special revenue fund 231,197 - 231,197
Reclassification of Premium Supplementation

Fund to special revenue fund 43,923 - 43,923
Change in net assets for the year ended

June 30, 2003, as restated $ (5,462,289 § 25,109,085 § 19,646,796
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The effect of the reclassifications on the Governmental Funds, Proprietary Funds, and Fiduciary
Funds respective financial statements for the year ended June 30, 2003 is as follows:

Fund balances / net assets at June 30, 2003,
as previously reported

Reclassification of Unemployment
Compensation Fund to enterprise fund
Reclassification of Disability

Compensation Fund to enterprise fund
Reclassification of Nonwork Connected
Disability Fund to special revenue fund
Reclassification of Premium Supplementation
Fund to special revenue fund

Fund balances / net assets at June 30, 2003,
as restated

Deficiency of revenues and other financing
sources under expenditures and other
financing uses / change in net assets for the
year ended June 30, 2003, as previously
reported

Reclassification of Unemployment
Compensation Fund to enterprise fund

Reclassification of Disability
Compensation Fund to enterprise fund

Reclassification of Nonwork Connected
Disability Fund to special revenue fund
Reclassification of Premium Supplementation
Fund to special revenue fund

Deficiency of revenues and other financing
sources under expenditures and other
financing uses / change in net assets for the
year ended June 30, 2003, as restated

Governmental Proprietary Fiduciary
Funds Funds Funds

$ 3,170,251 § - § 348,462,705

- 313,873,477 (313,873,477)

- 23,054,020 (23,054,020)

8,056,801 - (8,056,801)

3,478,407 - (3,478,407)

3 14,705,459 § 336,927,497 § -

$  4,774,009) $ - § 25,384,205

- 22,595,148 (22,595,148)

- 2,513,937 (2,513,937)

231,197 - (231,197)

43,923 - (43,923)

$ (4,498,889) § 25109,085 $ -

In addition, the reclassification of the Unemployment Compensation Fund and Disability
Compensation Fund to enterprise funds resulted in the presentation of the Proprietary Funds
statement of cash flows for the year ended June 30, 2003.

Biennial Budget

The Department follows these procedures in establishing the budgetary data reflected in the basic

financial statements:

e  The Budget —Not less than 20 days before the State Legislature convenes in every
odd-numbered year, the Governor submits to the State Legislature, and to each member
thereof, a budget which contains the program and budget recommendations of the Governor
for the succeeding biennium. The budget in general contains: The State program structure;
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statements of statewide objectives; financial requirements for the next biennium to carry out
the recommended programs; a summary of State receipts and revenues in the last completed
fiscal year; a revised estimate for the fiscal year in progress, and an estimate for the succeeding
biennium.

e Legislative Review — The State Legislature considers the Governor’s proposed program and
financial plan and budget, evaluates alternatives to the Governor’s recommendations, adopts
programs and determines the State budget. It may, from time to time, request the Department
of Budget and Finance and any agency to conduct such analysis of programs and finances as
will assist in determining the State’s program and financial plan and budget.

o Program Execution — Except as limited by policy decisions of the Governor, appropriations
by the State Legislature, and other provisions of law, the agencies responsible for the programs
administer the programs and are responsible for their proper management. The appropriations
by the State Legislature for a biennium are allocated between the two fiscal years of the
biennium in the manner provided in the budget or appropriations act and as further prescribed
by the Director of Finance. No appropriation transfers or changes between programs or
agencies can be made without legislative authorization. Authorized transfers or changes,
when made, should be reported to the State Legislature.

Budgetary control is maintained at the appropriation line item level established in the
appropriations acts.

Budgets are adopted for the General Fund of the Department and are prepared on the basis of cash
receipts and amounts disbursed, a basis of accounting other than generally accepted accounting
principles (“GAAP”). For purposes of comparison, the actual GAAP basis results of operations for
the General Fund have been presented on the basis of cash receipts and amounts disbursed in the
statement of revenues and expenses — budget and actual (budgetary basis).

The major difference between the budgetary and GAAP basis are that: (1) the budget is prepared
on the basis of cash receipts and amounts disbursed; and (2) encumbrances are recorded as the
equivalent of expenditures under the budgetary basis.

The difference between the budgetary excess of revenues over expenditures and GAAP basis
excess of expenses over revenues for the fiscal year ended June 30, 2003 is as follows:

General
Fund
Excess of revenues over expenditures — actual (budgetary basis) $ 1,808,032
Accrued revenues and expenditures not recognized for budgetary
purposes — net of prior year accruals (2,729,790)
Excess (deficiency) of revenues and other financing sources over
expenditures and other financing uses — actual (GAAP basis) $  (921,758)
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4. State Appropriations

Funds for the Department were appropriated from the State’s general revenues for the fiscal year
ended June 30, 2003, and were authorized as follows:

Act 259, Session Laws of Hawaii 2001, for the operating budget

of the Department
Full Opportunity to Work $ 1,433,276
Fair and Just Employment Practices 2,029,502
Labor — Management Relations 463,863
Assistance in Work Related Difficulties 4,245,870
Overall Program Support 7,930,174
16,102,685
Less restrictions (401,319)
Total State appropriations $ 15,701,366
Act 260, Session Laws of Hawaii 2001, for collective bargaining cost items
and adjustments for the compensation of officers and employees excluded
from collective bargaining .
Full Opportunity to Work $ 194,826
Fair and Just Employment Practices 314,699
Labor — Management Relations 25,873
Assistance in Work Related Difficulties 664,476
Overall Program Support 377,020
Total intergovernmental revenues $ 1,576,894
5. Capital Assets
The following is a summary of changes in capital assets:
Balance, Balance,
June 30, : June 30,
2002 Additions  Retirements 2003
Buildings $ 20,614,785 $ - $ - $20,614,785
Furniture and equipment 3,715,949 217,710 (144,929) 3,788,730
Vehicles 24,400 - - 24,400
Total capital assets 24,355,134 217,710 (144,929) 24,427,915
Less accumulated depreciation  (13,124,489) (943,360) 136,358 (13,931,491)
Capital assets — net $ 11,230,645 § (725,650) § (8,571) $ 10,496,424
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6. Long-Term Obligation — Governmental Activities

The changes to the accrued vacation liability as of June 30, 2003 are as follows:

Balance at July 1, 2002 $ 6,331,127
Increase 2,262,874
Decrease (2,033,695)

Balance at June 30, 2003 $ 6,560,306

7. Non-Imposed Employee Fringe Benefits

Non-imposed employee fringe benefits related to General Fund salaries are assumed by the State
and are not charged to the Department. These costs, totaling approximately $3,582,000 for the
fiscal year ended June 30, 2003, have been reported as revenues and expenditures of the
Department’s General Fund.

Payroll fringe benefit costs related to federally-funded salaries are not assumed by the State and
are recorded as expenditures in the Special Revenue Funds.

8. Employee Benefits

Employees’ Retirement System

Substantially all eligible employees of the Department are members of the Employees’ Retirement
System of the State of Hawaii (“ERS”), a cost-sharing multiple-employer public employee
retirement plan. The ERS provides retirement benefits as well as death and disability benefits.

All contributions, benefits and eligibility requirements are established by Hawaii Revised Statutes
(“HRS”) Chapter 88 and can be amended by legislative action. Prior to June 30, 1984, the plan
consisted of only a contributory option. In 1984, legislation was enacted to add a new
noncontributory option for members of the ERS who are also covered under Social Security.
Persons employed in positions not covered by Social Security are precluded from the
noncontributory option. The noncontributory option provides for reduced benefits and covers most
eligible employees hired after June 30, 1984. Employees hired before that date were allowed to
continue under the contributory option or to elect the new noncontributory option and receive a
refund of employee contributions. All benefits vest after five and ten years of credited service
under the contributory and noncontributory options, respectively. Both options provide a monthly
retirement allowance based on the employee’s age, years of credited service, and average final
compensation (“AFC”). The AFC is the average salary earned during the five highest paid years
of service, including the vacation payment, if the employee became a member prior to January 1,
1971. The AFC for members hired on or after that date is based on the three highest paid years of
service, excluding the vacation payment.

Most covered employees of the contributory option are required to contribute 7.8% of their salary.
The funding method used to calculate the total employer contribution requirement is the Entry
Age Normal Actuarial Cost Method. Under this method, employer contributions to the ERS are
comprised of normal cost plus level annual payments required to liquidate the unfunded actuarial
liability over a closed period ending June 30, 2029.
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The Department’s general fund share of the retirement system expense for the year ended June 30,
2003, was included in the Supplemental Appropriations Act as an item to be expended by the
Department of Budget and Finance and is not reflected in the Department’s general fund financial
statements. No contributions were required by the Department’s special revenue funds.

ERS issues a Comprehensive Annual Financial Report (“CAFR”) that includes financial statements
and required supplementary information which may be obtained from the following address:

Employees’ Retirement System of the State of Hawaii
201 Merchant Street, Suite 1400
Honolulu, Hawaii 96813

The following data was obtained from the disclosures contained in the CAFR for the year ended
June 30, 2003 (most recent available):

Number of employers as of March 31, 2002 was:

State
Counties

Total employers

ol -

Basis of Accounting — The financial statements of the ERS are prepared using the accrual basis
of accounting. Employer and member contributions are recognized in the period in which the
contributions are due. Benefits and refunds are recognized when due and payable in accordance
with the terms of the plan.

Method Used to Value Investments — Plan investments are reported at fair value. Where
appropriate, the fair value includes disposition costs. Short-term investments are reported at cost,
which approximates fair value. Securities traded on a national or international exchange are valued
at the last reported sales price at current exchange rates. Mortgages are valued on the basis of
future principal and interest payments, and are discounted at prevailing interest rates for similar
instruments. The fair value of real estate investments and real estate owned are based on
independent appraisals and estimated values.

Post-Retirement Health Care and Life Insurance Benefits

In addition to providing pension benefits, the State provides certain health care and life insurance
benefits for retired state employees. Contributions are based upon negotiated collective bargaining
agreements, and are funded by the State as accrued. The Department’s general fund share of the
expense for post-retirement health care and life insurance benefits expenses for the year ended
June 30, 2003 has not been separately computed and is not reflected in the Department’s general
fund financial statements.

Accumulated Sick Leave

Sick leave can accumulate at the rate of one and three-quarters working days for each month of
service without limit, but can be taken only in the event of illness and is not convertible to pay
upon termination of employment. Accumulated sick leave as of June 30, 2003 approximated
$24,018,000.
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Deferred Compensation Plan

The State established a deferred compensation plan (“Plan™) in accordance with Section 457 of the
Internal Revenue Code, which enables State employees to defer a portion of their compensation.
The deferred compensation is not available to employees until termination, retirement, death or
unforeseeable emergency.

All amounts of compensation deferred under the Plan, as well as property and rights purchased
with those amounts and income attributable to these amounts, are held in trust by third party agents
for the exclusive benefit of participants and their beneficiaries. The assets and liabilities of the
Plan are not reflected in the State of Hawaii or Department financial statements.

9. Commitments
Operating Leases
The Department leases various office facilities under lease agreements expiring through fiscal year
2007. The following is a schedule of minimum future rentals on noncancelable operating leases

with lease terms over a year at June 30, 2003:

Fiscal Years Ending June 30

2004 $ 191,000
2005 261,000
2006 167,000
2007 114,000

Rent expenditures for the fiscal year ended June 30, 2003 approximated $248,000.

Insurance Coverage

The State maintains certain insurance coverages to satisfy bond indenture agreements as well

as for other purposes, but is substantially self-insured for all other perils including workers’
compensation. The State records a liability for risk financing and insurance related losses,
including incurred but not reported, if it is determined that a loss has been incurred and the amount
can be reasonably estimated. The State retains various risks and insures certain excess layers with
commercial insurance companies. At June 30, 2003, the State recorded an estimated loss for
workers’ compensation, automobile and general liability claims as long-term debt as the losses will
not be liquidated with currently expendable available financial resources. The estimated losses will
be paid from legislative appropriations of the State’s general fund. The Department’s portion of
the State’s workers’ compensation expense for the year ended June 30, 2003 was approximately
$16,400.

Litigation

The Department is involved in various actions, the outcome of which, in the opinion of
management, will not have a material adverse effect on the Department’s financial position.
Losses, if any, are either covered by insurance or will be paid from legislative appropriations
of the State’s general fund.
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10.

11.

12.

Food Distribution Program

The Department receives food commodities from the U.S. Department of Agriculture, Food and
Nutrition Service Agency, under the Food Distribution Program. The Department’s Office of
Community Services distributes the food to community action agencies responsible for distributing
The Emergency Food Assistance Program commodities to needy households or other charitable
organizations. The value of food commodities received by the Department during the fiscal year
ended June 30, 2003 is included in revenues of the Special Revenue Funds and approximated
$1,518,000.

Special Compensation Fund — Workers’ Compensation

HRS Section 386-151 establishes the Special Compensation Fund. This fund is authorized to levy
and collect assessments from insurers and employers for current and projected obligations for
workers’ compensation payments. The Director of Finance is the custodian of the fund and
disbursements are made by the Director of Finance upon orders from the Director of Labor and
Industrial Relations.

HRS Section 386-56 states that the Director of Labor and Industrial Relations shall pay the full
amount of all compensation awards and benefits from the Special Compensation Fund to an
employee or dependent who fails to receive prompt and proper workers’ compensation. The
defaulting employer shall then reimburse the fund for the amounts paid to the employee.

Total expenditures for the fiscal year ended June 30, 2003 were approximately $17,632,000.

Deficit Balances in Funds
At June 30, 2003, the General Fund had an unreserved deficit balance of $339,045 and the Special

Revenue Funds had a deficit balance reserved for weatherization programs of $273,728. The
Department intends to take corrective action to eliminate these deficit balances.
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Department of Labor and Industrial Relations
State of Hawaii

Notes to Schedule of Expenditures for Federal Awards
Year Ended June 30, 2003

1. Basis of Presentation

The accompanying schedule of expenditures of federal awards includes the federal grant activity
of the Department of Labor and Industrial Relations (the “Department”) is presented on the cash
basis of accounting. The information in this schedule is presented in accordance with the
requirements of OMB Circular A-133, Audits of States, Local Governments and Non-Profit
Organizations. Therefore, some amounts presented in this schedule may differ from amounts
presented in, or used in the preparation of, the basic financial statements.

2. Subrecipients

Of the federal expenditures presented in the schedule, the Department provided federal awards to
subrecipients as follows:

Federal Amount
CFDA Provided to
Program Title Number Subrecipients
Department of Agriculture
Seniors Farmers’ Market Nutrition Pilot Program 10.576 $ 326,632
Department of Labor
Senior Community Service Employment Program 17.235 1,597,033
Welfare-to-Work 17.253 1,237,852
Workforce Investment Act
Adult Programs 17.258 3,613,087
Youth Programs 17.259 4,638,338
Dislocated Worker Programs 17.260 3,497,864
Section 171 — SETP and JHS 17.262 1,238,943
Statewide Activities N/A 99,111
Local Admin N/A 1,129,620
14,216,963
Department of Energy
Weatherization Assistance for Low-Income Persons 81.042 176,118
Department of Health and Human Services
Refugee and Entrant Assistance — State Administered
Programs
Cash, Medical and Administration 93.566 8,182
Social Services 93.566 111,863
120,045
Community Services Block Grant 93.569 3,455,599
Community Food and Nutrition Program 93.571 8,325
Total provided to subrecipients $ 18,303,682

N/A =Federal CFDA No. Not Available

37



Department of Labor and Industrial Relations

State of Hawaii
Notes to Schedule of Expenditures for Federal Awards

Year Ended June 30, 2003

3. Unemployment Insurance Expenditures

Unemployment Insurance (CFDA 17.225) expenditures reported on the Schedule of Expenditures
of Federal Awards totaled $15,357,924. Of that amount, Federal and State funded portions of the
expenditures were $15,084,663 and $273,261, respectively.
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PART II

Report on Compliance and Internal Control
Over Financial Reporting

Government Auditing Standards



PricewaterhouseCoopers LLP
First Hawaiian Center

999 Bishop Street, Suite 1900
Honolulu H1 96813
Telephone (808) 531 3400
Facsimile (808) 531 3433

Report of Independent Auditors on Compliance and on
Internal Control Over Financial Reporting Based on an
Audit of Financial Statements Performed in Accordance with
Government Auditing Standards

The Director
Department of Labor and Industrial Relations
State of Hawaii

We have audited the financial statements of the Department of Labor and Industrial Relations, State
of Hawaii, (the “Department™) as of and for the year ended June 30, 2003, and have issued our report
thereon dated March 4, 2004, except as to Note 2 to the financial statements which is dated April 20,
2004. 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.

Compliance

As part of obtaining reasonable assurance about whether the Department’s financial statements are
free of material misstatement, we performed tests of its compliance with certain provisions of laws,
regulations, contracts and grants, noncompliance with which could have a direct and material effect on
the determination of financial statement amounts. However, providing an opinion on compliance with
those provisions was not an objective of our audit and, accordingly, we do not express such an opinion.
The results of our tests disclosed no instances of noncompliance that are required to be reported under
Government Auditing Standards.

Internal Control over Financial Reporting

In planning and performing our audit, we considered the Department’s internal control over financial
reporting in order to determine our auditing procedures for the purpose of expressing our opinion on
the financial statements and not to provide assurance on the internal control over financial reporting.
However, we noted a matter involving the internal control over financial reporting and its operation
that we consider to be a reportable condition. Reportable conditions involve matters coming to our
attention relating to significant deficiencies in the design or operation of the internal control over
financial reporting that, in our judgment, could adversely affect the Department’s ability to record,
process, summarize, and report financial data consistent with the assertions of management in the
financial statements. The reportable condition is described in the accompanying schedule of findings
and questioned costs as item 03-1.
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A material weakness is a condition in which the design or operation of one or more of the internal
control components does not reduce to a relatively low level the risk that misstatements in amounts that
would be material in relation to the financial statements being audited may occur and not be detected
within a timely period by employees in the normal course of performing their assigned functions. Our
consideration of the internal control over financial reporting would not necessarily disclose all matters
in the internal control that might be reportable conditions and, accordingly, would not necessarily
disclose all reportable conditions that are also considered to be material weaknesses. However, we
consider the reportable condition described above to be a material weakness. We also noted other
matters involving the internal control over financial reporting that we have reported to management of
the Department in a separate letter dated March 4, 2004.

This report is intended solely for the information of the Department’s management, U.S. Department of

Labor, federal awarding agencies and pass-through entities and is not intended to be and should not be
used by anyone other than these specified parties.

Pﬂwwm&»ﬁbow LLp

Honolulu, Hawaii
April 20, 2004
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PART III

Report on Compliance and Internal
Control Over Compliance

OMB Circular A-133



PricewaterhouseCoopers LLP
First Hawaiian Center

999 Bishop Street, Suite 1900
Honolulu HI 96813
Telephone (808) 531 3400
Facsimile (808) 531 3433

Report of Independent Auditors on Compliance
 With Requirements Applicable to Each Major Program
and Internal Control Over Compliance
in Accordance with OMB Circular A-133

The Director
Department of Labor and Industrial Relations
State of Hawaii

Compliance

We have audited the compliance of the Department of Labor and Industrial Relations, State of Hawaii,
(the “Department”) with the types of compliance requirements described in the U.S. Office of
Management and Budget (“OMB”) Circular A-133 Compliance Supplement that are applicable to
each of its major federal programs for the year ended June 30, 2003. The Department’s major federal
programs are identified in the summary of auditor’s result section of the accompanying schedule of
findings and questioned costs. Compliance with the requirements of laws, regulations, contracts

and grants applicable to each of its major federal programs is the responsibility of the Department’s
management. Our responsibility is to express an opinion on the Department’s compliance based on
our audit.

We conducted our audit of compliance in accordance with auditing standards generally accepted in

the United States of America; the standards applicable to financial audits contained in Government
Auditing Standards, issued by the Comptroller General of the United States; and OMB Circular A-133,
Audits of States, Local Governments and Non-Profit Organizations. Those standards and OMB
Circular A-133 require that we plan and perform the audit to obtain reasonable assurance about
whether noncompliance with the types of compliance requirements referred to above that could have a
direct and material effect on a major federal program occurred. An audit includes examining, on a test
basis, evidence about the Department’s compliance with those requirements and performing such other
procedures, as we considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinion. Our audit does not provide a legal determination on the Department’s
compliance with those requirements.

In our opinion, the Department complied, in all material respects, with the requirements referred

to above that are applicable to each of its major federal programs for the year ended June 30, 2003.
However, the results of our auditing procedures disclosed an instance of noncompliance with those
requirements that are required to be reported in accordance with OMB Circular A-133 and which is
described in the accompanying schedule of findings and questioned costs as item 03-2.
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Internal Control Over Compliance

The management of the Department is responsible for establishing and maintaining effective internal
control over compliance with requirements of laws, regulations, contracts and grants applicable to
federal programs. In planning and performing our audit, we considered the Department’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 in accordance
with OMB Circular A-133.

Our consideration of the internal control over compliance would not necessarily disclose all matters in
the internal control that might be material weaknesses. A material weakness is a condition in which the
design or operation of one or more of the internal control components does not reduce to a relatively
low level the risk that noncompliance with applicable requirements of laws, regulations, contracts and
grants that would be material in relation to a major federal program being audited may occur and not
be detected within a timely period by employees in the normal course of performing their assigned
functions. We noted no matters involving the internal control over compliance and its operation that
we consider to be material weaknesses. However, we noted other matters involving the internal control
over compliance and its operation that we have reported to management of the Department in a
separate letter dated March 4, 2004,

This report is intended solely for the information of the Department’s management, U.S. Department of

Labor, federal awarding agencies and pass-through entities and is not intended to be and should not be
used by anyone other than these specified parties.

A0 LA LO0ps «p

Honolulu, Hawaii
March 4, 2004
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PART IV

Schedule of Findings and Questioned Costs



Department of Labor and Industrial Relations ’

State of Hawaii
Schedule of Findings and Questioned Costs
Year Ended June 30, 2003

Section I — Summary of Auditor’s Results

Financial Statements
Type of auditor’s report issued

Internal control over financial reporting
Material weaknesses identified?

Reportable conditions identified that are not considered
to be material weaknesses?

Noncompliance material to financial statements noted?
Federal Awards
Internal control over major programs
Material weaknesses identified?
Reportable conditions identified that are not considered
to be material weaknesses?
Type of auditor’s report issued on compliance for major
programs
Any audit findings disclosed that are required to be reported
in accordance with Circular A-133, Section .510(a)?

Identification of Major Programs

CFDA

Number Federal Program
Department of Labor

17.253-261 Workforce Investment Act

93.569 Community Services Block Grant

Dollar threshold used to distinguish between Type A and
Type B programs
Auditee qualified as low-risk auditee?

! The Department’s entity federal identification number is 99-0266120.
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Unqualified

Yes

None reported
Unqualified

Yes

$ 1,567,562
Yes



Department of Labor and Industrial Relations
State of Hawaii

Schedule of Findings and Questioned Costs

Year Ended June 30, 2003

Section II — Financial Statement Findings

Material Weakness
Internal Control over Financial Reporting

Finding No. 03-1: Misclassification of Funds

Governmental Accounting Standards Board (“GASB”) Statement No. 34, Basic Financial Statements —
and Management’s Discussion and Analysis — For State and Local Governments, as amended,
discontinued the use and reporting of expendable trust funds in the Fiduciary Funds financial statements
of fiduciary net assets and changes in fiduciary net assets.

The Department misclassified the Unemployment Compensation Fund, Disability Compensation Fund,
Nonwork Connected Disability Fund and Premium Supplementation Fund as expendable trust funds in
the Fiduciary Funds financial statements of fiduciary net assets and changes in fiduciary net assets for the
year ended June 30, 2003. The Unemployment Compensation Fund and Disability Compensation Fund
should have been classified as enterprise funds and the Nonwork Connected Disability Fund and
Premium Supplementation Fund should have been classified as special revenue funds.

The misclassifications had no impact on amounts previously reported in the individual fund financial
statements of the Unemployment Compensation Fund, Disability Compensation Fund, Nonwork
Connected Disability Fund and Premium Supplementation Fund. However, the misclassifications
resulted in misstatements of total governmental activities and business-type activities reported in the
department-wide financial statements of net assets and activities, totals reported in the Governmental
Funds balance sheet and statement of revenues, expenditures and changes in fund balances, and totals
reported in the Proprietary Funds financial statements of net assets, changes in net assets and cash flows.
There were no questioned costs pertaining to federal funds as a result of the misclassification.

Recommendation —

We recommended that, and the Department has already, restated its basic financial statements for the year
ended June 30, 2003 to properly classify the Unemployment Compensation Fund, Disability
Compensation Fund, Nonwork Connected Disability Fund and Premium Supplementation Fund to
conform to the provisions of GASB Statement No. 34. Accordingly, no further action is required.
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Department of Labor and Industrial Relations

State of Hawaii
Schedule of Findings and Questioned Costs
Year Ended June 30, 2003

Section IIT — Federal Award Findings and Questioned Costs

Questioned
Costs
Finding No. 03-2: Subrecipient Monitoring 3 -
Federal Agency: Department of Labor
CFDA Number and Title: 17.000, 17.258:260 — Workforce Investment Act Cluster
Award Number: AA-10589-00-50; AA-11247-01-50; AA-12007-02-50
Award Year: July 1, 2000 - June 30, 2005

We noted that the Department is not performing formal on-site subrecipient monitoring at all local area
programs on an annual basis. Currently, the Work Force Development Division (““WDD”) performs
formal subrecipient monitoring activities on a biennial basis.

The Office of Management and Budget Circular A-133 March 2003 Compliance Supplement for the
Workforce Investment Act (“WIA”) Cluster states that, “each state must have a monitoring system which
provides for annual on-site monitoring reviews of local area’s compliance with DOL uniform
administrative requirements, as required by WIA section 184(a)(4).”

Recommendation —

We recommend that the Department ensure that formal subrecipient monitoring activities are performed
at local programs on an annual basis in accordance with federal regulations.

45



Department of Labor and Industrial Relations

State of Hawaii
Schedule of Findings and Questioned Costs

Year Ended June 30, 2003

Section IV — Prior Year Audit Findings

There were no prior year findings.
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