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BENJAMIN J. CAYETANO
GOVENOR

STATE OF HAWAII
EMPLOYEES RETIREMENT SYSTEM

December 21, 2001

Honorable Benjamin J. Cayetano
Governor, State of Hawaii
Honolulu, Hawaii 96813

Dear Governor Cayetano:

It is my pleasure to submit the Employees Retirement System's (ERS) Comprehensive Annua
Financiad Report for the fiscd year ended June 30, 2001. This report provides information on the
financid atus of the ERS and highlights sSgnificant changes that occurred during the fiscdl year.

A mgor concern of the Board of Trusteesisthe ERS unfunded accrued liability which grew from
$543 million on June 30, 2000 to $991 million on June 30, 2001 on an actuaria basis. When using
the fair vaue of assets, the unfunded accrued liability wasin excess of $1.7 billion. A large
unfunded ligbility resultsin large employer contributions. The increase was primarily dueto a
declinein investment returns and the decrease in employer contributions.  Although the investment
returns over the past 5 years have averaged 8.8% each year, the ERS had a 6.7% negative return in
FY 2001 due to poor market conditions.

Last year, the Legidative Auditor expressed concern on the ERS unfunded liability because of a
1999 law that diverted over $346 million of ERS investment earnings to help balance the State and
counties budgets. During the past year, the State and counties only contributed $8.1 million as the
result of the new law while the retirement benefit payments exceeded $548 million for the yesr.

The Board strongly supports legidation that will ensure that the ERS is adequately funded to pay for
the pension benefits promisad to current and future retirees. The diversion of investment earningsin
the past meansthat it will take longer to reduce the ERS unfunded ligbility. If ERS investment
earnings are again diverted, we will further burden our children and future taxpayers with today's
retirement costs.

On behdf of the Board of Trustees, | would like to thank the loya gtaff, investment managers,
consultants and the many others who have worked so diligently to assure the successful operation of
the ERS.

ectively submitted,

P e ———.

Dawin Hamamoto, Chair
Board of Trustees

City Financial Tower
201 Merchant Street, Suite 1400 ¢ Honolulu, Hawaii 96813-2980
Telephone (808) 586-1660 ¢ Fax (808) 586-1677
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December 19, 2001

Board of Trustees

Employees Retirement System
State of Hawali

Honolulu, Hawaii 96813

Dear Board Members:

It isour privilege to submit to you the seventy-sixth Comprehensve Annua Financiad Report (CAFR)
of the Employees Retirement System of the State of Hawaii (ERS) for the fiscal year ended June 30,
2001. Responghility for both the accuracy of the data, as well as the completeness and fairness of the
presentation, rests with the management of the ERS. To the best of our knowledge and belief, the
enclosed dataiis accurate in al materid respects and is reported in amanner that fairly presents the
financiad pogition and results of the ERS' operations.

The ERS was established by the Legidature in 1925 to provide retirement, disability and survivor
benefits for State and county employees including teachers, professors, police officers, firefighters,
judiciary employees, judges, and elected officds

On March 31, 2001, the ERS tota membership of 93,068 was comprised of 59,992 active members,
3,416 inactive vested members, and 29,660 retirees and beneficiaries. This represents a 2.4% growth
in the total membership over the previous year. Participating employersinclude the State of Hawaii,
City and County of Honolulu and the Counties of Hawaii, Maui and Kauai.

Thisreport is divided into five sections

(1) Introductory - includes tranamitta letters, ERS' organizationd structure, a Certificate of
Achievement for Excdllence in Financid Reporting, and a summary of benefit provisons
and retirement options;

(2) Hnandid - contains areport of the Independent Certified Public Accountants, the financia
gatements of the ERS and supplementary information;

(3) Investment - includes reports of investment activity, investment policies, investment results,
and various investment schedules,

City Financial Tower
201 Merchant Street, Suite 1400 ¢ Honolulu, Hawaii 96813-2980
Telephone (808) 586-1660 * Fax (808) 586-1677

Comprehensive Annual Financial Report 2001



6 Introductory Section

(4) Actuarid - containsthe Actuary’s Letter of Certification and results of the annud actuaria
vauation; and
(5) Satidticd - reporting Sgnificant data pertaining to the ERS.

INTERNAL CONTROLS

The management of ERS is respongble for and has implemented systems of interna accounting
controls designed to provide reasonable assurances for the safeguarding of assets and the rdliagbility of
financia records. We bdieve that the internal accounting controls currently in place are adequate to
mest the purpose for which they wereintended. We aso believe the financid statements, supporting
schedules and Setistical tables to be fairly presented in al materid respects.

ACCOUNTING SYSTEM AND REPORTS

The accrud basis of accounting is used in recording financid transactions. Expenses are recorded

when the ligbility isincurred, and revenues are recorded in the accounting period in which they are
earned and become measurable. Interest earned is accrued on amonthly basis. Accounts receivable at
year-end, in addition to accrued interest receivable, reflect accrued employer charges and investment
proceeds due on sales that have not yet settled. Investments are recorded at fair value. Fixed assets are
recorded at cost less accumulated depreciation. Under our cash management program, receipts are
immediately deposited and are recorded as undistributed deposits until such time as they are dlocated

to member contributions, employer receivables, employer contributions, and investment income.

ADDITIONSTO PLAN NET ASSETS
For aretirement system to adequately fund the payment of future retirement benefits, it is necessary to

accumulate sufficient assets on aregular and systemdtic basis. The ERS derives its revenues from the
three principa sources summarized below:

Increase/ I ncrease/

(Decrease) (Decrease)
2001 2000 Amount Per centage

Member contributions $ 54,489,895 $ 57,358,185 $ (2,868,290) (5.0%
Employer contributions 8,131,900 22,392,100 (14,260,200) (63.7)%
Net investment income (679,605,059) 695,151,054 (1,374,756,113) (197.8)%
Total $ (616,983,264 $ 774,901,339 $ (1,391,884,603) (179.6)%

Member contributions decreased due to the decreasing number of members in the Contributory Plan.
Since 1984, most new members are required to join the Noncontributory Plan.

State and county government employer contributions for the fiscal years ended June 30, 2001 and 2000
were based on June 30, 1998 and 1997 actuaria valuation reports, respectively. Decreases in employer
contributions resulted from legidative actions and areated lawsuit settlement agreement. Legidaive
actions included the use of actuaria investment earnings above 10% to reduce the State and county

Employees' Retirement System of the State of Hawaii
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contributions to the ERS and an extension of the repayment period for the 1994 and 1995 Early
Incentive Retirement Programs.

The declinein net investment income during the past fiscd year was primarily the result of adowing
economy, rising energy prices, and the burgting of the internet bubble.

DEDUCTIONSTO PLAN NET ASSETS

The primary purpose of the ERS isto provide retirement, disability and survivor benefits to quaified
members and their beneficiaries. The cost of this program includes recurring pension benefit
payments, the refund of contributions (plus interest) to new retirees and former members, and the cost
to adminigter the ERS. Expenses for the past two fisca years are shown below:

Increase/ I ncrease/
(Decrease) (Decrease)
2001 2000 Amount Per centage
Benefits — semimonthly payments $ 50327749%6 $ 471243914 $ 32,033,582 6.8%
Benefits— one-time refund option 41,629,313 43,157,307 (1,527,994) (35%
and death payments
Refund of member contributions 3,892,377 4,318,654 (426,277) (9.9%
Administrative expenses 4,893,711 4,168,717 724,94 174%
Total $ 553692897 $ 522888592 $ 30,804,305 5.9%

Theincrease in benefit payments reflects an increase in the number of retirees and the annual post
retirement benefit increase. The decrease in the refund of one-time benefit paymentsis due to the
decreasing number of membersin the Contributory Plan. Adminigtrative expense increases reflect the
cost of developing a new computer and office automation system, filling severa key postions that
were vacant, and completing actuarial work that is not required annualy. Administrative expenses are
detailed in the Financia Section of the CAFR.

INVESTMENTS

The ERS has diverdfied its investment portfolio to secure congstent, positive long-term investment
returns while preserving capital. The divergfication of investments through an asset dlocation

Srategy is generdly regarded as the most important decison made in the investment process. Studies
have indicated that over 85% of the variability in investment returns can be attributed to the asset
dlocation decison. A summary of the ERS' long-term asset dlocation strategy can be found in the
Investment Section of this report.

Investment policies and procedures have been devel oped based upon certain investment criteriato
alow for the delegation of investment authority to professond investment advisors. The invesment
policy outlines the responghbility for the investment of the fund assets and the degree of risk that is
deemed gppropriate for the fund. Professond investment managers have been retained to execute the
ERS invesment policy and have full discretion within statutory authority, Board policies and their
respective guiddines. The investment managers retained by the Board as of June 30, 2001 are listed in
the Investment Section.

Comprehensive Annual Financial Report 2001



8 Introductory Section

Although the ERS had a 6.7% negative return in FY 2001, the ERS managed to best most of the mgjor
investment performance indices. If not for the diversified investment portfolio and the Board' s asset
adlocation strategies, the negative return would have been greeter. It is dso worth noting that total net
investment earnings over the past 5 years were dmost $3.5 billion and the average annual return over
the 5-year period was 8.8%.

The 18-year bull market in stocks came to an end in March 2000 and market volatility has continued
through the second half of 2001. A sgnificant recovery in investment earnings during the new fiscd
year will be difficult to achieve especidly with the tragic events of the September 11 terrorists' attacks.
However, by adhering to its long-range assat dlocation strategy and monitoring investment managers
performance, the Board continues to position the ERS for competitive returns.

FUNDING STATUS

The overal objective of ERS is to accumulate sufficient assets to meet current and future retirement,
disability and death benefit obligations to retirees and beneficiaries. The greater the levd of funding,

the larger the ratio of assets accumulated to the actuarid accrued ligbility and the greater the leve of
investment potentia. The funded ratio on an actuarid basis was 90.6% and 94.4% as of June 30, 2001
and June 30, 2000, respectively. When using the fair vaue of assets, the funded ratio on June 30, 2001
was gpproximately 83%. A detailed discussion of the funding method is provided in the Actuarid
Section of thisreport.

PROFESSIONAL SERVICES

Professiond consultants are gppointed by the Board of Trustees to perform professiona services that
are essentid to the effective and efficient operation of the ERS.  Opinions from the certified public
accounting firm, Grant Thornton LLP, and the actuary, Gabriel, Roeder, Smith & Company, are
included in this report. Callan Associates Inc. serves as the invesment consultant.

M AJOR EVENTS/INITIATIVES

We expanded our direct deposit program to include mainland banks participating in the Automated
Clearing House (ACH) program. This benefits retirees on the US mainland by offering timely
electronic depost of their sesmimonthly pension checks while aso reducing ERS bank charges,
postage, and other check issuance expenses.

In June 2001, anew law was enacted to provide a pension increase for members with military service
who retired prior to July 2, 1989. In September 2001, informational materiad and claim forms were
sent to over 11,000 members who retired prior to July 2, 1989.

We completed the implementation of the Board' s long-term asset dlocation strategies that were
adopted last year. Two investment management firms were terminated during the year. We aso put
out to bid and executed multi-year contracts for investment consulting and actuaria services.

Employees' Retirement System of the State of Hawaii
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AWARDS

The Government Finance Officers Association of the United States and Canada (GFOA) awarded a
Certificate of Achievement for Excellence in Financid Reporting (CAFR) to the Employees
Retirement System of the State of Hawaii for its CAFR for the fiscal year ended June 30, 2000. The
Certificate of Achievement is a prestigious nationd award recognizing excellence in the preparation of
gate and loca government financid reports.

To be awarded the Certificate of Achievement, a government unit must publish an easily readable and
efficiently organized CAFR, whose contents meet or exceed program standards. This report must
satisty both generdly accepted accounting principles and gpplicable legd requirements. A Certificate
of Achievement isvaid for only oneyear. The ERS has received a Certificate of Achievement for the
last deven consecutive fiscad years. We believe this report continues to conform to the Certificate of
Achievement Program requirements and we are submitting it to the GFOA for consderation again this
year.

ACKNOWLEDGEMENTS

This report represents the dedicated collaborative efforts of ERS staff and consultants to provide
complete and religble information as a basis for making management decisons, determining
compliance with legd provisons, and determining responsible stewardship of the assets contributed by
the ERS members and their employers. The report will be provided to legidators, State and county
officids, and other interested parties.

Sincerdy,

: : ’
r .-'l_ are
M\i Ll\"”“s S W S——

David Shi mat;ukuro
Adminigrator

Comprehensive Annual Financial Report 2001



10 Introductory Section

BOARD OF TRUSTEES

Date Current
Name Term Began
Elected:
Dr. Hubert V. Everly ..o January 2, 1996
Ms. Jackie Ferguson-Miyamoto ...........ccevererenencncennn. January 2, 1996
Ms. PilidohaE. LEELOY......cccoccviieecieceee e January 2, 1998
Mr. Darwin J. Hamamoto, Chair .........ccccccveeeeevivveee e, January 2, 2000
Appointed:
Mr. Tobias (Toby) M. L. Martyn, Vice Chair...................... April 25, 1997
Mr. Richard (Rick) L. Humphreys..........ccccoevveieiiiece, May 10, 1999
Mr. Colbert M. MaSumotO..........coecveeeeeecieieee e May 14, 2001
Ex-Offido:
Mr. Nea H. Miyahira..........ccccoceiieieiienicie e May 24, 1999

Date
Term Ends

January 1, 2002
January 1, 2002
January 1, 2004
January 1, 2006

January 1, 2003
January 1, 2005
January 1, 2007

The Board of Trustees is the governing body of the Employees Retirement Sysem of the State of
Hawaii, with certan areas of adminidrative control vested in the State Depatment of Budget and

Finance.

Four of the eight members on the Board are elected by the membership: two generd employees, a
teacher and a retiree.  Three members are citizens of the State, one of whom is an officer of a bank
authorized to do business in the State or a person of similar experience, who are not employees and are

appointed by the Governor. The State Director of Finance is an ex-offico member by statute.

Employees' Retirement System of the State of Hawaii
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ORGANIZATIONAL STRUCTURE

Board of Trustees

{ Administrator ]

{ Chief Investment Officer ] [ Assistant Administrator ]

{ Accounting ][ Enroliment Claims [ Information ][ Mortgage ]{ Staff Support ]

Branch & Benefits Branch Systems Services Services

Administrator David Y. Shimabukuro
Assistant Administrator Wedey K. Machida
Chief Investment Officer Kimo Blasddll
Actuary Medical Board
Gabridl, Roeder, Smith and Company Dr. Rowlin L. Lichter, Chair
Dr. PatriciaL. Chinn, Member
Auditors Dr. William T. J. Cody, Member
Grant Thornton LLP
L egal Advisor

Attorney Generd of Hawaii

Comprehensive Annual Financial Report 2001
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Certificate of
Achievement

for Excellence
in Financial
Reporting

Presented to

Employees Retirement
System of the State of
Hawaii

For its Comprehensive Annual
Financial Report
for the Fiscal Year Ended
June 30, 2000

A Certificate of Achievement for Excellence in Financial
Reporting is presented by the Government Finance Officers
Association of the United States and Canada to
government units and public employee retirement
systems whose comprehensive annual financial
reports {CAFRs) achieve the highest
standards in government accounting

and financial reporting.

slff), ree
S e

Executive Director

O T

< o
é‘w EMIEE’EJ. .i%u
b
L SEAL for
SIS

it e
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Introductory Section 13

PLAN SUMMARY

The Employees Retirement Sysem (ERS) of the State of Hawaii was established by the Legidature in
1925 to provide retirement, disability and survivor benefits for State employees, teachers, professors,
county employees, police officers, firefighters, judges and dected officids.

The ERS is a qudified defined benefit penson plan under Section 401(a) of the Internd Revenue
Code. As such, the ERS is exempt from federd income taxation on its invesment earnings. Since
January 1, 1988, member contributions have been tax deferred under Section 414(h) of the Interna
Revenue Code.

Members are covered by the provisons of the contributory or noncontributory retirement plan. Those
in the Contributory Plan are required to make contributions to the ERS and may aso be covered by
Socid Security.  Employees in the following occupationd groups are required to be members of the
Contributory Plan:  police officers, firefighters, judges, dected officids, legidative officers, State and
County depatment heads and deputies, attorney generd invedtigators, narcotics enforcement
investigators, and public safety investigators. As of March 31, 2001, 11,108 active employees were
enrolled in the Contributory Plan.

Members of the Noncontributory Plan do not make contributions to the ERS and must be covered by
Socid Security. The Noncontributory Plan covers most employees hired from July 1, 1984, as well as
employees hired before that date who elected to join the plan. As of March 31, 2001, there were
48,834 active employees in the Noncontributory Plan, which represents over 81% of dl active
members.  Sincemost new employees are required to become members of the Noncontributory Plan,
these numbers will continue to increase.

A summary of the generd retirement benefits for contributory and noncontributory members is on the
following pages. The payment options available to members upon ther retirement are dso included.

Comprehensive Annual Financial Report 2001



14 Introductory Section

SUMMARY OF RETIREMENT BENEFIT PLAN PROVISIONS

Employee Contributions

Normal Retirement
Hligibility

Benefit

Early Retirement
Bligibility

Benefit

Deferred Vesting
Requirements

Benefit

Noncontributory Plan

No employee contributions

Age 62 and 10 years credited
service OR

Age 55 and 30 yeas credited
service

1-1/4% of average final
compensation  times years of
credited service (Average fina
compensation or AFC is an average
of the highest salaries during any
three years of credited service,
excluding any sday pad in lieu of
vacation or if ERS membership
occurred prior to 1/1/71, AFC may
be an average of the highest salaries
during any five years of credited
service including any sdary pad in
lieu of vacation.)

Age 55 and 20 years credited
service

Normal alowance reduced 6% per
year under age 62

10 years credited service

Accrued norma alowance payable
at age 65

Contributory Plan

7.8% of salary

Age 55 and 5 years credited
service

2% of average final compensation
times years of credited service
(Average final compensation or
AFC is an average of the highest
sdaries during any three years of
credited service, excluding any
sdary pad in lieu of vacation or if
ERS membership occurred prior
to /1/71, AFC may be an average
of the highest sdaries during any
five years of credited service
including any sday pad in lieu
of vacation.)

Any age and 25 years credited
service

Maximum alowance reduced 5%
per year under age 55 plus 4% per
year under age 50

5 years credited service and
contributions left in the ERS
Accrued maximum  alowance
payable at age 55

Employees' Retirement System of the State of Hawaii



Ordinary Disability
Bligibility

Benefit

Service-Connected

Disability (dueto

accident on the job)
Bligibility

Benefit

Ordinary Death
Eligibility

Benefit

Noncontributory Plan

10 years credited service
Accrued normal alowance
unreduced for age

Any age or credited service

Accrued norma alowance, but not
less than 15% AFC unreduced for

age

Active employee a time of death
with at least 10 years of credited
service

Surviving spouse and  dependent
children receive a benefit equal to a
percentage of member's accrued
norma alowance unreduced for age
o if member was digble for
retirement a the time of death,
Option B (100% Joint and Survivor)

benefit for surviving spouse and a

percentage of member's accrued
norma alowance unreduced for age
for the dependent children

Introductory Section 15

Contributory Plan

10 years credited service

1-3/4% AFC for each full year of
credited service with a minimum
of 30% AFC unreduced for age

Any age or credited service

Totdly disabled lifetime pension
of 66-2/3% AFC plus annuity
unreduced for age.

Occupationdly  dissbled:  same
benefit (66-2/3% penson plus
annuity) paid for 3 years and then
pension is reduced to 33-1/3%
AFC if not totaly disabled
unreduced for age.

For accidents after July 7, 1998,
member  receives  return  of
contributions plus 50% of AFC
unreduced for age.

Active employee at time of death
with at least 1 year of service

Return of member’s contributions
and accrued interest plus a
percentage of the salary earned in
the 12 months preceding death or
Option 2 (100% Joint and
Survivor) benefit if member was
eligible for retirement a the time
of death and one beneficiary
designated or Option 3 (50% Joint
and Survivor) benefit if member
was not digible for retirement at
the time of death, credited with 10
years of servicek and one
beneficiary designated

Comprehensive Annual Financial Report 2001
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Noncontributory Plan Contributory Plan
Service-Connected
Death (due to accident
on the job)
Eligibility Any age or service Any age or service
Benefit Surviving spouse and  dependent Return of member’s contributions,

children receive penson equad to a and accrued interest plus pension
percentage of member's accrued of 50% AFC to surviving spouse,

norma dlowance, based on mini- dependent children or dependent
mum accrued normal alowance of parents
30% AFC

The plan provisions summarized above gpply to teachers and most State and County employees.
Specia provisons gpplicable to other groups of employees are outlined below:

A)

B)

C)

Police officers, firefighters, investigators of the Depatment of the Prosecuting Attorney and the
Attorney Generd, narcotic enforcement investigators, and public safety investigators contribute
12.2% of their monthly sdary to the ERS ingead of 7.8%. These members may retire a age 55
with 10 years of credited service or & any age with 25 years of credited service and receive a
retirement benefit of 21/2% of average find compensation (AFC) for each year of such service up
to a maximum of 80% AFC, provided the last 5 years is credited sarvice in any of these
occupations.

Judges, dected officids, and legidaive officers may retire a age 55 with a leest 5 years of
credited service, or a any age with at least 10 years of credited service and recelve a penson of
3-1/2% of AFC for each year of such service plus an annuity from their contributions alocable to
the period of such service. This benefit cannot exceed 75% of the AFC. Judges hired after June
30, 1999 need 25 years of credited servicein order to retire before age 55.

Sewer workers in specified classfications and water safety officers may retire a any age if they are
credited with 25 years of such service with the last 5 or more years in these occupations.

Post Retirement Benefit

Each retireds origina retirement alowance is incressed by 2-1/2% on each July 1 beginning the
cdendar year after retirement. This cumulative benefit is not compounded and increases each year by
another 2-1/2% of the origind retirement alowance without a celling (i.e, 2-1/2% of the origind
retirement alowance the first year, 5% the second year, 7-1/2% the third year, etc.).

Employees' Retirement System of the State of Hawaii
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Taxation of Benefits

All retirement benefits are subject to Federd income taxes but are exempt from any Hawai State
income taxes. Arrangements to initiate voluntary withholding of Federd income tax can be made a
any time. The ERS aso provides retirees with a 1099-R tax form on or before January 31 of each year.

Additional Benefits

Retirees, their spouses and dependent children under age 19 can enjoy life insurance, medicd, dentd,
vison, and drug coverage from the Hawaii Public Employees Hedth Fund or their union organization.

Members hired before July 1, 1996, who retire with a least 10 years of credited service, receive hedth
benefits a no premium cost. After June 30, 1996, members who are first hired, or rehired members
who return to service with less than 10 years of credited service, quaify for hedth benefits on a cost
sharing basis as long as the member retires with at least 10 years of servicee. Members with 25 or more
years of service qudify for hedth benefits a no premium cost. Unused Sck leave is excluded from
credited service in determining heath benefit coverage. Retirees and their spouses are dso digible to
receive areimbursement of the Medicare Part B medica insurance premium.

An update of benefits should be obtained from the Hedth Fund office prior to retirement snce changes
may have occurred.

Applying for Retirement

A member mugt file a service retirement gpplication with the ERS no less than 30 days but not more
than 90 days prior to the effective date of retirement. Once the gpplication has been filed, cancellation
prior to the effective dae of retirement is permitted; however, the law requires mandatory retirement
upon the third gpplication. Members resding on the neighbor idands may obtan retirement
goplication forms a the following locations:

Hawai Didrict Office Kaua Didrict Office
101 Aupuni Street, Suite 203 3060 Eiwa Street, Room 302
Hilo, Hawaii 96720 Lihue, Hawali 96766

Maui Didrict Office
54 S. High Street, Room 218
Wailuku, Hawaii 96793

Counsdling Service

It is the policy of the ERS to render every possible service to its members, however, as thousands of
inquiries are received and answered annudly, in addition to the actua processng of clams and
benefits, present Staff and appropriations redrict this service to those members whose immediate
welfare is dependent upon the prompt settlement of benefits Members who are not planning
immediate retirement but who are interested in their benefit Status, should contact the ERS for the
estimate workshedts that will enable them to do thar own cdcuations. Members who are definite
about retirement should contact the ERS to request formd retirement estimates.

Comprehensive Annual Financial Report 2001
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RETIREMENT OPTIONS

CONTRIBUTORY PLAN

Maximum Allowance: The membe recaves a lifdime maximum dlowance and a death, the
difference between the vaue of the member's contributions a the time of retirement and the retirement
alowance paid prior to death is paid to the designated beneficiary(ies) or estate.

Option One: The member receives a reduced lifetime alowance based on age and at death, the
difference between the initid insurance reserve and the retirement dlowance paid prior to deeth is pad
to the designated beneficiary(ies) or estate.

Option Two (100% Joint and Survivor): The member receives a reduced lifetime alowance based
on ages of both the member and the sole beneficiary and a deeth, the same dlowance is pad to the
desgnated beneficiary for life.  Should the desgnated beneficiary predecease the retiree, another
beneficiary cannot be named and dl paymentswill cease a the retireg's degth.

Option Three (50% Joint and Survivor): This plan is dmilar to Option Two. The member
recelves a reduced lifetime alowance which is higher than Option Two and is based on ages of both
the member and the sole beneficiary; however, a death one-hdf of the alowance is pad to the
desgnated beneficiary for life. Like Option Two, should the designated beneficiary predecease the
retiree, another beneficiary cannot be named and al payments will cease a the retiree's death.

Option Four: This option dlows the member to devise a plan that will provide a benefit according
to the member's specifications. It requires certification by the Actuary and approvd of the Board of
Trustees. The following Option Four plans have been approved:

Combination of Options Five and Maximum Allowance. The member receives a reduced lifetime
dlowance and is dlowed to withdraw the pre-1987 nontaxable contributions, 50% of accumulated
contributions, or 75% of accumulated contributions; at death, the difference between the value of the
member's contributions a the time of retirement and the retirement alowance paid prior to deeth is
paid to the designated beneficiary(ies) or etate.

Combination of Options Five and One. The member receives a reduced lifetime alowance and is
dlowed to withdraw the pre-1987 nontaxable contributions, 50% of accumulated contributions, or 75%
of accumulated contributions, at desth, the difference between the initid insurance reserve and the
retirement alowance paid prior to death is paid to the designated beneficiary(ies) or estate.

Combination of Options Five and Two. The member recelves a reduced lifetime alowance based
on ages of both the member and the sole beneficiary, and is dlowed to withdrawv the pre-1987
nontaxable contributions, 50% of accumulated contributions, or 75% of accumulated contributions; at
death, the same dlowance is pad to the desgnated beneficiary for life. As in the case of Option Two,
should the designated beneficiary predecease the retiree, another beneficiary cannot be named and al
payments will cease at the retiree's deeth.
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Combination of Options Five and Three. The member receives a reduced lifetime alowance based
on ages of both the member and the sole bendficiary, and is alowed to withdraw the pre-1987
nontaxable contributions, 50% of accumulated contributions, or 75% of accumulated contributions, at
desth, one-hdf of the alowance is paid to the desgnated beneficiary for life. As in the case of Option
Three, should the designated beneficiary predecease the retiree, another beneficiary cannot be named
and dl payments will cease a the retiree's death.

Option Five: The member receves a reduced lifetime adlowance and is dlowed to withdraw 4l
accumulated contributions, a desth, the prorated amount from the last penson payment through the
date of degth is payable to the beneficiary(ies) or estate.

Option Four and Option Five are redtricted to those members with at least ten years of credited
sarvice excluding unused sick leave credit.

Regardless of the option sdected, should desth occur during the firs year of retirement, the
desgnated beneficiary may elect to receive benefits as if death had occurred immediately prior to
retirement in lieu of the death benefits described above.

NONCONTRIBUTORY PLAN

Normal Allowance: The member receives a lifetime penson and at death, the prorated amount from
the last pension payment through the date of desth is payable to the beneficiary(ies) or estate.

Option A (50% Joint and Survivor): The member recaeives a reduced lifetime penson and a
death, one-hdf of the pendon is pad to the sole desgnated beneficiary for life.  Should the designated
beneficiary predecease the retiree, another beneficiary cannot be named and dl payments will cease
upon the retiree's death.

Option B (100% Joint and Survivor): The member receives a reduced lifetime penson and a
death, the same pendon is pad to the sole desgnated beneficiary for life. Like Option A, should the
designated beneficiary predecease the retiree, another beneficiary cannot be named and dl payments
will cease upon the retireg's desth.

Option C (TenYear Guarantee): The member recaeives a reduced lifetime penson. Should death
occur within ten years of retirement, the same penson will be paid to the desgnated beneficiary for the
baance of the tenyear period. Should the designated beneficiary predecease the retiree, another
beneficiary can be named.
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LEGISLATIVE HIGHLIGHT S 2001

Act 61, effective April 26, 2001

Claifies that any specid retirement incentive benefit provided under the Civil Service Reform Act of
2000, Act 253, SLH 2000, will be forfeited if the retiree returns to public service.

Act 101, effective May 18, 2001

Housekeeping measure to clarify the four retirement options in the Noncontributory Plan.

Act 102, effective July 1, 2001

Requires dl retirees and beneficiaries whose payments commence after June 30, 2001, to designate a
finendd inditution into which ther semi-monthly penson checks will be directly deposted. This
method of payment may be waived if another method is determined to be more appropriate.

Act 104, effective July 1, 2001

Provides tha the annua sday growth assumption rate used for actuarid vauation purposes be
changed to afixed rate of 4% after June 30, 1999.

Act 284, effective July 1, 2001

Provides pension increases for those who retired prior to July 2, 1989 and who rendered honorable
active military sarvice in the armed forces. Retirees can clam up to four years of military service a no
cogt, but the claim must be filed by June 30, 2002.

Pensons will be increased a the rate of $36 for each year of military service certified.  Eligibility will
be based on te number of years of membership service (up to 2 years of certified service for retirees
with 8 or more years of membership service, up to 3 years of certified service for retirees with 20 years
or more of membership service and up to 4 years of certified service for retirees with 25 or more years
of membership service).

Act 308, effective July 1, 2001

Allows the Department of Education to rehire retired teachers in shortage areas while dlowing them to
continue to recelve thar retirement benefits without pendty. Also repedsthisact on July 1, 2005.

Employees' Retirement System of the State of Hawaii
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Accountants and

Management Consultants Gﬁlﬂ[ T.I:]Of Ilt()ﬂ ﬁ

rant Thornton LLP
The )5 Member Firm of
Grant Thornton International

Report of Independent Certified Public Accountants

Board of Trustees
Employees Retirement System of the State of Hawali

We have audited the accompanying combining statements of plan net assets of the
Employees Retirement System of the State of Hawaii (System) as of June 30, 2001 and
2000, and the related statements of changes in plan net assets for the years then ended.

These financid datements are the responshility of the Sysem’'s management. Our
responsbility is to express an opinion on these financid statements based on our audit.

We conducted our audits in accordance with auditing standards generally accepted in
the United States of America and the standards applicable to financia audits contained
in Government Auditing Standards, issued by the Comptroller Generd of the United
States.  Those standards require that we plan and perform the audit to obtain reasonable
assurance about whether the financia Satements are free of materiad misstatement.  An
audit indudes examining, on a test bads evidence supporting the amounts and
disclosures in the financid dtatements. An audit dso includes assessing the accounting
principles used and dgnificant estimates made by management, as wdl as evauding the
ovedl finandd statement presentation.  We beieve that our audits provide a
reasonable basis for our opinion.

In our opinion, the financid datements referred to above present fairly, in dl maerid
respects, the plan net assets of the System as of June 30, 2001 and 2000, and the
changes in plan net assats for the years then ended in conformity with accounting
principles generdly accepted in the United States of America
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Board of Trustees
Employees Retirement System of the
State of Hawali

In accordance with Government Auditing Standards, we have dso issued our report dated
November 9, 2001 on our condderation of the Sysem’s internd control over financid
reporting and our tests of its compliance with certain provisons of laws, regulations, contracts
and grants.

Our audit was conducted for the purpose of forming an opinion on the basc financid
datements of the System taken as a whole. The supplementary information for defined benefit
penson plans on pages 41 and 42 is not a required part of the basic financid statements, but is
supplementary information required by the Governmentad Accounting Standards Board. We
have applied cetan limited procedures, which condgsed principdly of inquiries of
management regarding the methods of measurement and presentation of the supplementary
information. However, we did not audit the information and do not express an opinion on it.

The supplementary information included on pages 44 through 48 is presented for purposes of
additionad andyss and is not a required pat of the badc financid daements.  Such
information has been subjected to the auditing procedures gpplied in our audit of the basc
financid dtatements and, in our opinion, is farly stated in dl materid respects in relation to the
basic financid statements taken aswhole.

/‘éw Thombm L LP

Honolulu, Hawaii
November 9, 2001
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COMBINING STATEMENTS OF PLAN NET ASSETS—
ALL TRUST AND AGENCY FUNDS

June 30,
2001
Pension Trust Agency
Employees Social
Retirement Security
System Contribution Total
ASSETS
Cash and short-term investments (notes C2 and F)
Cash $ 30488448 $ 444,061 $ 30,932,509
Short-term investments 270,317,448 15,140,202 285,457,650
300,805,896 15,584,263 316,390,159
Receivables
Accounts receivable and others 1,144,809 1,144,809
Investment sales proceeds 102,991,492 - 102,991,492
Accrued investment income 33,959,106 - 33,959,106
Employer appropriations - 2,763,762 2,763,762
Member contributions 643,639 - 643,639
138,739,046 2,763,762 141,502,808
Investments, at fair value (notes C2 and F)
Equity securities 3,911,396,098 - 3,911,396,098
Fixed income securities 2,847,390,523 - 2,847,390,523
Index funds 1,300,223,822 - 1,300,223,822
Real estate investments 516,253,879 - 516,253,879
Real estate mortgages (note|) 101,439,850 - 101,439,850
Real estate owned 59,505,563 - 59,505,563
Alternative investments 253,643,018 - 253,643,018
8,989,852,753 - 8,989,852,753
Other
Invested securities lending collateral (note F) 823,585,642 - 823,585,642
Equipment at cost, net of depreciation (note K) 5,598,061 - 5,598,061
Other assets 193,086 - 193,086
829,376,789 - 829,376,789
Total assets 10,258,774,484 18,348,025 10,277,122,509
LIABILITIES
Bank overdraft (note F) 5,528,465 - 5,528,465
Accounts and other payables (note ) 24,105,373 - 24,105,373
Investment commitments payable 610,953,125 - 610,953,125
Payable to Internal Revenue Service - 5,535,531 5535531
Due to employers 33,505,790 12,812,494 43,318,284
Securities lending collateral (note F) 823,585,642 — 823,585,642
Total liabilities 1,497,678,395 18,348,025 1,516,026,420
Commitments and contingencies(notesF, G, H and I) — - -
Net assets held in trust for pension benefits (note D)
(aschedule of funding progressiis presented on page 41) $8,761,096,089 $ - $8,761,096,089

The accompanying notes are an integra part of these statements.
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2000
Pension Trust Agency
Employees Social
Retirement Security
System Contribution Total
$ 12594691 $ 592,263 $ 1318694
441,150,333 8,385,470 449,535,803
453,745,024 8,977,733 462,722,757
433,698 433,698
122,613,522 - 122,613,522
48,053,781 - 48,053,781
5,957,000 5,065,362 11,022,862
716,856 — 716,856
177,774,857 5,065,362 182,840,719
4,950,652,904 - 4,950,652,904
2,687,962,580 - 2,687,962,580
1,425,956,847 - 1,425,956,847
443,396,197 - 443,396,197
110,353,222 - 110,353,222
56,500,000 - 56,500,000
199,256,950 — 199,256,950
9,874,078,700 - 9,874,078,700
683,247,443 - 683,247,443
4,112,257 4,112,257
231,536 — 231,536
687,591,236 — 687,591,236
11,193,189,817 14,043 595 11,207,233 412
4,049,367 - 4,049,367
22,518,535 - 22,518,535
515,146,539 - 515,146,539
- 5,531,642 5,531,642
36,455,682 8,511,953 44,967,635
683,247,443 — 683,247,443
1,261,417,566 14,043 595 1,275,461,161
$9,931,772,251 $ - $9,931,772,251

Financial Section
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STATEMENTS OF CHANGESIN PLAN NET ASSETS

Y ear ended June 30,

Additions
Appropriations and contributions (note E)
Employers
Members

Totd contributions

Investment income (| O$t)
From investing activities
Net (depreciation) appreciation in
far vadue of investments

Interest on fixed income securities
Dividends on equity securities
Interest and fees on redl estate mortgages, net
Interest on short-term investments
Income on real estate investments
Net rental income
Alternative investment income
Miscdlaneous

Lessinvestment expenses
Net investment (loss) income
From securities lending activities
Securities lending income
Securities lending expenses

Borrower rebates
Management fees

Less securities lending activities expense

Net income from securities lending activities

Tota net investment (loss) income
Tota additions

Deductions
Benefit payments (note A3)
Refund option payments
Refunds of member contributions
Adminidrative expenses

Totd deductions
NET (DECREASE) INCREASE

Net assets held in trust for pension benefits (note D)
Beginning of year

End of year

2001 2000

$ 8131,900 $ 22,392,100
54,489,895 57,358,185
62,621,795 79,750,285
(998,882,875 388,224,367
150,350 57 148,588,742
106,044,424 99,138,338
(509,685 11,074,754
19.912,06 18.307.677
41,125.756 33,509,811
5,404.185 5,028,421
16,565,982 14.195,267
2213,718 1,566,561

( 25’,167’,21@ 26.772.654
(682,943,065) 692,861,284
45,572,737 27,166,275
41,401,405 24,309,482
833.326 567.023
42,234.731 24,876,505
3,338,006 2289770
(679,605,059) 695,151,054
(616,983,264) 774.901,339
503,277,496 471,243,914
41,629,313 43,157,307
3.802.377 4,318,654
4.893.712 4,168,717
553,692,898 522 888,592
(1,170,676,162) 252 012,747
9,931,772,251 9,679,759,504
$8,761,096,089  $9,931,772,251

The accompanying notes are an integral part of these Satements.
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NOTES TO FINANCIAL STATEMENTS

June 30, 2001 and 2000

NOTE A —DESCRIPTION OF THE SYSTEM
1. Gengrd

The Employees Retirement Sysem of the State of Hawai (System) began operations on
January 1, 1926, having been edablished by the Teritorid Legidature in the preceding yesr.
The Sysem is a cod-shaing, multiple-employer public employee retirement system
edablished to adminiger a penson benefits program for adl State and county employess,
including teachers, police officers, firefighters, correction officers, judges and elected officids.

Employer, pensioner and employee membership dataas of March 31,:

2001 2000
Employers.
State 1 1
Counties 4 4
Totd employers 5 5
Pensoners, beneficiaries and terminated vested members:
Pensioners and beneficiaries currently receiving benefits
and terminated vested members entitled to benefits but
not yet receiving benefits.
Police officers, firefighters and corrections officers 2,488 2,332
All other pensioners and beneficiaries 27,172 26,383
Terminated vested members 3,416 3,016
Total pensioners, beneficiaries and
terminated vested members 33,076 31,731
Current employees:
Vested:
Police officers, firefighters and corrections officers 3,647 3,640
All other employees 31,246 29,844
Nonvested:
Police officers, firefighters and corrections officers 1,084 991
All other employees 24,015 24,716
Totd current employees 59,992 59,191
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NOTE A — DESCRIPTION OF THE SY STEM (continued)

2. TheFinancid Reporting Entity

As required by accounting principles generdly accepted in the United States of America, these
financid datements present the System (the primary government) as a separate reporting entity
from the State of Hawaii (State). The System is not part of the Stat€'s financid reporting entity
because it is a separate legd entity that is fiscaly independent of the State. The System was
established by Chapter 88 of the Hawaii Revised Statutes and is governed by a Board of
Trustees (Board) as discussed below. As the primary government, the System has included the
Socid Security Contribution Fund in its financid daements snce the Socid  Security
Contribution Fund is not alegdly separate entity.

The Board administers the System on behaf of public employees of both the State and county
governments.  Except for limited adminidrative functions, the State does not have the power to
supervise or control the Board in the exercise of its functions, duties and powers. The Board
consgts of eight members. The State Director of Finance is a statutory member of the Board.
Four members of the Board are dected by members of the System and the other three members
of the Board are gppointed by the Governor. Decisons are made with the concurring vote of
five members of the Board. The Boad appoints the Adminisrator and Chief Investment
Officer and engages actuarial and other services required to transact the business of the System.

3. Bendits

Members of the System beong to ether the contributory or noncontributory plan.  All assets of
the System (in the Penson Trust) may be used to pay benefits to any member of he System.
Employees covered by Socid Security on June 30, 1984 were given the option of joining the
noncontributory plan or remaining in the contributory plan. All new employees hired after
June 30, 1984, who are covered by Socid Security, are generally required to join the
noncontributory plan. Most members of the contributory plan are required to contribute 7.8%
of their sdary. Both plans provide a monthly retirement alowance based on the member’s age,
years of credited service, and average find compensation (AFC). The AFC is the average
sday eaned during the five highest paid years of sarvice, including the payment of sday in
lieu of vacetion, or three highest paid years of service, excluding the payment of sday in lieu
of vacation, if the employee became a member prior to January 1, 1971. The AFC for members
hired on or after this date is based on the three highest paid years of service excluding the
payment of sdary in lieu of vacation. Vedsing requirements for the contributory and
noncontributory plans are five years and ten years, respectively.

Ordinary disahility retirement benefits require a minimum of ten years of service, wheress
sarvice connected disability resulting from a job related accident does not have any service
requirement. Under both plans, there is no age requirement.

Ordinary desth benefits under the contributory and noncontributory plans require & least one
year and ten years of service, respectively. Under both plans, there is no service requirement
for service connected degth benefits.
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NOTE A — DESCRIPTION OF THE SY STEM (continued)

3.

Benefits (continued)

Retirement benefits for certain groups of contributory members, such as police officers,
firefighters, some invedtigators, sawer workers, judges and dected officds, vary from generd
employees.  All contributions, benefits and digibility requirements are governed by Chapter 88
of the Hawaii Revised Statutes.

Every retiree's origind retirement alowance is increased by 2-1/2% on each July 1 following
the cdendar year of retirement. This cumulative benefit is not compounded and increases each
year by 2-1/2% of the origind retirement dlowance without a celing (2-1/2% of the origind
retirement allowance the first year, 5% the second year, 7-1/2% the third year, etc.).

NOTE B — SOCIAL SECURITY CONTRIBUTION FUND

The Socid Security Contribution Fund (Contribution Fund) was established under Section 88-224
of the Hawaii Revised Statutes for the following purposes.

1

2.
3.
4,

All

To receive dl federal socid security employers contributions from the State and interest and
pendties on unpaid amounts;

To receive any appropriations to the Contribution Fund;
To pay amounts required to be paid to the Internal Revenue Service (IRS); and
Toinvest and collect income on resources held by the Contribution Fund.

other governmental agencies remit socid security contributions directly to the IRS.  Socid

security contributions withheld from employees are remitted directly to the IRS by the employers.

NOTE C-SUMMARY OF ACCOUNTING POLICIES

A summay of the dgnificant accounting policies consgently applied in the preparation of the
accompanying financid statements follows.

1.

Badis of Accounting

Fiduciary funds are used to account for assets held by the System in a trustee capacity or as an
agent for individuds, private organizations, other governments, and or other funds. The
fiduciary fund types used by the Sysem are a pension trust fund and an agency fund. Each of
the fiduciary funds are consdered a separate fiscd and accounting entity with a sdf-baancing
st of accounts that comprise its assets, liabilities, equity, revenues and expenditures, or
expenses, as appropriate. The accounting and reporting trestment agpplied to a fund is
determined by its measurement focus. The Penson Trust Fund is accounted for on a flow of
economic resources measurement focus. As an agency fund, the Contribution Fund is custodia
in nature and does not measure results of operations.
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NOTE C-SUMMARY OF ACCOUNTING POLICIES (continued)

1.

Basis of Accounting (continued)

The financid dSatements are prepared usng the accrud bass of accounting under which
expenses are recorded when the ligbility is incurred, revenues are recorded in the accounting
period in which they are earned and become measurable.  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. Investment
purchases and sales are recorded as of ther trade date. Adminigtrative expenses are financed
exdusvey with invesment income.

Investments

Pursuant to Section 88-119 of the Hawaii Revised Statutes, the System may invest in red edtate
loans and mortgages, preferred and common stocks, government obligations, corporate
obligations, certain other debt obligations (such as obligations secured by collaterd of certan
other authorized securities listed here, obligations issued or guaranteed by certain development
banks, insurance company obligations); red property; dternative invesments, and other
securities and futures contracts.  The investment decison is further dictated by internd
invesment policies and asset dlocation established by the Board of Trustees. Assets in the
Penson Trus may be invested in any of these assats while investments in the Contribution
Fund are limited to investment grade, short-term marketable securities.

Investments are reported a fair vaue. Where appropriate, the fair vaue includes dispostion
costs.  Short-term invesments are reported a cost, which approximates fair vaue. Securities
(categorized as fixed-income, equity, index funds and dternative investments) traded on a
national or international exchange are vaued a the last reported sdes price a current exchange
rates. Mortgages are vaued on the bass of future principa and interest payments, and are
discounted at prevaling interest rates for amilar indruments.  The far vadue of red edate
investments and red estate owned are based on independent gppraisds and estimated vaues.
Investments that do not have an established market are reported a estimated fair value.

Interest and Earnings Allocation

Pursuant to Section 88-21 and 8-107 of the Hawaii Revised Staiutes, the Board shdl annudly
dlocate interest and other earnings of the System to the funds of the System, as follows:

a  Annuity Savings Fund — Fixed a 4-1/2% regular interest rate.

b. Expense Fund — To be credited dl money to pay the adminidrative expenses of the
System.

c. Penson Accumulation Fund — To be credited with any remaining invesment earnings.
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NOTE C-SUMMARY OF ACCOUNTING POLICIES (continued)

4. Risk Management

The System reports liabilities, as discussed in note G, related to cetan types of losses
(including torts, theft of, damage to, or dedruction of assels, erors or omissons, natura
disasters and injuries to employees) when it is probable that the losses have occurred and the
amount of those losses can be reasonably estimated.

Use of Edimates

In preparing financid dSatements in conformity with accounting principles generdly accepted
in the United States of America, management is required to make edimates and assumptions
that affect the reported amounts of assets and ligbilities, the disclosure of contingent assets and
ligbilities a the date of the financid Statements, and the reported amounts of revenues and
expenses during the reporting period. Actud results could differ from those estimates.

Redlassfications

Catain reclasdfications have been made to the 2000 financid statements to conform to the
2001 presentation.

NOTE D — DESCRIPTION OF FUNDS

Section 88-109 of the Hawai Revised Statutes requires the establishment and maintenance of
gpecific funds. The fundsin the Penson Trust and their purposes are described hereunder:

1.

Penson Accumulation Fund

To accumulate contributions made by the State and counties, transfers of retired members
contributions plus related interest income from the Annuity Savings Fund and income from
invesments. All pension benefits, including the pensoners bonus are paid through this Fund.

Annuity Savings Fund

To accumulate members contributions and relaed interest income. Upon a member's
retirement, the accumulated contributions and related interest income ae transferred to the
Pension Accumulation Fund or refunded to the member upon termination.

Expense Fund

To pay dl the expenses necessary in connection with the adminigtration and operation of the
Sysem. The Board estimates the amount of money necessary to be paid into the expense fund
for the ensuing biennium to provide for the expense of operation of the System, and pays that
amount into the expense account from the investment earnings of the System, subject to review
by the legidature and approva by the Governor.
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NOTE D — DESCRIPTION OF FUNDS (continued)

Net assets held in trust for pension benefits as of June 30, are asfollows:

2001 2000
Pension Accumulation Fund $7,763,200,671 $8,984,981,324
Annuity Savings Fund 984,750,694 937,954,350
Expense Fund 13,144,724 8,836,577
Tota net assats hdd in trust
for pension benefits $8,761,096,089 $9,931,772,251

NOTE E —CONTRIBUTIONS

The Sysem’s funding policy provides for periodic employer contributions a actuaridly determined
raes, expressed as a percentage of annua covered payroll, such that the employer contributions,
adong with employee contributions and an actuaridly determined rate of invesment return, are
adequate to accumulate sufficient assets to pay benefits when due.  The funding method used to
cdculate the totd employer contribution required is the entry age norma actuaria cost method.
Under this method, the totd employer contribution is comprised of the “normd cost” plus the leve
annua payments required to amortize the unfunded actuarid accrued liability over the remaining
period of 18 years from July 1, 1998. The employer normd cost is the level percentage of payroll
contribution required to pay dl benefits Actuaid gans and losses reaulting from differences
between actual and assumed experience are reflected in the employer unfunded accrued ligbility.

Most members of the contributory plan are required to contribute 7.8% of ther sdary. Police
officers, firefighters, invedigators of the depatment of prosecuting atorney and the atorney
generd, narcotics enforcement investigators, and public safety invedtigators ae required to
contribute 12.2% of their salary.

Employer and member contributions are governed by Chapter 88 of the Hawai Revised Statutes.
The annua required employer contributions for the years ended June 30, 2001 and 2000 were
determined as part of actuarid vauations dated June 30, 1998 and 1997, respectively.

As the result of a settlement agreement reached between the System and City and County of
Honolulu and the County of Kaua, the parties agreed to certain mutual covenants which decreased
the employers annud contribution for the years ended June 30, 2001 and 2000.

NOTE F—-CASH DEPOSITSAND INVESTMENTS

The Sysem’s policy is to invest cash in excess of operating requirements in income-producing
invetments. The carying amount of the Sysdem’'s totd deposts (including those cdassfied as
short-term investments) as of June 30, 2001 and 2000, net of a bank overdraft of $5,528,465 and
$4,049,367, was $28,688,840 and $16,231,490 (which includes cash and time deposits of
$3,484,795 and $7,293,904), respectively. Total bank badances of these deposits amounted to
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NOTE F — CASH DEPOSITS AND INVESTMENTS (continued)

$33,331,381 and $25,585,542, respectively. Of the bank baances, $2,131,351 and $2,674,590
respectively, was covered by the Federd Depost Insurance Corporation or by collaterd held by the
System or by its agent in the System’s name, and $31,200,030 and $22,910,952, respectively, was
uninsured and uncollaterdized. The uninsured and uncollaterdized baances are primaily U.S.
dollar equivaents of foreign cash held for the purpose of settling transactions.

The System’s investments are categorized to give an indication of the level of risk assumed a fisca
year end. The three categories of credit risk are:

Category 1 includes invesments that are insured or registered, or for which the securities are
held by the System or its agent in the System’ s name.

Category 2 includes uninsured and unregistered investments for which the securities are held by
the counterparty’ s trust department or agent in the System’ s name,

Category 3 includes uninsured and unregistered investments for which the securities are held by
the counterparty or by its trust department or agent, but not in the Systern’s name.

The Sysem's investments that can be categorized within these guiddines meet the criteria of
caegory 1. A security, for purposes of classfication in the above categories, is a tranderable
financid indrument that evidences ownership or creditor staus.  “Securities’ do not include
investments made with another party, red edate or direct invesments in mortgages. Investments in
mutud funds, limited partnerships, and commingled trust funds adso are not consdered securities
for purposes of credit risk classfication. Such investments are shown in the schedule on the below
as “not subject to classfication.”

The fdlowing table summarizes the risk caegories and far vadues of invetments hdd by the
System as of June 30,:

2001 (in thousands) 2000 (in thousands)

Category 1 Fair value Category 1 Fair value

Short-term securities:

Bankers acceptance $ 285 $ 285 $ - $ -
U.S. Treasury issues 297 297 - -
Commercial paper - — 3,791 3,791
3,182 3,182 3,791 3,791
Equity securities:
Common stock
Not on securities |loan 3,152,112 3,152,112 4,180,583 4,180,583
On securities|oan for noncash collateral 2,646 2,646 33,282 33,282
Depository receipts, preferred stock and other
Not on securities |oan 37,258 37,258 114,961 114,961
On securities loan for noncash collateral - - 2917 2917
3,192,016 3,192,016 4,331,743 4,331,743
Subtotal categorized investments
carried forward $3,195,198 $3,195,198 $4,335,534 $ 4335534
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NOTE F — CASH DEPOSITS AND INVESTMENTS (continued)

Subtotal categorized investments
brought forward
Fixed income securities:

Mortgage-backed securities

Not on securities |oan

On securities |oan for noncash collatera
U.S. Government bonds

Not on securities loan

On securities loan for noncash collateral
Foreign bonds

Not on securities loan
U.S. corporate bonds

Not on securities |oan

On securitiesloan for noncash collateral
Asset backed securities

Total categorized investments

Investments not subject to categorization:
Investments held by broker dealers under
securities loans for cash collateral:
Equity securities:
Common stock
Depository receipts, preferred stock
and other
Fixed income securities:
Mortgage-backed securities
U.S. Government bonds
Foreign bonds
U.S. corporate bonds
Asset backed securities
Mutual funds, commingled funds, and others
Short-term securities
Equity securities
Fixed income securities
Index funds
Real estate investments
Real estate mortgages
Real estate owned
Alternative investments

Total investments

2001 (in thousands)

2000 (in thousands)

Category 1 Fair value Category 1 Fair value
$3,195,198 $3,195,198 $4,335534 $ 4,335534
1,137,229 1,137,229 970,850 970,850
9,244 9,244 45 45
61,660 61,660 93,920 93920
16,381 16,381 83575 83,575
666,331 666,331 567,936 567,936
537,348 537,348 520,482 520,482
- - 2,705 2,705
143,036 143,036 169,805 169,805
2,571,229 2,571,229 2,409,318 2,409,318
$5,766,427 $5,766,427 $6,744,852 $ 6,744,852
500,998 366,150
24,306 34,506
49,782 17,201
180,643 212,344
12,863 19,358
32,874 12,243
- 659
282,276 438,651
196,855 218254
- 31,166
1,300,224 1425957
516,254 443,3%
101,440 110,353
59,506 56,500
253,643 199,257
$9,278,091 $10,330,847
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NOTE F — CASH DEPOSITS AND INVESTMENTS (continued)

Reconciliation to investments on combining statements of plan net assets.

2001 2000
(in thousands) (in thousands)
Totd investments $9,278,091 $10,330,847
L ess short-term securities
Bankers' acceptance (2,885) —
U.S. Treasury issues (297) —
Commercid paper - (3,792)
Pooled funds and other (282,276) (438,651)
Less investments on securities loans that were sold
and pending sattlement; included in investment
sales proceeds receivable
U.S. Government bonds - (12,926)
Common stock (2,780) (1,400)
Investments on combining statements of plan net assets $8,989,853 $ 9,874,079

Short-term securities and part of the pooled funds and other are reported as short-term invetments
in the accompanying combining statements of plan net assats.

The following manager hed investments & fair vaue in excess of 5% of the Sysem’s net asset held
in trust for pension benefits as of June 30,:

2001 2000
Mellon Enhanced Equity Index Fund $963,065,909 $1,051,606,206

1. Daeaivaive Invesments

The Sysem enters into various derivative invesment contracts to hedge, reduce coss and
enhance liquidity. As with any investment, derivative contracts are subject to various types of
credit and market risks. Notably, these would include the possible ingbility of a counterparty to
meet the terms of the contract, changes in the market vaue of the underlying collaterd, or
changes in the interest rate environment. Certain of the Sysem’'s invesments in deriveive
securities and contracts and their associated credit and market risks are described as follows:

Forward Currency Exchange Contracts

The System enters into various forward currency exchange contracts to nanage exposure to
changes in foreign currency exchange rates and to facllitate the settlement of foreign
security transactions. A forward contract is an agreement to buy or sdll a specific amount of
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NOTE F — CASH DEPOSITS AND INVESTMENTS (continued)

1. Daivative Investments (continued)

Forward Currency Exchange Contracts (continued)

currency a a specific delivery or maturity date for an agreed-upon price. Risks associated
with such contracts include movements in the vadue of the foreign currency relaive to the
U.S. dollar and the ability of the counterparty to perform in accordance with the terms of the
contract. Changes in the market vaue of open and closed forward contracts are recorded as
net gopreciaion in far vdue of investments in the satement of changes in plan net assts.
The fair vaue of forward currency exchange contracts outstanding at June 30, is asfollows.

2001 2000
Forward currency purchases $1,159,461,046 $1,048,893,579
Forward currency saes 1,159,283,302 1,057,285,367
Unredized gains (losses) $ 177,744 $ (8,391,788)

Mortgage-Backed Securities

As of June 30, 2001 and 2000, the fair vaue of mortgage-backed securities issued or backed
by the U.S. government or its agencies, or corporate ssues rated AAA by at least one of the
maor raing agencies was $1,196,254,560 and $988,753,888, respectively. A mortgage-
backed security depends on the underlying pool of mortgage loans to provide the cash flow
to make principa and interest payments on the security. Therefore, they are sengtive to
prepayments by mortgagees, which may result from a decline in interest rates. For example,
if interest rates decline and homeowners refinance mortgages, thereby pre-paying the
mortgages underlying these securities, the cash flows from interest payments are reduced
and the vdue of these securities declines. Conversdy, if homeowners pay on mortgages
longer than anticipated, the cash flows are greater and the return on the investment would be
higher than antticipated. A collaterdized mortgage obligation (CMO) is a mortgage-backed
security that is comprised of classes of bonds crested by prioritizing the cash flows of the
underlying mortgage pool. As of June 30, 2001 and 2000, the fair vaue of CMO securities
was $211,380,116 and $204,632,433, respectively.

2.  Securities Lending

The Sysdem participated in a securities lending program administered by its bank custodian.
Under this program, which is permissble under Chapter 88 of the Hawaii Revised Statutes,
certain equity and fixed income securities of the Sysem were lent to participaing broker-
deders and banks (borrowers). In return, the System received cash, securities issued or
guaranteed by the U.S. government and/or letters of credit as collaterd. The System did not
have the ability to pledge or sdl collatera securities dosent of borrower default. Borrowers
were required to deliver collaterd for each loan equd to: () in the case of loaned securities
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NOTE F — CASH DEPOSITSAND INVESTMENTS (continued)

2.

Securities Lending (continued)

denominated in U.S. dollars or whose primary trading market was located in the U.S,, 102% of
the market vaue of the loaned securitiess and (b) in the case of loaned securities not
denominated in U.S. dollars or whose primary trading market was not located in the U.S,
105% of the market value of the loaned securities. The collateral was marked to market daily.
If the market value of the collatera fel beow the minimum collaterd requirements, additiond
collateral was provided. Securities on loan for cash collaterd are presented as unclassfied in
the preceding schedule of cugtodid credit risk; securities on loan for securities collaerd ae
classfied according to the underlying security. At June 3, 2001 and 2000, the System had no
credit risk exposure to borrowers because the market value of collaterd held by the System
exceeded the market value of securities loaned. As of June 30, 2001 and 2000, the market
vdue of securities loaned amounted to approximately $832,516,328 and $784,984,395,
respectively, and the associated collaterd amounted to approximately $853,662,964 and
$809,794,415, respectively.  In addition, the bank custodians indemnified the System by
agreeing to purchase replacement securities or return cash collatera in the event the borrower
failed to return the loaned security or pay distributions.

The System did not impose any redtrictions on the amount of loans the bank custodian made on
behdf of the Sysem. Also, the Sysem and the borrowers maintained the right to terminate
securities lending transactions on demand.  As such, the maturities of the investments made
with cash collaterd generdly did not match the maturities of the securities loans. The extent of
such mismaich as of June 30, 2001 and 2000 was 48 and 42 days, respectively.

Foreign Investments

The far vdue of the Sysem’'s investments in foreign equity and fixed income securities as of
June 30, isasfallows

2001 2000
Foreign equity securities $1,093,633,950 $1,679,302,120
Foreign fixed income
securities 679,194,539 587,294,504

$1,772,828,489 $2,266,596,624

NOTE G — RISK MANAGEMENT

The System is exposed to various risks of loss reated to torts; theft of, damage to, or destruction of
asdts, errors or omissons, naturd disasters, and injuries to employees. As required by date law,
the Systlem participates in coverage with the State of Hawaii. The State retains various risks and
insures certain excess layers with commercid insurance policies. The excess layers are consstent
with the prior fiscal year. Settled claims for the State have not exceeded the coverage provided by
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NOTE G — RISK MANAGEMENT (continued)

commercid insurance policies in any of the three fiscd years prior to June 30, 2001. Losses not
covered by insurance are generdly paid from legidative appropriations.

1. Torts

The Sygem is involved in various litigation and dams, induding dams regarding retirement
benefits, the outcome of which cannot be presently determined, and as discussed in note . In
the opinion of management, the outcome of these actions will not have a materid adverse effect
on the System’ sfinancia posgtion.

2.  Property and Liahility Insurance

The Sysem dso purchased property and liability insurance for dl red estate owned from

outsde cariers. During the past three fiscd years, no loss settlements exceeded insurance
coverages.

3. Workers Compensation Policy

The State has a sdf-insured workers compensation policy. Workers compensation clams are
paid from legidative appropriations.

NOTEH — COMMITMENTS

In the norma course of business, the Sysem enters into commitments with associated risks. The

Sysem adheres to the same credit policies, financid and adminidrative controls and risk limiting
and monitoring procedures for these commitments asfor dl investments.

The System has future financid commitments of up to an additiona $203,475,500 in red edate,
dternative investments and domestic equity investments as of June 30, 2001.

NOTE | — CONTINGENCIES

In 1998, the State of Hawali Supreme Court ruled againgt the System in a class action suit filed by
the retired public school principds, vice principas and teachers whose retirement benefits were
cdculated usng the “High 3’ method of computing average find compensation. Under the terms
of the court order, the Sysem was required to recaculate monthly retirement benefits for dl
members of the class who are (8) school principals and vice principds collecting a retirement
benefit in 1984, (b) teachers collecting a retirement benefit in 1988, and (c) members of these
groups who have ance retired. Management estimated the totd ligbility for the retroactive benefits
to be approximately $4,438,000 covering the 4,814 class members identified. The System made the
initial retroactive benefit payments to 4,110 members of this class as of June 30, 1999, and
subgtantidly completed payments to identified class members during the fiscd year ended June 30,
2000. The teachers filed an apped and were awarded additional moneys as “interest” on the
underpayments amounting to approximately $1,000,000 in October 2000 by the State of Hawaii
Firg Circuit Court. The System has filed an apped of the First Circuit Court’s decison to the
Hawaii Supreme Court.
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NOTE | — CONTINGENCIES (continued)

A borrower is in continued default on a commercid red edate loan with the Sysem amounting to
$76,909,500, including principd and accrued interest receivable, as of June 30, 2001. (The
foregoing does not include the System’s clam for default interest, late charges, and legd codts)
The System filed a complaint to foreclose on a mortgage that secures this loan on August 24, 2000.
The esimaed fair vaue of this property amounts to $60,000,000. The System and the borrower,
however, agreed to a Standgtill Agreement on September 26, 2000, based upon certain conditions
deferring prosecution of the complaint while the parties atempt to reach consensua resolution
During the fiscal year ended June 30, 2001, the borrower made interest payments in accordance
with the Standdtill Agreement.  Although the forma Standdtill Agreement expired on October 31,
2001, the borrower has continued to make payments as required n connection with the Standdtill
Agreement. Management is unable to comment on the likeihood of any particular outcome & this
time.

NOTE J— DEFERRED COMPENSATION PLAN

The System does not sponsor a deferred compensation program.  System employees are digible to
participate in the deferred compensation plan sponsored by the State of Hawai. The State
sponsored plan was created in accordance with Internal Revenue Code Section 457. The plan,
avalable to dl Sysem employees, permits them to defer a portion of ther sdary until future years.
The deferred compensation is not avallable to the employees until termination, retirement, death, or
an unforeseeable emergency. All compensation deferred under the plan is held by a cugtodian for
the exclusve benefit of participants and beneficiaries.

NOTE K — FIXED ASSETS

Fixed assets used in the operations are reported in statement of plan net assets at historica cost, net
of accumulated depreciation. These assats are depreciated on a draight-line basis over an average
useful life of three years, with no salvage value. Accumulated depreciation on equipment as of June
30, 2001 and 2000 was $769,878 and $207,487, respectively.
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REQUIRED SUPPLEMENTARY INFORMATION

June 30, 2001, 2000, 1999, 1998 and 1997

SCHEDULES OF FUNDING PROGRESS

(in thousands)

UAAL asa

Actuarial percentage

Actuarial Actuarial accrued Unfunded Funded of covered
vauation vaue of lichility AAL (3)*= Retio Covered payroll

date assets (1) (AAL) (2)* 2-@ @@=/ (2 payroll (5) 6)=(3)/(5)

June 30, 2001 $9,515,957 $10,506,913 $990,956 90.6% $2,444,200 40.5%
June 30, 2000 $9,204,707 $9,748,033 $543,316 94.4% $2,275,298 23.9%
June 30, 1999 $8,590,807 $9,181,730 $590,923 93.6% $2,186,499 27.0%
June 30, 1998 $7,906,216 $8,492,013 $585,797 93.1% $2,135,945 27.4%
June 30, 1997 $7,268504 $8,001,855 $733,351 90.8% $2,019,268 36.3%

*Note: Items (2) and (3) incude the unfunded liabilities related to the Early Incentive Retirement
Program retirees who retired on December 31, 1994 and June 30, 1995 amounting to
$75,173,210, $77,736,700, $80,110,400, $82,308,100, and $54,343,400 as of June 30, 2001,
2000, 1999, 1998, and 1997, respectively.

In June 2000, June 1999 and July 1998, the Legidature of the State of Hawaii enacted Acts 216, 100
and 151, respectively, which amends Sections 88-107 and 88-122 of the Hawai Revised Statutes
related to assumptions used in determining the actuarid vauation. The amounts as of June 30, 1999,
1998 and 1997 have been revised to be in compliance with these Acts and a related lawsuit settlement
agreement (note E).

SCHEDULES OF EMPLOY ER CONTRIBUTION

(in thousands)
Annud
Y ear ended required Actud Percentage
June 30, contribution contribution contributed
2001 $164,397 $ 8,132 4.9%
2000 $172,255 $ 22,392 13.0%
1999 $185,387 $154,470 83.3%
1998 $307,680 $310,627 101.0%
1997 $323,188 $322,121 99.7%

In accordance with the parameters of Governmental Accounting Standards Board Statement No. 25, Financial Reporting
for Defined Benefit Pension Plans and Note Disclosures for Defined Contribution Plans, years previous to 1997 are not
shown because such information is not available.
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NOTES TO REQUIRED SUPPLEMENTARY INFORMATION

June 30, 2001

The information presented in the required supplementary schedules was determined as pat of the
annud actuarid vauation. Additiona information as of the latest actuaria vauation follows.

Vduation date June 30, 2001

Actuaria cost method Entry age norma
Amortization method Leve dallar, closed
Remaining amortization period (years) 15

Asset vduation method 4-year smoothed market

Actuarid assumptions.
Investment rate of return (set by statute)* 8.0%
Projected salary increases (set by statute)* 4.0%
*Includes inflation at 4.0%
Codt of living adjusments 2-1/2% (not compounded)
In 2001, the Legidature of the State of Hawaii approved a bill changing the projected sdary increase
rate to 4.0%. In prior years, projected sdary increases were based on actud sdary growth during the

most recent three years for genera employees, teachers, and for police, fire, and corrections.

The annuad required contribution for the year ended June 30, 2001 was determined as part of an
actuarid vauation dated June 30, 1998 that is consstent with the current actuaria vauation.
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CHANGESIN NET ASSETSHELD IN TRUST FOR PENSION BENEFITS

Additions
Appropriations and contributions:
Employers
Members
Net investment (loss) income

Total additions

Deductions
Benefit payments
Refund option payments
Refunds of member contributions
Administrative expenses

Total deductions

Other changes in net assets held in trust
for pension benefits:
Transfer due to retirement of members
Transfer of interest alocation
Transfer to pay administrative expenses
Return of unrequired funds due to
savings in administrative expenses

NET (DECREASE) INCREASE

Net assets held in trust for pension benefits:
Beginning of year

End of year

Y ear ended June 30,
2001
Pension Total
Accumulation Annuity (memorandum
Fund Savings Fund Expense Fund only)
$ 8,131,900 $ - $ - $ 8,131,900
- 54,489,895 - 54,489,895
(679,605,059) - - (679,605,059)
(671,473,159) 54,489,895 - (616,983,2640
503,277,496 - - 503,277,496
41,629,313 - - 41,629,313
- 3,892,377 - 3,892,377
- - 4,893,712 4,893,712
544,906,809 3,892,377 4,893,712 553,692,898
42,260,462 (42,260,462) - -
(38,459,288) 38,459,288 - -
(9,359,862) - 9,359,862 -
158,003 - (158,003) -
(5,400,685) (3,801,174) 9,201,859 -
(1,221,780,653) 46,796,344 4,308,147 (1,170,676,162)
8,984,981,324 937,954,350 8,836,577 9,931,772,251
$7,763,200,671 $984,750,694 $13,144,724 $8,761,096,089
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2000
Pension Totd
Accumulation Annuity (memorandum
Fund Savings Fund Expense Fund only)
$ 22,392,100 $ - $ - $ 22,392,100
- 57,358,185 - 57,358,185
695,151,054 - - 695,151,054
717,543,154 57,358,185 - 774,901,339
471,243,914 - - 471,243,914
43,157,307 - - 43,157,307
_ 4,318,654 - 4,318,654
- - 4,168,717 4,168,717
514,401,221 4,318,654 4,168,717 522,888,592
55,661,695 (55,661,695) - -
(38,380,293) 38,380,293 - -
(11,600,210) - 11,600,210 -
5,681,192 (17,281,402) 11,600,210 -
208,823,125 35,758,129 7,431,493 252,012,747
8,776,158,199 902,196,221 1,405,084 9,679,759,504
$8,984,981,324 $937,954,350 $8,836,577 $9,931,772,251
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Y ear ended June 30,
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Personnd services
Sdaries and wages
Fringe benefits

Totd personnd services

Professond services

Actuarid
Auditing and tax consulting
Medica
Disability hearing expenses
Legd sarvices
Totd professond services
Communication
Printing and binding
Telephone
Postage
Travel
Total communication
Rentas

Rentd of equipment
Rentd of premises

Totd rentds

Other
Repairs and maintenance
Stationery and office supplies
Equipment
Computer and office automation systems
Microfilm
Armored car service
Miscellaneous

Totd other

Depreciation

2001 2000
$2,381,084 $2,006,540
417,982 499,546
2,799,066 2,506,086
175,670 61,150
111,202 111,004
130,347 118,593
15,578 5,285
198,880 233,144
631,677 520,176
17,275 22,130
20,507 15,684
103,819 161,088
18,833 13,439
160,434 212,341
15,210 7,657
7,230 7,182
22,440 14,839
77,749 92,808
33,443 58,145
15,560 4,954
614,627 332,015
12,304 9,057
5,881 5,777
(41,861) 108,046
717,703 610,802
562,392 205,473

$4,893,712 $4,168,717
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INVESTMENT EXPENSES

Y ear ended June 30,

Investment expenses
Investment manager/advisor fees
Bank custodian fees
Other investment expenses

Totd investment expenses
Securities lending expenses
Borrower rebates

Management fees

Totd securities lending expenses

2001 2000
$24,880,471 $26,479,004
215,090 210,991
71,654 82,659
25,167,215 26,772,654
41,401,405 24,309,482
833,326 567,023
42,234,731 24,876,505
$67,401,946 $51,649,159
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STATE OF HAWAII
EMPLOYEES' RETIREMENT SYSTEM

December 19, 2001

Dear Members:

Thisismy fird report to you since joining the Employees Retirement System of the State
of Hawaii in September 2000 and it is my honor to present this year’ s investment section of
the ERS s Comprehensive Annud Financid Report. The following are afew highlights of
the past fiscd year:

As of June 30, 2001, ERS was one of the 150 largest defined benefit plansin the US
with total assets of just under $8.9 hillion.

The fund returned —6.68% for the fiscal year 2001, outperforming the benchmark
return of —8.81% by 213 basis points.

The ERS completed implementation of the most recent asset dlocation targets as

st by the Board of Trustees.

Steff initiated a search for a master globa custodian to service the investment
portfalio of the ERS.

Fisca year 2001 saw an end to the longest US economic expansion since World War 1. In
fact, the Nationa Bureau of Economic Research (NBER) declared that the US entered into
arecesson in March 2001. Consensus predictions had been for arecovery beginning early
in the year 2002, however, these predictions were made prior to September 11. The events
of September 11 helped trigger the first synchronized globa dowdown in nearly 20 years.
The US has responded by providing monetary and fisca stimuli that are designed to help
the economy recover in 2002. It islikdy that a US recovery will be necessary to act asthe
catays that fues aglobd recovery.

City Financial Tower
201 Merchant Street, Suite 1400 ¢ Honolulu, Hawaii 96813-2980
Telephone (808) 586-1660 ¢ Fax (808) 586-1677
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Without a doubt, the decade of the 1990s was one of the best in history for investors.
During the decade, the S& PS00 averaged about a 19% annual return. However, over the
last 75 years, the S& P long-term annud return has only averaged about 11%. So if we
assume that the market averages will revert back to the norm of the last 75 years, we would
expect that the annua returns for the current decade would probably underperform the
long-term average of 11%. Thefirst two years of this decade have proven to be very
disgppointing for equity investors and it appears that, based on history and the reversion to
the mean, the double digit returns of the 1990s will not return anytime soon.

During periods of extreme moves, such asthis, it isimportant to keep the Stuation in
proper perspective. Our reaction today should be based upon afew guiding principles that
we adhere to throughout the different stages of the investment cycle.

Divergfy among asset classes that do not perform amilarly at the sametime.
Diversfication among asset classes, incdluding invetment size and style, should
dampen overdl portfolio volatility and improve performance over the long run.
ERS has a diverdfied investment portfolio that ranges from conventiona stock and
bond investmentsto red estate and venture capitd.

Design and implement a procedure to systematicaly rebaance the portfolio back to
target dlocations. 1t seems againgt human nature to “sell the good ones’ and “buy
the bad ones.” However, by systematicaly sdlling better performing assets and
using the proceeds to buy more of the underperforming assets you are “sdling high
and buying low.”

Investing is a process and the ERS has along time horizon. The ERS investiment
portfolio is not designed for excitement. We have devel oped a sophisticated, yet
smple, strategy to invest the assets of our members and provide for their retirement
benefits. Aswith any drategy, if you stick with it, there will be periods of
underperformance in the short-term, however, given the long time horizon of the
ERS we are not overly concerned about these short-term periods.

We will continue to manage the assets of ERS in a prudent fashion, seeking reasonable
market rates of return while attempting to avoid unreasonable risk. With a clear focus on
our vison and gods the ERS will continue to be a participant in the long-term success of

the economy and market. | look forward to the opportunities and challenges that the future
holds.

Aloha pumehana,

Ko BladlV

Kimo Blaisddl
Chief Investment Officer

Employees' Retirement System of the State of Hawaii
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CALLAN ASSOCIATES..

December 18, 2001

Board of Trustees

State of Hawaii Employees Retirement System
City Financid Tower

201 Merchant Street, Suite 1400

Honolulu, HI 96813-2980

Dear Trustees:

Enclosed is our report on investment activity for the Hawaii Employees Retirement System
for periods ended June 30, 2001, as requested by the Government Financid Officers
Association (GFOA).

Hawaii ERS-Total Fund Performance

The totd assats of the Retirement System were just under $8.9 hillion as of June 30, 2001, a
decrease of roughly $1 billion for the fiscd year. The investment return for the totd fund
expressed as a time-weighted totd rate of return was —6.68% for the 2001 fiscd year,
compared to the benchmark’s return of —8.81%. For the three-year period ending June 30,
2001 the tota fund gained 3.43% per annum versus the benchmark’s 3.71%, and for the
traling five-year period the totd fund posted a return of 8.80% per annum versus the
benchmark’s 9.22%. The difference in actua returns vs. the benchmark over the longer time
periodsislargdy tributable to domestic equity performance.

Asset Class Performance

Domestic equity returned —10.11% for the fisca year, outperforming the S& P 500 Index’s—
14.83% and underperforming the Calan Domestic Equity Database median of —4.74%%.
Domedtic fixed-income gained 11.26% for the year, beating the Lehman Brothers Aggregate
return of 11.22% and the Callan Fixed-1ncome Database median return of 11.02%.
Internationa equiity returned —23.27% for the 2001 fiscal year versus the MSCI EAFE Index
return of —23.60%, whereas internationd fixed-income fal —4.34% versus the Salomon Non-
US Government Bond Index loss of —7.43%. Red Estate gained 7.64% for the year ending
June 30, 2001 versus the Cdlan Total Red Estate Funds gain of 10.49%. Alternative
investments were a pogitive contributor to performance, returning over 7% for the fisca year.

71 STEVENSON STREET, SUITE 1300, SAN FRANCISCO, CALIFORNIA 94105 Telephone 415.974.5060 Fax 415.512.0524
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State of Hawaii Employees Retirement System
December 18, 2001

Page 2
Market Conditions

Thefisca year began amidst signs of a dowing economy. After growing 5.6% in the second
quarter of 2000, the economy’ s real growth rate fell to 2.2% the following quarter (the first of
the fiscd year). Unfortunately, this marked a trend and not a one-time dip; each quarter’s
growth rate proceeded to be lower than the prior quarter’ srate. For the year ending June 30,
2001, the economy grew at ared rate of only 1.2%.

From January until June of 2001, the Fed cut the federal funds target rate by 275 basis points,
from 6.5% to 3.75%. As the economy worsened, so did many economic statistics;
unemployment increased, manufacturing capacity fell, consumer confidence dropped, and
productivity decreased. Inflation, as measured by the Consumer Price Index, rose 3.2% for
thefiscd year.

Thefdl in domestic equities that began in the second quarter of 2000 continued for the first
nine months of the fiscd year. A strong performance in the second quarter of 2001, however,
did not prevent the broad market from posting negative double-digit returns for the year

ended June 30, 2001. In areversal of previous years, growth stocks severely under-performed
value stocks. Small cap stocks tended to out- perform large cap stocks, but sSize was less of an
issue than style during the year.

Unlike equities, the domestic bond market benefited from the U.S. economic dowdown in
thefisca year. Dueto the lack of a seriousinflation threat, Federd Reserve interest rate cuts,
and poor performance in the equity markets, the domestic fixed income market generated
double-digit returns for the year ended June 30, 2001. Within the investment-grade class,
corporate bonds out-performed government bonds, including Treasuries.

The solid performance delivered by internationd equitiesin the prior fisca year did not
carry-over into the year ended June 30, 2001. Internationa equities were harmed by the
dowdown in the U.S. economy and the continued strength of the dollar during the fiscd year.
Despite a favorable economic backdrop for international fixed income markets, the continued
srength of the dollar led to negative market returns for the fiscal yeer.

We are experiencing continued market volatility in fisca year 2001 as the events of
September 11th have had alarge effect on the world's economy and capital markets.
Through ongoing manager structure review and an asset/liability study planed for early 2002,
the Board continues to pogition the Retirement System for competitive performance

consistent with its objectives.

Cdlan Associates Inc.

Employees' Retirement System of the State of Hawaii
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Report on Investment Activity for State of Hawaii Employees Retirement System

Prepared by Cdlan Associates Inc.
December 2001

Outline of I nvestment Poalicies

The primary god of the Plan is the preservation of capita. The Board of Trustees seeks preservation
of capitd with a consigtent, postive return for the Fund. Although pure speculation is to be avoided,
the Board appreciates the fact that an above average return is associated with a certain degree of risk.
Risk to be assumed must be considered appropriate for the return anticipated and consstent with the
totd divergfication of the Fund.

Expected Annualized Return and Risk

Based on 1999 capita market projections for 5 years, the target alocation is expected to achieve an
average annudized return of 85% (5.5% red return with expected inflation of 3.0%). The annud
nomind return is expected to fal within arange of -3.5% and 20.5% two-thirds of the time.

Long-range Asset Allocation Target

The ERS only investsin the following asset classes:

Lower Limit Strategic Allocation® Upper Limit

Domestic Equity 30% 32% 34%
Smadl/Mid Cap Equity 7% 9% 11%
International Equity 15% 17% 19%
Domestic Fixed-Income 19% 21% 23%
International Fixed Income 5% 7% 9%
Mortgages NA 0% *** NA

Equity Real Estate 0% 9% * 9%
Alternative Investments 0% 5% ** 5%

*  The real estate target will be the percentage actually invested up to 9% of the total fund. Changes in real
estate target will be offset by an equal percentage change in the large cap domestic equity target.

** The alternatives target will be the percentage actually invested up to 5% of the total fund. Changes in the
alternatives target will be offset by an equal percentage change in the large cap domestic equity target.

**  The mortgage target will be the percentage of the total fund actually invested. Changes in the mortgage
target will be offset by an equal change in the domestic bond target.

! The strategic asset allocation was revised by the Board effective July 1, 2000.
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Adjusments in the above targets teke place annudly in conjunction with the annual asset dlocation
review. The target is evauated on the basis of assets designated to each asset class by the Board,
rather than on a current invested postion. The target is to be pursued primarily by cash flow on a
long-term bass and be revised if ggnificant changes occur within the economic and/or capitd market
environment according to the rebdancing guiddines.  The target is to be reviewed annudly for
reasonableness reldive to Sgnificant economic and market changes A forma asset dlocation/liability
sudy should be conducted at least every three years to verify or amend the targets. The last forma
asset dlocation/liability study was completed in the first haf of 1999 and the Board approved a new
drategic asset dlocation/ligbility target implemented as of July 1, 1999. The target was agan
reviewed and revised effective July 1, 2000. A full asset/liability study will take place in early 2002.

Portfolio Evaluation Benchmark

To monitor the totd fund result, a specid target index was condtructed to measure the target mix
effective duly 1, 1999°. This serves as a minimum performance objective for the Fund. The target
index objective is incduded in dl quarterly evaudion reports of the ERS. The compostion of the
index as of June 30, 2001 is.

36% of the Standard & Poor’s 500 Stock Index

9% of the Cdlan Associates Medium/Small Cap Index

17% of the Morgan Stanley Capita International EAFE Index

21% of the Lehman Brothers Aggregate Bond Index

7% of the Salomon Brothers Non-U.S. World Government Bond Index
7% of the median return of the Cdlan Associates Red Estate database
3% of the Post Venture Cap Index

Individud investment managers are not to be measured againg this tota fund objective. However, it is
expected that the sum of their efforts exceeds the objective over time.

Manager Evaluation

Individud domedtic and international equity and bond managers are measured againg relevant indexes
and their respective peer groups of managers. Market indexes and peer group benchmarks are assgned
to each Manager and are intended as a guide for the investment manager to understand the risk/reward
posture of ther portfolio. Red Edate managers are measured against the median performance of the
Cdlan Asxociates Red Edate database. Managers have full discretion to manage the risk posture of
their portfolios reative to their designated market index and may, with conviction and agppropriate
expertise, execute security strategies not reflected by their market index as long as they conform to the
investment guidelines and the laws of the State of Hawaii.

2 Thistarget index was revised by the Board effective September 30, 2001.
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Investment Practices

The full Investment Policy Statement describes in detall acceptable invesment practices, manager
reporting requirements, manager performance guidelines, the distribution of brokerage commissons, and
securities lending guiddines. The IPS was revised in March 2001.

All raes of return are cdculated usng methodologies that are generdly accepted by the Association
for Invesment Management and Research (AIMR). All domedtic equity manager returns are dally,
time-weighted rates of return based on custodid data Internationa equity, domestic fixed-income, and
globd fixed-income returns are monthly, time-weighted returns. Red edtate returns are calculated using
satements received directly from the manager. This ensures that the performance is based on accurate
cash flows and gppraisa vaues.

Investment Results

Three Years FiveYears

Y ear Ended June 30, Ended Ended
2001 2000 1999 1998 1997 6/2001 6/2001
Domestic Equity (10.11%) 2.26%  15.98% 28.62% 30.27% 2.16% 12.30%
Standard & Poor's 500 (14.83%) 724%  22.76% 3016%  34.70% 3.8%% 14.48%
Total Domestic Equity (4.74%) 11.74%  14.80% 2518%  2852% 7.10% 14.96%
DB
Domestic Fixed w Mortgage 11.18% 4.94% 3.26% 10.73% 8.45% 6.41% 7.67%
Domestic Fixed w/o 11.26% 4.81% 3.26% 10.73% 845% 6.39% 7.66%
Mortgages
Aggregate Index 11.22% 4.57% 3.15% 10.54% 8.15% 6.25% 7.48%
CAI Fixed-Income DB 11.02% 457% 352% 10.01% 8.00% 6.31% 7.40%
I nternational Equity (23.27%) 23.31% 13.80% (2.14%) 18.06% 2.49% 4.46%
MSCI EAFE Index (23.60%) 17.15% 7.62% 6.10%  12.84% (1.24%) 2.8%
CAI Non-U.S. Equity DB (23.36%) 23.92% 7.70% 657%  15.85% 319% 6.22%
International Fixed-ncome (4.34%) 0.96% 1.12% 2.04%  5.80% (0.79%) 1.06%
Non-U.S. Govt Bond ldx (7.43%) 242% 4.87% 0.8%% 2.16% (0.19%) 04%%
CAI Non-U.S. Fixed DB (6.18%) 1.36% 5.03% 347% 5.64% (0.43%) 1.46%
Real Egtate 7.64% 9.93% 4.74% 17.92%  4.92% 7.41% 8.92%
NCREIF Classic Index 11.65% 1260%  13.78% 1820%  11.50% 12.68% 1352%
CAl Real Estate Funds 10.4%9% 914%  1042% 1557% 9.65% 9.92% 10.28%
Alternative | nvestments 7.68% 44.34% (10.74%) - - 11.53% -
Post Venture Cap Index (48.23%) 40.35%  48.85% 29.23% 0.24% 2.65% 6.98%
8.56% 9.18% 9.61% 8.60%  9.15% 9.12% 9.02%
M ortgages
Lehman Mortgages | ndex 11.29% 5.02% 4.02% 8.94% 9.11% 6.73% 7.64%
Total Fund (6.68%) 7.38%  10.41% 16.04% 18.78% 3.43% 8.80%
Composite Benchmark (8.81%) 8.85% 12.38% 17.11% 18.96% 3.71% 9.22%
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Asset Allocation as of June 30, 2001
Actual Asset Allocation

Lrg Cap Equity
38%

Small & MidCap
Eqty
%

Alternative Inv.
3%
Resl Estate
%

Intl Fixed-Inc.
%
Domestic Fixed-
Intl Equity Income
14% 220

Target Asset Allocation

Alternative Inv.

3%

Readl Estate

7%

Intl Fixed-Inc.

%

Lrg Cap Equity

36%

Intl Equity

17%

Small & MidCap

Domestic Fixed-
Income
21%

Asset Class Weights vs Public Plan Sponsor Database

60%
50%
(45)|a___®J(41)
40%
%)
E —
2 30%-
=
200 - (91) el (89) .
10%
(55) E(ﬂ (8)%(12)
(57) (57)
0% Domestic ‘Domestic Eori Real Intl Intl. Alternative
Equity Fixed-Income Term/Cash Estate Equity Fixed-Inc. Inv.
10th Percentile 53.56 53.40 2.42 11.65 18.59 6.80 7.04
25th Percentile 49.99 42.09 1.24 9.34 17.37 5.69 5.55
Median 44.06 34.07 0.62 6.80 14.23 4.60 3.56
75th Percentile 39.83 27.30 0.15 3.65 11.18 3.90 0.72
90th Percentile 33.94 21.66 0.03 1.46 10.01 2.14 0.14
Fund ® 46.50 22.47 - 7.29 14.15 6.72 2.87
Target A 45.50 21.00 - 6.60 17.00 7.00 2.90

The Target Benchmark as of June 30, 2001 was 36% S& P 500, 9% Callan Medium and Small Cap Index, 21% Lehman Aggregate, 7%
Callan Real Estate Funds, 3% Post Venture Capital Index, 17% MSCI EAFE Index and 7% Salomon Brothers Non-US Gov’t Bond
Index. Moniesto be allocated to long-term real estate are considered to be “parked” in domestic equities until drawn down.

Employees' Retirement System of the State of Hawaii




Investment Section 59

INVESTMENT PROFESSIONALS

CUSTODIAL BANK INVESTMENT ADVISOR
Bankers Trust Company Callan Associates Inc.

INVESTMENT MANAGERS

U.S. EQUITIES REAL ESTATE
Alliance Capita Management Corporation Allegis Realty Investors, LLC
Barrow, Hanley, Mewhinney & Strauss, Inc. Clarion Partners
Bidwell & Riddle Investment Advisory C.B. Richard Ellis Investors, LLC
Bishop Street Capital Management Heitman Real Estate Services Group
Delaware Investment Advisers, LLC Invesco Redlty Advisors
Denver Investment Advisors, LLC John Hancock Real Estate
Independence Investment Associates, Inc. Investment Group
Méellon Capital Management Corporation PM Redlty Group

Oppenheimer Capital Corporation

Pacific Century Trust

Prudentia Investments/ Jennison Associates
Putnam Investments

TCW Asset Management Co.

T. Rowe Price

3 Bridge Capital
INTERNATIONAL EQUITIES U.S. FIXED INCOME
Bank of Ireland Asset Management (U.S) Ltd. Bradford and Marzec, Inc.
Capital International, Inc. CIC/HCM Capita Management, Inc.
Daiwa SB Investments (USA) Ltd. Pacific Income Advisers, Inc.
Nomura Asset Management U.S.A., Inc. Pacific Investment Management Company

Schroder Investment Management North America, Inc.
State Street Globa Advisors

ALTERNATIVE INVESTMENTS INTERNATIONAL FIXED INCOME
Abbott Capital Management, LLC Oechde International Advisors, L.P.
Hancock Timber Resource Group Pacific Investment Management Company

COMMISSION RECAPTURE BROKERS

Donaldson & Co., Incorporated Lynch, Jones & Ryan/Instinet
Rochdale Securities Corporation SunTrust Robinson Humphrey
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List of Assets Directly Held (by fair value)*

as of June 30, 2001 (excludes investmentsin pooled vehicles)
* A complete list of holdingsis available for review upon request.

Standard
Rank Par / Shares Security Coupon Due & Poors Fair Vdue
Domestic Fixed Income
1 137,500,000 Government National Mortgage Assoc. (TBA) 6.500% 7/15/2030 AAA $135,953,125
2 68,460,000 United States Treasury Note (Inflation Index) 3.625% 7/15/2002 AAA 77,015,422
3 48,000,000 Government National Mortgage Assoc. (TBA) 7.000% 7/24/2030 AAA 48,420,000
4 25,000,000 United Kingdom Treasury 8.500% 12/07/2005 AAA 39,220,926
5 33,512,000 Federa National Mortgage Assoc 7.500% 7/01/2031 AAA 34,182,240
6 31,110,273 Government National Mortgage Assoc. (Pool) 7.500% 5/20/2030 AAA 31,761,722
7 27,517,000 United States Treasury Note 5.875% 11/15/2004 AAA 28,454,229
8 28,700,000 Residential Funding Mtg Secd 6.750% 9/25/2028 AAA 27,964,419
9 18,959,000 U.S. Government Treasury Bond 8.750% 5/15/2017 AAA 24,611,057
10 20,000,000 Residentia Funding Mtg Secd 7.500% 7/25/2027 AAA 20,306,200
International Fixed Income
1 35,060,000 Republic of Italy 4.500% 5/01/2009 AA $ 28,265,864
2 20,800,000 Bundesobligation 125 5.000% 11/12/2002 AAA 17,766,813
3 22,595,000 Buoni Polinnali del Tes 4.250% 11/1/2009 Aa3 Q) 17,742,010
4 18,637,000 Republic of Austria 3.900% 10/20/2005 AAA 15,310,993
5 1,791,000,000 Deutsche Siedl-U Landesrentenbank 1.75% 10/07/2009 Aaa Q) 15,297,961
6 18,935,000 General Motors Acceptance Corporation 4.000% 2/09/2006 BBB+ 15,142,229
7 18,112,000  Corp Andina 4.750% 5/06/2004 A 15,011,554
8 1,811,000,000 Quebec Province 1.600% 5/09/2013 A+ 14,773,256
9 1,712,000,000 Eksportfinans AS 1.800% 6/21/2010 AA+ 14,632,785
10 16,365,811 Kingdom of Greece 6.300% 1/29/2009 A 14,610,352
Domestic Equities
1 1,487,160 General Electric $ 72,499,050
2 1,192,512 Citigroup Inc 63,012,334
3 705,420 Microsoft Corp 51,495,660
4 1,109,282 Ffizer Inc. 44,426,744
5 807,138 Tyco Intl Ltd New 43,997,092
6 498,590 American International Group 42,385,136
7 935,702 JP Morgan Chase 41,732,309
8 653,490 AOL Time Warner 34,634,970
9 917,440 Schering Plough 33,248,026
10 1,897,000 ATT Corp 33,178,530
International Equities
1 7,610,114 Vodafone Group $ 16,855,477
2 219,167 Sony Corp 14,409,704
3 209,180 ING Groep NV 13,671,433
4 202,890 Royal Dutch Petrol 11,676,653
5 80,126 UBSAG (United Bank of Switzerland) 11,478,411
6 191,736 Vivendi Universal SA 11,175,943
7 278,720 NovartisAG 10,086,640
8 1,835 NipponTel & Tel 9,563,470
9 202,000 Takeda Chemical Industries 9,393,889
10 330,302 Glaxosmithkline 9,289,889

(1) Rating from Moody’s, if not available by Standard & Poor’s (S& P)
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I nvestments Summary
(Dollar values expressed in thousands)

Equity securities
Common stock
Index funds
Pooled and others

Fixed income securities
M ortgage-backed securities
U.S. Government bonds
Foreign bonds
U.S. Corporate bonds
Asset backed securities
Pooled and others

Others
Real estate equities
Real estate mortgages
Alternative investments

Total

Schedule of I nvestment Fees

(Dallar values expressed in thousands)

Equities
U.S. equities
International equities

Fixed Income
U.S. bonds
International bonds

Other Asset Allocations
Real estate
Real estate mortgages
Alternative investments

Other Investment Services
Custodian fees
Cash management fees
Investment consultant fees

Total

I nvestment Section 61
Fair Value as of Fair Value as of
June 30, 2001 Per centage June 30, 2000 Per centage
$ 3,652,976 40.6% $ 4,580,015 46.4%
1,300,224 14.5% 1,425,957 14.4%
258,419 2.9% 370,638 3.8%
5,211,619 58.0% 6,376,610 64.6%
1,196,255 13.3% 988,096 10.0%
258,684 2.9% 376,913 3.8%
679,194 7.6% 587,294 6.0%
570,222 6.3% 534,030 5.4%
143,036 1.6% 170,464 1.7%
- 0.0% 31,166 0.3%
2,847,391 31.7% 2,687,963 27.2%
575,760 6.4% 499,896 51%
101,440 1.1% 110,353 11%
253,643 2.8% 199,257 2.0%
930,843 10.3% 809,506 8.2%
$ 8,989,853 100.0% $ 9874079 100.0%
Fair value as of Total FY 2001 Basis
June 30, 2001 Investment Fees Points
$ 4,117,409
1,252,627
5,370,036 $ 13972
1,868,957
595,115
2,464,072 19,288
574,328
101,440
254,522
930,290 5,859
215
315
466
$ 8,764,398 $ 25095 29 bp
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Schedule of Broker Commissions

The Employees Retirement System participatesin aCommission Recapture Program with four brokerage firmsfor
equity trades, which are listed in the Investment Professionals section. Domestic and internationa investment
managers are required to direct at least 35% and 50%, respectively, of al brokerage transactions to participating
brokers. Commissions charged per share are based on the investment manager’s normal rate schedule. All
commissions recaptured are used exclusively by the ERS for the benefit of its members and beneficiaries. ERS does
not guarantee participating brokers any minimums, required volumes or fees. During thefiscal year ended June 30,
2001 the ERS recaptured $1,660,511 in commissons.

The following is a list d brokers who received $50,000 or more in commissions during Fiscal Year 2001. A
complete list of dl commissions is available for review upon request.

Commission
Shares Dollar Volume Dollar

Brokerage Firms Traded of Trades Amount Per Share
Merrill Lynch Pierce Fenner Smith 26,201,017 $ 508,208,547 $ 814,808 $0.031
Morgan Stanley Dean Witter 20,764,017 365,959,468 618,062 0.030
Rochdale Securities Corporation 9,712,700 403,881,353 564,600 0.058
Travelers Salomon Smith Barney 11,609,890 325,203,433 522,285 0.045
Credit Suisse First Boston 10,099,080 200,068,017 375,866 0.037
Broadcort Capital 5,352,664 180,654,753 315,257 0.059
Robinson Humphrey & Co 5,693,370 262,690,773 313,866 0.055
Hong Kong & Shanghai Bank 14,103,096 151,000,356 267,304 0.019
Goldman Sachsand Co 8,773,326 158,524,631 252,589 0.029
UBSWarburg 5,602,305 102,585,748 227,668 0.041
Deutsche Morgan Grenfell 6,805,452 118,103,321 219,462 0.032
Swiss Bank Corp 7,055,066 112,905,833 209,062 0.030
Donaldson & Co 3,453,970 132,116,635 177,788 0.051
Shearson Lehman Brothers 6,504,353 838,921,822 164,230 0.025
Salomon Brothers 11,047,940 83,501,456 160,680 0.015
Dresdner Kleinwort Wasserstein 7,717,827 78,547,834 140,555 0.018
Bear Stearns 2,481,072 92,808,683 130,942 0.053
JP Morgan 1,943,720 54,224,847 106,175 0.055
Jefferies & Company 1,627,042 45,709,347 91,033 0.056
Lynch, Jones & Ryan 1,718.876 67,219,238 83,703 0.052
Execution Services Corporation 1,411,802 63,495,810 83,575 0.059
Prudential 1,396,533 50,568,435 81,060 0.058
Nationsbank 1,292,400 41,739,380 68,169 0.053
Credit Lyonnais 14,612,591 75,358,405 67,402 0.005
County Securities 2,213,500 29,255,463 58,425 0.026
Others (includes 183 firms) 73,150,459 957,706,616 1,419,075 0.019
Commissioned equity trades 262,344,068 $4,750,960,207 $7,538,642 $0.029
L ess commissions recaptured (1,660,511)

Trades at net commission $5,878,131 $0.022

* Excludestrades at zero commission 91,684,534 $1,513,556,181
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GABRIEL, ROEDER, SMITH & COMPANY
Consultants & Actuarias

2001 Aoss Avanue » Suite 4200 » Dallas, Texas 75201-200%9 » 214-530-4200 » fax 214-530-4250
[Temporary until 11/1/01}

December 10, 2001

Board of Trustees

Employees Retirement System of
State of Hawaii

City Financid Tower

201 Merchant St., Ste. 1400

Honolulu, HI 96813-2980

Dear Trustees:
Subject: Actuarial Valuation asof June 30, 2001

We certify that the information contained in the 2001 actuarid vauation report is accurate and
farly presents the actuarial position of the Employees Retirement System (ERS) of the State
of Hawaii (the System) as of June 30, 2001.

All calculations have been made in conformity with generaly accepted actuaria principles and
practices, and with the Actuarid Standards of Practice issued by the Actuaria Standards Board.
In our opinion, the results presented comply with the requirements of the Hawaii statutes and,
where gpplicable, the Internal Revenue Code, ERISA, and the Statements of the Governmental
Accounting Standards Board. The undersigned are independent actuaries. They are both
Enrolled Actuaries and Members of the American Academy of Actuaries, and are experienced
in performing vauations for large public retirement systems.

Actuarial valuations

The primary purpose of the valuation report is to determine the required employer contribution,
to describe the current financid condition of the System, and to andlyze changesin the

System’ s condition. In addition, the report providesinformation required by ERSin

connection with Governmenta Accounting Standards Board Statement No. 25 (GASB No. 25),
and it provides various summaries of the data.

Vauations are prepared annudly, as of June 30th of each year, the last day of the System’s
plan year and the System’ sfiscal year.

Employees' Retirement System of the State of Hawaii
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Financing objectives

The employer contribution is caculated by the actuarial vauation. The amounts are applicable
for thefisca year beginning two years after the valuation date, i.e., beginning July 1, 2003.
The employer contributions, when combined with the contributions made by members, are
intended to provide for the norma cost and to amortize the Unfunded Actuaria Accrued
Liability (UAAL) over the closed period ending June 30, 2016.

Progress toward realization of financing objectives

Based on this actuarid vauation as of June 30, 2001, the employer contribution is
$269,666,569 for fiscal year 2003/2004. This amount includes the normal cost and
amortization of the UAAL over the remaining 15 years from June 30, 2001. Employees and
employers contributed the recommended amount for the 2000/2001 fiscdl year. It is expected
that they will continue to contribute the recommended contributions as determined by the
actuarid vauations. Therefore, dl financing objectives are being redized.

The contribution requirement for FY 2003/2004 reflects the two-year lag between the valuaion
date and the beginning of the fiscd year. It assumes the employers contributions for FY 2001-
2002 are $169.5 million and are $188.5 million for FY 2002/2003. |If these contributions are
reduced, the $269.7 million contribution for FY 2003/2004 will need to be recal cul ated.

Benefit provisions

Since the last valuation, the legidature enacted the following benefit enhancement to the ERS
Satutes:

Provide an increase in pengon benefits for current retirees with military service prior to
July 2, 1989.

See the Summary of Retirement Benefit Plan Provisionsin the Introductory Section of this
report for more details on the benefit provisons.

Assumptions and methods

With the exception of the assumptions for the investment return and for the salary scae, the
actuarial assumptions used were adopted based on the recommendations provided by an
experience study performed by the prior actuary. The actuarial methods used were adopted
based on recommendations by us. The investment return assumption and the sdary scde
assumptions were set by legidative action. Further detail on the assumptions and methods may
be found in the Summary of Actuaria Methods and Assumptionsin this section. With respect

GABRIEL, ROEDER, SMITH & COMPANY
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to those assumptions based on the actuaries recommendations, these assumptions are internaly
consistent and are reasonably based on the actual experience of the System. These assumptions
arein full compliance with dl parameters established by GASB No. 25.

Data

Member data for retired, active and inactive participants was supplied as of March 31, 2001, by
the System’s staff. We have not subjected this data to any auditing procedures, but have
examined the data for reasonableness and consistency with the prior year's data. Asset
information was supplied by the System’ s Saff.

Sincerdly,

Gabridl, Roeder, Smith & Company

Qémﬂw, (GDMM«

L N
C. Leonora Kwan, ASA, EA
Consultant

1

W. Michael Carter, FSA, EA
Senior Consultant
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Actuarial Present Value of Future Benefits

1. Active members
a. Serviceretirement benefits
b. Deferred termination benefits
c. Refunds

d. Survivor benefits

e. Disability retirement benefits

f. Total

2. Retired members
a. Serviceretirement
b. Disability retirement
c. Beneficiaries
d. Total

3. Inactive members
a. Vested terminations
b. Nonvested terminations
c. Total

4. Total actuarial present value of future benefits

GABRIEL, ROEDER, SMITH & COMPANY

Police, Fire, and

Corrections All Other Employees All Employees
June 30, 2001 June 30, 2001 June 30, 2001
D 2 ©)

1,143,900,282 4,700,163,923 $ 5,844,064,205
12,704,877 258,396,333 271,101,210
26,200,337 1,532,302 27,732,639
27,600,352 118,565,538 146,165,890
10,610,022 222,006,736 232,616,758
1,221,015,870 5,300,664,832 $ 6,521,680,702
729,001,580 4,255,369,654 $ 4,984,371,234
21,298,534 71,059,999 92,358,533
22,415,192 133,216,501 155,631,693
772,715,306 4,459,646,154 $ 5,232,361,460
9,413,286 152,334,190 $ 161,747,476
120,075 9,886,140 10,006,215
9,533,361 162,220,330 $ 171,753,691
2,003,264,537 9,922,531,316 $ 11,925,795,853

Comprehensive Annual Financial Report 2001
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Exhibit 2

Calculated Employer Contribution Requirements

Fiscal Y ear 2003/2004

Police, Fire, and All Other
Corrections Employees All Employees
1) 2 (©)
1. Dollar Amounts
a. Employer Normal Cost $ 10,440,170 $ 132,830,709 $ 143,270,879
b. Amortization Payment 10,696,254 107,567,536 118,263,790
c. Subtota $ 21,136,424 $ 240,398,245 $ 261,534,669
d. EIR Payment 523,000 7,608,900 8,131,900
e. Excess Investment Earnings Credit - - -
f. Total Appropriations $ 21,659,424 $ 248,007,145 $ 269,666,569
2. Payroll Projected to Fiscal Year 2003/2004 $ 269,241,108 $ 2,374,382,866 $ 2,643,623,974
3. Percentages of Total Projected Payroll (Item 1/ Item 2)
a Normal Cost 3.88% 5.59% 5.42%
b. Amortization Payment 3.97% 4.53% 4.47%
c. Subtotal 7.85% 10.12% 9.89%
d. EIR Payment 0.19% 0.32% 0.31%
e. Excess Investment Earnings Credit 0.00% 0.00% 0.00%
f. Total Appropriations 8.04% 10.45% 10.20%

Note: Total annual payroll as of March 31, 2001 was $2,110,842,317 for al employees, comprised
of $220,356,555 for palice, fire, and corrections and $2,110,842,317 for all other employees.
(The comparable figuresfor March 31, 2000 are $2,275,297,776, $220,697,292, and

$2,054,600,484, respectively.)

GABRIEL, ROEDER, SMITH & COMPANY

Employees' Retirement System of the State of Hawaii



69

Actuarial Section

ANVAINOD ® HLIIAS ‘Y330 ‘13149Vv9

00c'9TS'88T $ 00€'€66'L8T$ 000'€CS $ 695'999'69¢$ GbT'L0087C $  +2v'6S9'TC $ sifojdw3 ||V eloL
G66'S0EC §68'T9C'C 00T ‘v 20S'T0C'Y 2e0'z60'e 0.7'60T‘T rene| jo Ajunod
¥81'82c'y 8L T6T'Y 00t'9E 20S'e0T'8 8TT1'959'G ¥8E'LiY'C ime N jo Alunoo
YL v9T'Y v'60T v 00€'sS G/0'v8E'8 8/.'22S'S 162'T98C iemeH Jo Ajunod
€9T'25e'C €9T'25E'C - 676'GV6'C 676'GV6'C - A|ddns s/ Jo preog
08Y'Siz'sT 082'v.8'.1T 002‘T.E T8E‘0cZ'8E 609°6.0%C 2lL'0GTYT ninjouoH jo Anod % Ao
v€.'6TC/GT $ VEL'€0C'/ST$ 00097 $ 09T‘T08°20c$ 6S9'0TL'90C $ TOS'060T $ IeMeH JO aels
(2) (9) (9) () (€) @) (1)
e sooAojdw3  suo99.110) [e1o 1 soako|dw3 Su01129110D JoAo|dw3
BY10 IV pue 1Byl0 IV pue
9114 ‘9d1j0d 9114 ‘991|0d

(uorrene A 000Z/0E/9 PSSIA9Y UO paseg)
€002/200¢ lojsuolrelidoiddy

pun4 uolle|nWnady uoisuad o1suolelidoiddy sshojdw3

(uoneneA T00Z/0E/9 uo paseq)
£002/£00¢ Jo}suolrelidoiddy

€ Haiyxg

Comprehensive Annual Financial Report 2001



Actuarial Section

70

ANVAINOD ® HLIIAS ‘Y3a30y ‘13149Vv9

‘an[enA jasse [elrenioe /66T ‘0S aunr Jo abueyo preoyg
pue ‘0002/9TZ 19V ‘1INsme| pale|aJ pue 666T/00T 10V 109|J21 01 PasIA3) U9aq aAey suoien(eA 666T ‘866T ‘L66T Wwolysainbig @

1692 g'88T $ G'/9T $ T8 $ 'z $ suolyelidoidde ;ahodwa 19N

- - (Lge) (€95T) (6'95T) (1y}1P3.12 SBUIUIES JUBLIISAAUT SSBIXT
18 T8 18 18 18 suoledoidde weliboid H13
9'T9¢ $ 08T $ T'e6T $ €961 $ [A VA $ (pySuolieidoidde pare|nofed [elo L
¥002-€00¢2 €002-2002C 2002-T002 T002-0002 0002-666T (suol 1w ursunouwre fe|joQ)

Jea A uoledoiddy wal|

0166 $ Zvey $ 6065 $ 8'G8S $ v'ees $ pSUO|IWg) Aljiger] panidde felrenioe papunjun
915'6 $ S02'6 $ 1658 $ 906'L $ 69¢'L $ (T)(suot]|1ws) siosse Jo anfeA felrenioe [elo L
8c8 $ S08 $ TLL $ zeL $ 069 $ Junoure Are1d1jauag Ajyyuow afelany
0.T'T $ Tt $ 62T'T $ ZCT'T $ 0T $ unowe uoisuad ue|d A10Ing11u0d-uou Ajyuow abelany
GLY'T $ 6TH'T $ L9€'T $ 2Ie'T $ 12T $ unowe uoisuad ue|d A10ing111u0d A|yluow abelany
0SY'T 8GE'T 2T ovT'T T20T salfeloljauag Jo JaquinN
0TZ'8e 1G€'/2 60.'92 152'9¢ 258T'9C sJauoisuad Jo JaqunN
oTv'e 9T0'c 1112 0592 9SP'C SJaquiswi aA119eU| JO JSqWINN
266'65 T6T'65 /8£'85 16.'.S ¥v0'LS Slaguiaw aA1I0e JO JBsquinN

1002 0002 6661 8661 1661

ogaunc sreq uolrene A\

wal|

T00Z Ubno Iy 2661
suollenjeA [elienioy [enuuy aAl4 1se JosiybljybiH

v 1q1yxd

Employees Retirement System of the Sate of Hawaii



71

Actuarial Section

ANVAINOD ® HLIAS ‘Y3a30y ‘13149v9

0TZ'€LT'S. $ | 9eL'vE8'Y $ | vL¥'8EE0L $ [e1o1

9/6'088 T/9'/0V GoE'ELY reney| jo Aluno)

859'61€'T 061796 89T'€T0'T Ine jo Alunoo

90G'26T'T 902'TTS 00€‘789 IremeH jo Alunod

218299 - 218'299 A|ddns Jerepn 10 preog

T£0'568'6 TV TER'E 0.5'€9t'9 ninjouoH Jo Awno) % A1

122'26T'T9 $ | 806'L1T $ | 6TE'Y0'T9 $ IleMeH Jo aels

el SIBOIHO Silayoea| % [elouUsD
Su01199110D
pue ‘8414 ‘90110
T00Z/0€/9 10 Se 1ddueled pazilioweun
006'TET'8 $ | oov'eve'r8 $ | 000'€2S $ | 00s'ver's $ | 006'809°L $ | 006'816'82 $ fe1o1
00€'S6 009'886 00T'¥ 009'2GY 00Z'TS 000'TES reney jo Aluno
000'9VT 00LVIS'T 00v'9e 00L°LL€ 009'60T 000'2ET'T Ime |\ jo Aunod
000'6ZT 000'8€€'T 00€'sS 00v'€LS 00L‘€L 009792 temeH Jo Ajunod
00L'TL 00L'€vL - - 00L'T. 00L'EV. A|ddns Jsre Jo preog
001'0L0'T 00L'TOT‘TT 002'T.E 009'6¥8'€ 00Z'669 001'282'L ninjouoH Jjo Aunod » Ao
0056199 $ | 00£'959'89 $ | 000'9T $ | 002'99T $ | 005'€09'9 $ | 005'067'89 $ IleMeH Jo ae1s
wewhed fes A 6T L6/0E/9 wawAhed res A 6T L6/0€/9 wewAhed fes A 6T L6/0E/9
Jjoseaoueeq Jjoseaoueeqg joseaouefeqd
el SJ9214J0O SUOI198110D pue ‘Bli4 ‘921|0d silayoea| ® [elBuUsD)

S1S00 weibold ¥ |13 Jo uoledo||y BAojdw3

G Hqiyxd

Comprehensive Annual Financial Report 2001



72 Actuarial Section

Actuarial Certification Statement

1. Total Normal cost at valuation date

2. Present value of future benefits
a. Active employees
b. Inactive members
c. Pensioners and beneficiaries
d. Total

3. Present value of future employee and
employer contributions

a. Present value of future normal costs

b. Present value of future employee contributions

c. Present value of future employer normal costs
(Item 3a- Item 3b)

d. Present value of future Early Incentive
Retirement Program Employer contributions
at vauation date

4. Actuaria accrued liability (Item 2d - Item 34)

5. Actuarial value of assets
a. Annuity Savings Fund
b. Pension Accumulation Fund
c. Total

6. Unfunded actuarial accrued liability

7. Appropriations for Fiscal Year ending June 30, 2004

a. Employer normal cost

b. Amortization payment

¢. Employer contribution requirement before EIR
d. EIR payment

e. Total employer contribution requirement

Police, Fire, and All Other
Corrections Employees All Employees
June 30, 2001 June 30, 2001 June 30, 2001
$ 40021,806 $ 138834786 $ 178,856,592
$1,221,015870 $ 5300664832 $ 6,521,680,702
9,533,361 162,220,330 171,753,691
772,715,306 4,459,646,154 5,232,361,460
$2,003264537 $ 9922531316 $11,925,795,853
$ 338563853 $ 1080319344 $ 1418883197
256,877,098 124,990,536 381,867,634
$ 8168675 $ 955328808 $ 1,037,015,563
$ 4834736 $ 70338474 $ 75173210
$1,664,700684 $ 8842211973 $10,506,912,657
$ 41333294 $ 943417400 $ 984,750,694
1,529,679,920 7,001,526,047 8,531,205,967
$1571,013214 $ 7944943447 $ 9,515,956,661
$ 93687470 $ 897268526 $ 990,955,996
$ 10440170 $ 132830,709 $ 143,270,879
10,696,254 107,567,536 118,263,790
$ 21136424 $ 240398245 $ 261,534,669
523,000 7,608,900 8,131,900
$ 21659424 $ 248007145 $ 269,666,569

Yamortization is over 15 years as measured from the valuation date

GABRIEL, ROEDER, SMITH & COMPANY

Employees' Retirement System of the State of Hawaii
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Actuarial Certification Statement

The actuarid vauation as of June 30, 2001 is based on the provisons of Chapter 88 of the Hawali
Revised Statutes, as amended. The assumptions used in the cost cal culations were those adopted by
the Board of Trustees based on statutory requirements and on the prior actuary’ s actuaria experience
investigation report covering the 1995-2000 period. The actuarid caculations were performed by
qudified actuaries in accordance with accepted actuaria procedures.

In our opinion, the contributions required to meet the System’ s liabilities were caculated in
accordance with the provisons of Chapter 88 regarding the funding of the Employees Retirement
System on an actuaria reserve basis.

W. Michael Carter, FSA, EA
Semor Consultant

GABRIEL, ROEDER, SMITH & COMPANY
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Summary of Actuarial Methods and Assumptions

Valuation Date

The vauation date is June 30th of each plan year. This is the date as of which the actuarid
present vaue of future benefits and the actuarial value of assets are determined.

Actuarial Cost Method

Under the entry age normd actuarid cost method, the totd employer contribution is
comprised of the “normd cost” plus the levd annua payment required to amortize the
unfunded actuarid accrued liability over the remaning period of 15 years from June 30,
2001. The normd cogt is the leve percentage of payroll contribution required to
accumulate the needed funds to pay al expected benefits. ~Actuarid gains and losses
resulting from differences between actua and assumed experience are reflected in the
unfunded accrued liahility.

Actuarial Value of Assets

The actuaridl value of assats is equa to the market value, adjusted for a four-year phase in
of actua investment return in excess of expected investment return. The actua return is
cdculated net of investment and adminidrative expenses, and the expected investment
return is equa to the assumed investment return rate multiplied by the prior year's market
vaue of assets, adjusted for contributions, benefits paid, and refunds. In January, 1999, the
Board set the June 30, 1997 actuaria vaue of assets equa to 95% of the market vaue at
that date.

Actuarial Assumptions

A. Economic Assumptions
1. Investment return: 8% per year, compounded annually, composed of an
assumed 4.00% inflation rate and a 4.00% net redl rate of return. (Set by
legidétive action.)
2. Sday increaserate: 4% per year, compounded annualy. (Set by legidative
action.)

GABRIEL, ROEDER, SMITH & COMPANY

Employees' Retirement System of the State of Hawaii
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B.

Demographic Assumptions

1.

Mortality rates

Generd Employees

a Hedthy maes — 1994 US Group Annuity Mortdity Static Table for maes,
set back one years.

b. Hedthy femdes - 1994 US Group Annuity Mortdity Static Table for
femaes.

C. Disbled mdes - 1994 US Group Annuity Mortdity Static Table for maes
st forward ten years.

d. Dissbled femdes - 1994 US Group Annuity Mortdity Static Table for males
st forward eleven years.

Teachers

a Hedthy mdes — 1994 US Group Annuity Mortaity Static Table for maes,
set back three years.

b. Hedthy femdes - 1994 US Group Annuity Mortdity Static Table for
females, set back one year.

C. Disbled mdes - 1994 US Group Annuity Mortdity Static Table for maes
set forward four years.

d. Distbled femdes - 1994 US Group Annuity Mortdity Static Table for males
st forward Sx years.

Police, Fire and Corrections Officers

a Hedthy maes — 1994 US Group Annuity Mortdity Static Table for maes,
set forward two years.

b. Hedthy femdes - 1994 US Group Annuity Mortdity Static Table for
femades, set forward two years.

C. Dissbled mdes - 1994 US Group Annuity Mortdity Static Table for maes
st forward five years.

d. Dissbled femaes - 1994 US Group Annuity Mortdity Static Table for males
st forward five years.

GABRIEL, ROEDER, SMITH & COMPANY
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2. Disaility rates — The assumed total disability rates for employees covered by the
contributory plan and the non-contributory plan at select ages are as follows:

Police, Fireand
Generd Employees Teachers Corrections Officers

Age Mde & Femade Mde & Femde Mde & Femde
25 0.025% 0.008% 0.010%
30 0.025% 0.008% 0.010%
35 0.030% 0.010% 0.012%
40 0.045% 0.015% 0.018%
45 0.090% 0.030% 0.036%
50 0.200% 0.066% 0.080%
55 0.425% 0.139% 0.170%
60 0.870% 0.285% 0.348%

Notee The disability rates project the percentage of employees a each age that is
assumed to become disabled before retiring. The percentage of disabilities assumed to
be ordinary disability as opposed to accidenta disability varies by employee group as

folows
Police, Fireand
Generd Employees Teachers Corrections Officers
Type Mde & Femde Mde & Femde Mde & Femde
Ordinary 85% 100% 50%
Accidenta 15% 0% 50%

GABRIEL, ROEDER, SMITH & COMPANY

Employees' Retirement System of the State of Hawaii
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Terminaion Rates - Separate male and female rates, based on both age and service,
developed from 2000 Experience Study. Rates reflect terminations for causes other
than death, disability or retirement. Sample rates are shown below:

Generd Employees

Expected Terminations per 100 Lives (Mae Members)

Years of Service
Age 0 1 2 3 or more

D @ ©) 4 ©)

25 19.02 12.34 9.39 6.08
30 16.37 12.64 10.38 5.65
35 15.24 11.75 9.66 4.54
40 14.87 11.22 8.71 3.70
45 13.99 10.47 8.45 2.95
50 12.52 9.16 7.86 2.45
55 11.53 8.48 6.65 1.98
60 12.54 9.53 5.25 1.69

Expected Terminations per 100 Lives (Femae Members)
Years of Service
Age 0 1 2 3 or more

(1) @ 3 4 (5)

25 21.80 17.26 15.63 8.97
30 21.62 15.50 14.16 7.23
35 19.57 14.39 12.25 5.35
40 16.63 13.02 10.31 3.68
45 16.64 11.97 9.27 2.95
50 18.15 12.11 8.89 2.61
55 20.67 13.14 9.24 2.32
60 23.88 15.62 11.38 1.96

GABRIEL, ROEDER, SMITH & COMPANY
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Teachers

Expected Terminations per 100 Lives (Mae Members)

Years of Service
Age 0 1 2 3 or more

D @ ©) 4 ©)

25 24.33 10.12 13.20 7.97
30 23.04 12.60 12.75 6.62
35 24.32 14.33 12.20 5.07
40 27.14 15.40 11.29 4.33
45 30.24 15.67 10.52 3.53
50 33.50 15.43 9.97 2.49
55 37.79 14.99 9.56 1.92
60 43.72 14.18 9.24 1.76

Expected Terminations per 100 Lives (Femae Members)
Years of Service
Age 0 1 2 3 or more

D ) ©) 4 ©)

25 20.12 12.62 13.16 8.61
30 21.78 15.04 15.25 7.25
35 23.58 16.33 16.75 5.62
40 24.54 15.93 15.95 4.16
45 24.73 15.14 13.98 2.80
50 25.71 15.70 13.25 2.00
55 27.19 16.91 12.94 161
60 28.47 17.93 12.13 1.87

GABRIEL, ROEDER, SMITH & COMPANY
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Police, Fire and Corrections Officers

Expected Terminations per 100 Lives (Mae Members)

Years of Service
Age 0 1 2 3 or more

D @ ©) 4 ©)

25 6.43 2.58 2.69 3.71
30 7.46 3.33 3.66 3.35
35 9.33 4.39 4.48 2.54
40 11.44 6.36 4.76 1.56
45 12.83 9.31 4.30 0.79
50 13.45 12.47 3.57 0.39
55 13.79 15.38 2.77 0.32
60 14.10 18.19 1.95 0.45

Expected Terminations per 100 Lives (Femae Members)
Years of Service
Age 0 1 2 3 or more

D ) ©) 4 ©)

25 6.43 2.58 2.69 3.71
30 7.46 3.33 3.66 3.35
35 9.33 4.39 4.48 2.54
40 11.44 6.36 4.76 1.56
45 12.83 9.31 4.30 0.79
50 13.45 12.47 3.57 0.39
55 13.79 15.38 2.77 0.32
60 14.10 18.19 1.95 0.45

GABRIEL, ROEDER, SMITH & COMPANY
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4. Retirement rates - Separate mae and femade rates, based on age, developed from the
2000 Experience Study. Sample rates are shown below:

Contributory Plan
Expected Retirements per 100 Lives
Police, Fire &
Generd Employees Teachers Corrections Officers

Age Mde Femde Made Femde Mde & Femade
45 3 1 1 1 20
46 3 1 1 1 20
47 3 1 1 1 20
48 3 1 1 1 20
49 3 1 1 1 18
50 3 1 1 1 18
51 3 1 1 1 18
52 3 1 1 1 18
53 3 1 1 1 18
54 10 10 5 2 23
55 20 20 20 20 30
56 10 10 10 15 25
57 10 10 10 15 30
58 10 10 10 15 20
59 12 12 10 15 20
60 12 12 10 15 40
61 18 15 10 15 40
62 35 35 15 25 100
63 20 25 15 15

64 20 20 15 15

65 45 45 25 25

66 25 25 25 25

67 30 30 30 30

68 40 40 40 40

69 40 40 40 40

70 100 100 100 100

GABRIEL, ROEDER, SMITH & COMPANY

Employees' Retirement System of the State of Hawaii
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NonContributory Plan
Expected Retirements per 100 Lives
Generd Employees Teachers
Age Mde Femde Made Femde
45 8 8 5 8
46 8 8 5 8
47 8 8 5 8
48 8 8 5 8
49 8 8 5 8
50 8 8 5 8
51 8 8 5 8
52 8 8 5 8
53 8 8 5 8
54 8 8 5 8
55 8 8 5 8
56 5 6 5 8
57 5 6 5 8
58 5 6 6 10
59 5 5 6 12
60 8 8 5 15
61 15 15 6 15
62 40 40 15 25
63 25 25 5 15
64 30 25 5 15
65 70 50 15 30
66 40 35 20 20
67 40 35 25 25
68 40 35 25 25
69 40 35 25 25
70 100 100 100 100

GABRIEL, ROEDER, SMITH & COMPANY
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VI.

Actuarial Section

Other Assumptions

1. Percent married: 77% of mae employees and 57.6% of femade employees are
assumed to be married.

2. Age difference Made members are assumed to be four years older than their
spouses, and femae members are assumed to be four years younger than ther
SPOUSES.

3. Percent decting annuity on deeth for contributory participants (when digible):  All
of the spouses of maried paticipants who die after becoming digible for a
retirement benefit are assumed to eect an annuity or a refund, whichever is more
vauable at time of participant’s degth.

4. Percent decting defered termination bendfit:  vested termingting members are
assumed to dect a refund or a deferred benefit, whichever is more vauable a the
time of termination.

5. Assumed age for commencement of deferred benefits Members decting to receive a
deferred benefit are assumed to commence receipt when igible for early retirement.

6. Adminidgrative expenses. The assumed investment return rate represents the anticipated
net return after payment of al investment and adminidirative expenses.

7. Reemployment, purchase of service, trandfers: No recognition is made of (i) future
member reimbursements upon reemployment, (i) future purchase of additiona service,
or (iii) specid trandfer provisons.

Participant Data

Paticipant data was supplied on magnetic tape for (i) active members, (ii) inactive vested
members, who are entitled to a future deferred benefit, (iii) members and beneficiaries
receiving benefits.

Sday supplied for the current year was based on the earnings for the March preceding the
vauation date. This salary was compared to March base pay plus a twelve-month average of
overtime, with the greater of the two being used for vauation pay.

Dates of Adoption of Assumptions and Methods

Generdly, actuarid assumptions and methods were adopted by the Board of Trustees in 2000
and firg reflected in this actuarid vauation, as recommended by the Sega Company, the prior
actuary, with respect to the assumptions, and by Gabrid, Roeder, Smith & Company with
repect to the methods. The legidature sets the investment return assumption and the sdary
scale assumption in the statutes governing the System.

GABRIEL, ROEDER, SMITH & COMPANY

Employees' Retirement System of the State of Hawaii
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Summary of Plan Changes

Act 65, effective July 1 1999

1. Requires judges who enter or re-enter service after June 30, 1999 to be at least 55 years old
and five years of service or have 25 years of serviceto rehire.

Act 100, effective June 30, 1999

1. Usss actuarid investment earnings in excess of a ten percent (10%) actuariad investment
yield rate to reduce the employer’s contribution requirements by $147.0 million and $50.6
million for fiscal years ending June 30, 2000 and 2001, respectively.

Act 284, effective June 30, 2001

Provide an increase in penson benefits for current retirees with military service who retired prior
to July 2, 1989. A retirant who rendered honorable active military service could be granted up to
4 years of nlitary service credits based upon hisher years of credited service under the system,
not to exceed hisher actud years of military service The years of military service credits
granted are based on the following schedule:

0 yearsfor retirants with less than 8 years of credited service

Up to 2 years of retirants with 8 years or more of credited service
Up to 3 years of retirants with 20 years or more of credited service
Up to 4 years of retirants with 25 years or more of credited service

For each year of military service credits granted on the schedule above, the retirant will be
provided a $36.00 increase is hisher monthly pension or retirement alowance.

GABRIEL, ROEDER, SMITH & COMPANY
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Exhibit 6

Development of Actuarial Value of Assets

Actuaria value at beginning of year

Contributions

Benefits and refunds paid

Expected Investment return

Preliminary actuarial value of assets at end of year

a bk~ wbdPE

o

Market value at end of year
Outstanding excess investment earnings credit (Act 100/1999)
8. Adjusted market value of assets ((7)+(8))

~N

9. Market value excess ((8) - (5))

10. Determination of market value excess for current year
a. Baancefrom 3 years ago
b. Balance from 2 Years ago
c. Baancefrom 1 Yearsago
d. Baance from current year

11. Amortization of market value excess
Write-up from 3 years ago
Write-up from 2 years ago
Write-up from 1 years ago
Write-up from current year
Total excess investment return

(OIS I

12. Actuarial value at end of year
(Item 5 + Item 11e)

13. Annuity Savings Fund
14. Pension Accumulation Fund ( Item 12 - Item 13)

15. Reserve for future years ( Item 8 - Item 12)

June 30, 2001 June 30, 2000
@ @
$9,204,707,100  $8,590,807,400

62,621,799 79,750,300
(548,799,187) (518,719,900)
716,929,472 669,705,800

$9435459,184  $8,821,543,600
$8,772,005,591 $9,941,931,700
- (190,014,500)
$8,772,005,591 $9,751,917,200
$ (663453593) $ 930,373,600
$ 266207800 $ -
139,729,200 532,415,700
141,273,100 209,593,800
(1,210,663,693) 188,364,100
$ 266207800 $ -

69,864,600 266,207,900

47,091,000 69,864,600
(302,665,923) 47,091,000

$ 80497477 $ 383,163,500
$9,515,956,661 $9,204,707,100
$ 984750694 $ 937,954,350
$8,531,205,967 $8,266,752,750
$ (743951,070) $ 547,210,100

GABRIEL, ROEDER, SMITH & COMPANY

Employees' Retirement System of the State of Hawaii
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13.

14.

15.

Exhibit 7
Development of Employer Cost

Payroll ( adjusted for oneyear's pay increase)

Actuaria present value of future pay

Present value future benefits (Table 1)

Gross normal cost at 6/30/2001

a.
b.

Amount (Table 2, Item 4a)
Percent of pay (Table 2, Item 5f)

Present value future normal cost (Item 4b * Item 2)

Actuarial accrued liability (Item 3 - Item 5)

Present val ue future employee contributions

Weighted effective employee contribution % (Item 7/ Item 2)

Employer normal cost rate ( Item 4b - Item 8)

Actuarial value of assets

Unfunded actuaria accrued liability (UAAL)
(Item 6 - Item 10)

Funding period in years

a.
b.

Asof June 30, 2001
Reflecting two year lag

Present value of future Early Incentive Retirement
Program Employer Contributions at 6/30/2003

Projection of UAAL for 2003/2004

a.

aooo0oT

Expected FY 2001/2002 employer contribution
Expected FY 2001/2002 employee contribution
Expected FY 2002/2003 employer contribution
Expected FY 2002/2003 employee contribution
Expected UAAL at 6/30/2002
Expected UAAL at 6/30/2003

Appropriationsfor Fiscal Y ear Ending June 30, 2004

a.

-0 a0 o

Amortization payment (level payments)

Employer normal cost

Employer contribution requirement (a + b)

EIR payment

Total

Employer contribution requirement (% of projected payroll)

GABRIEL, ROEDER, SMITH & COMPANY

Actuarial Section
Police, Fire, and All Other
Corrections Employees All Employees
June 30, 2001 June 30, 2001 June 30, 2001
@ 2 €]
$ 248928539 $ 2195250431 $ 2,444,178,970
$ 2,105,496,600 $ 17,093,660,500 $19,199,157,100
$ 2,003,264,537 $ 9922531316 $11,925,795,853
$ 40,021,806 $ 138834,786 $ 178,856,592
16.08% 6.32% 7.32%
$ 338563853 $ 1,080,319,344 $ 1,418,883,197
1,664,700,684 8,842,211,973 $10,506,912,657
$ 256,877,098 $ 124,990,536 $ 381,867,634
12.20% 0.73% 1.90%
3.88% 55%% 5.42%
$ 1571,013,214 $ 7,944,943.447 $ 9,515,956,661
$ 93687470 $ 897,268,526 $ 990,955,996
15 15 15
13 13 13
$ 4,464,369 $ 64,950,200 $ 69414569
$ 33511,800 $ 133947,100 $ 167,458,900
30,369,282 16,025,328 46,394,610
523,000 187,993,300 188,516,300
31,584,053 16,666,341 48,250,3%
77,969,693 963,020,252 1,040,989,944
$ 95768425 $ 983,155,076 $ 1,078,923,502
$ 10,696,254 $ 107,567,536 $ 118,263,790
10,440,170 132,830,709 143,270,879
21,136,424 240,398,245 261,534,669
523,000 7,608,900 8,131,900
$ 21659424 $ 248,007,145 $ 269,666,569
8.04% 10.45% 10.20%
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TEN-YEAR ACTUARIAL SCHEDULES
1992 to 2001

- Reirement Sysem Membership
- 2001 Membership Data
- Higoricd Summary of Active Member Data
- Pensoners, Average Annua Pension and Active Member/Pensoner Comparison
- Number of Retirants and Beneficiaries
- Solvency Test
- Employer Contribution Rates as a Percentage of Payroll

- Employer Appropriations to Pension Accumulation Fund, Appropriation Y ears 1994-1995 to
2003-2004

Employees' Retirement System of the State of Hawaii
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Retirement System Member ship, 1992 to 2001

Inective
Active Vested Pensioners & Totd
March 31, Members Members  Bendiiciaies Membership

1992 55,410 1,991 21,787 79,188
1993 57,467 2,051 22,387 81,905
1994 58,890 2,192 22,905 83,987
1995 58,498 2,189 25,360 86,047
1996 56,985 2,290 26,926 86,201
1997 57,044 2,456 27,173 86,673
1998 57,797 2,650 27,403 87,850
1999 58,387 2,777 27,950 89,114
2000 59,191 3,016 28,715 90,922
2001 59,992 3,416 29,660 93,068

Note: Schedule compiled by ERS Staff from actuary reports.

Comprehensive Annual Financial Report 2001
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90 Actuarial Section

Pensioners, Average Annual Pension and
Active Member/Pensioner Comparision, 1992 to 2001

Number of Average Ratio of Active
March 31, Pensoners  Annud Penson  Members per Pensioner

1992 21,207 $11,200 2.6
1993 21,763 $11,841 2.6
1994 22,237 $12,468 2.6
1995 24,517 $13,452 2.6
1996 25,975 $14,364 24
1997 26,152 $14,976 2.2
1998 26,257 $15,552 22
1999 26,709 $16,116 22
2000 27,357 $16,632 2.2
2001 28,210 $17,202 21

Schedule compiled by ERS Staff from actuary reports.

Number of Retirants and Beneficiaries, 1992 to 2001

Asof Addedto  Removed Average Annud
March 31, Rals from Ralls Tota Pension
1992 1,002 278 22245 % 11,200
1993 1,060 317 22,988 11,841
1994 1,037 302 23,723 12,468
1995 2,301 664 25,360 13,452
1996 2,249 683 26,926 14,364
1997 943 696 27,173 14,976
1998 1,013 783 27,403 15,552
1999 1,311 764 27,950 16,116
2000 1,549 784 28,715 16,632
2001 1,668 723 29,660 16,853

Schedule compiled by ERS Staff from actuary reports.

Employees' Retirement System of the State of Hawaii



June 30,

1992
1993
1994
1995
1996

1997
1998
1999
2000
2001

Actuarial Section

Solvency Test, 1992 to 2001 (Amountsin Millions)

Actuarial Accrued Liahilities

. Active and
Retirees, Inactive , ,
Active Beneficiaries, Mermbers Actuarial Cumulative Portion of
Member and Inactive Value of Actuarial Accrued Liabilities
Contributions Vested ET“'“' oyer Assets Covered by Assets
Members F nanced
Portion
@ 2 ©)] @ ® ©)] U]
$824.6 $2,308.4 $2,959.5 $4,241.9 100% 100%  37.5%
859.9 2,635.9 3,180.0 4,680.7 100% 100%  37.3%
910.0 2,842.6 3,246.7 5,146.8 100% 100%  42.9%
780.7 3,530.0 3,089.1 5,615.9 100% 100%  42.3%
811.6 4,091.3 2,496.8 6,084.8 100% 100%  47.3%
830.7 4,369.8 2,716.9 7,268.5 100% 100%  76.1%
883.5 4.472.7 3,0535 7,916.2 100% 100% 83.5%
902.2 4,682.2 3517.2 8,590.8 100% 100%  85.5%
938.0 49145 3,817.8 9,204.7 100% 100%  87.8%
876.0 52324 4,398.5 10,506.9 100% 100%  77.5%

Note: Actuarid accrued liabilities for 1992-1994 are not comparable with amounts shown for
later years. For 1992-1994, the sum of the three actuarial accrued ligbilities equalsthe
total pension benefit obligation. Beginning 1995, the actuarid accrued lighilities are

equd to the actuaria accrued liability under the Entry Age Norma Actuarid Cost

Method.

Schedule compiled by ERS Staff from actuary reports.
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92 Actuarial Section
Employer Contribution Rates as a Per centage of Payroll, 1992 to 2001

Actuarid | Police, Fire and Corrections All Other Employees All Active Employees

Vduation| Normd | Amorti- | Totd | Norma | Amorti- | Tota | Norma | Amorti- | Totd
asof Cost zaion |Employer|] Cost | zdion |[Employer| Cost zaion |Employer

June30,| Rate | Percent Rate Rate | Percent Rate Rate | Percent Rate
1992 | 2534% | 287% | 28.21% | 16.18% | 2.05% | 18.23% | 17.06% | 2.13% | 19.19%
1993 | 2555% | 2.77% | 28.32% | 16.59% | 1.89% | 18.48% | 17.42% | 1.97% | 19.39%
1994 | 17.71% | 268% | 20.39% | 12.88% | 1.84% | 14.72% | 13.33% | 1.92% | 15.25%
1995 | 1595% | 7.24% | 23.19% | 538% | 8.65% | 14.03% | 6.39% | 852% | 14.91%
1996 | 14.23% | 1.23% | 1546% | 3.76% | 3.19% 6.95% | 4.76% | 3.00% 7.76%
1997 | 18.40% | -11.36% | 7.04% | 3.87% | -345% | 042% | 538% | -4.27% | 1.11%
1998 | 11.47% | -11.22% | 0.25% | 4.28% | -3.88% | 0.40% | 4.99% | -4.61% | 0.38%
1999 | 18.01% | -2.53% | 1548% | 519% | 1.61% 6.80% | 6.46% 1.20% 7.66%
2000 | 1317% | -882% | 4.35% | 6.03% | 3.72% 9.75% | 6.72% | 2.50% 9.22%
2001 3.88% | 4.16% 804% | 559% | 4.86% | 10.45% | 542% | 4.78% | 10.20%
Note: Ratesfor 1992-94 are not comparable with rates shown for later years. Beginning 1995,

Amortization Percent includes EIR payment percentage and Excess Investment Earnings
Credit percentage. Also, beginning 1995, the funding method was changed from Frozen Initia
Liability Actuarial Cost Method to Entry Age Normal Actuaria Cost Method. Beginning 1997,

the actuarial value of assets was changed from book value to a market related value.

Schedule compiled by ERS Staff from actuary reports.

Employees' Retirement System of the State of Hawaii
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Employer Appropriationsto Penson Accumulation Fund
Appropriation Years 1994-1995 to 2003-2004

(Amountsin Millions)

93

Investment Yield Rate Tod |
. .. ot nvestment
Fiscd | Assumed for| Actuaria | APpropriation . Employer
Year i Y ear Calculated Earnings Appropriations
Actuaria | Investment Contribution | Adjustment | PP
Vauation Return
1991-1992 8.0% 12.17%| 1994-1995 | $ 351.0($% (178.9)| $ 172.1
1992-1993 8.0% 10.02%| 1995-1996 383.3 (95.2) 288.1
1993-1994 8.0% 7.76%| 1996-1997 309.4 12.7 322.1
1994-1995 8.0% 6.19%| 1997-1998 310.6 - 310.6
1995-1996 8.0% 9.99%| 1998-1999 245.2 (90.7) 154.5
1996-1997 8.0% 13.72%| 1999-2000 179.3 (156.9) 22.4
1997-1998 8.0% 11.68%| 2000-2001 164.4 (156.3) 8.1
1998-1999 8.0% 12.33%| 2001-2002 201.2 (33.7) 167.5
1999-2000 8.0% 12.58%| 2002-2003 188.5 - 188.5
2000-2001 8.0% 8.90%]| 2003-2004 269.7 - 269.7

Q) Beginning in appropriation year 1997-98, total calculated contribution includes appropriations for the Early
Incentive Retirement program.

) $99.4 million in additional employer contributions were deferred pursuant to the pension reform provisionsin
Act 327/1997.

(©)] Beginning with the 1996-97 fiscal year, the actuarial investment income is the sum of the expected net
investment income based on the actuarial assumption of 8% and afour-year smoothing of the difference
between the market value of assets at year-end and the expected actuarial value of assets. In prior years, the
actuaria investment income was the sum of interest, dividends, and net realized gains less net realized losses
and investment expenses.

Schedule compiled by ERS Staff from actuary reports.
Unfunded Actuarial Accrued Liability FY1997-2001
UAAL

$
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STATE RETIREMENT SYSTEM'SFUNDED RATIOS

Number of General State Retirement Systems (excluding separ ate
systems for teachers, school employees, or municipal employees)

Delaware
Pennsylvania
Kentucky
Minnesota
Cdifornia
Arizona
Idaho

New Jersey

N. Carolina
New Mexico
South Carolina
lowa

Missouri
Kansas

lllinois

Maine
Louisiana

Connecticut

140.3%
123.7%
121.6%
119.0%
116.8%
116.6%
1165%
116.1%

99.4%
99.1%
98.9%
97.0%

89.6%
86.0%
8L.7%

74.8%
73.5%

59.1%

North Dakota
Florida
Texas
Arkansas
Michigan
Alaska
Wyoming

South Dakota
Wisconsin
Virginia
Massachusetts
Oklahoma

Mi ssissippi
Nevada

Rhode Island

115.1%
1135%
107.7%
107.4%
106.9%
105.9%
105.8%

96.0%
95.8%
95.3%
94.5%

84.0%
82.6%
82.5%

73.3%

Colorado
Utah
Georgia
Maryland
Ohio
Alabama
Tennessee

Hawaii*

West Virginia
Oregon
Vermont

Montana

Indiana

103.1%
101.8%
101.6%
101.2%
101.0%
100.1%
100.0%

94.4%
93.4%
93.3%
91.9%

81.3%

72.7%

State of Wisconsin Retirement Research Committee, 2000 Comparative Study of
Major Public Employee Retirement Systems (2001), Chart V1, pp. 23-24, as summarized
by Gabriel, Roeder, Smith & Co.

Actuarial Section
Funded Ratio
100% or more 2
90% to 99% 11
80% to 89% 8
70%to 79% 4
Lessthan 70% 1
Source:
Note:

GASB 25 funded ratios are shown for 46 general state retirement systems for

valuation year(s) through March 31, 2000. A funded ratio is not shown for the

Nebraska System because it is adefined contribution plan. A funded ratio for the
New Y ork, New Hampshire, and Washington Systems do not exist because of the
use of the Aggregate Cost Method.

* Hawaii's GASB 25 funded ratio for fiscal year ended June 30, 2001 was 90.6%

Employees' Retirement System of the State of Hawaii
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Participating Employersand Active Members

As of March 31,

2001 2000
Active Members Percentage Active Members Percentage
State of Hawalii 46,185 77% 45,451 7%
City & County of Honolulu 8,236 14 8,190 14
- Board of Water Supply 616 1 657 1
Hawaii County 2,043 3 2,034 3
Maui County 1,912 3 1,867 3
Kaua County 1,000 2 992 2
59,992 100% 59,191 100%
Revenues by Source
Employer
Year Employer appropriationsasa
ended appropriations percentage of Member Net investment
June 30 @ covered payroll (2) contributions income (3) Total
1992 $120,426,998 6.59 % 65,946,450 $ 522,246,156 $ 708,619,604
1993 246,604,754 12.48 66,378,221 473,157,572 786,140,547
1994 298,723,670 14.72 63,288,694 402,487,400 764,499,764
1995 192,536,598 9.24 65,720,847 340,909,684 599,167,129
1996 288,070,687 14.48 53,766,483 1176,991,469 * 1,518,828,639
1997 322,141,010 15.59 54,364,380 1,293,952,952 1,670,458,342
1998 310,627,135 1454 56,168,443 1,251,839,166 1,618,634,744
1999 154,469,844 7.06 55,702,647 904,809,348 1,114,981,839
2000 22,392,100 0.98 57,358,185 695,151,054 744,901,339
2001 8,131,900 0.39 54,489,895 (679,605,059) (616,983,264)

(1) Employer appropriations were made in accordance with actuarially determined contributions requirements. Prior to
Fiscal Y ear 1996, employer appropriations included funding for administrative expenses.

(2) Covered payroll asreported by the actuary, effective March 31 of each year.

(3) Priorto Fiscal Year 1997, assets were reported at cost, thus net investment income includes only realized gains and
losses, plus dividends, interest and other earnings. Effective July 1, 1996, ERS adopted GASB Statement 25 changing
from reporting investments at cost to reporting investments at fair value (includes unrealized gains and | osses).

*  Includes recognition of previously deferred income and net unrealized gains and losses totaling $594,325,421 asa
result of adoption of GASB Statement 25.

Employees' Retirement System of the State of Hawaii
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Expensesby Type

Year Tota

ended Benefit Refunds to Administrative

June 30 Payments Members Expenses Other Total
1992 $281,080,094 $3,213,796 $2,446,107 $ - $286,739,997
1993 305,821,506 3,423,138 2,274,981 - 311,519,625
1994 328,148,851 3,244,076 2,875,676 - 334,268,603
1995 405,551,920 2,653,593 2,896,684 - 411,102,197
1996 454,078,620 3,634,085 2,960,240 - 460,672,945
1997 432,732,753 3,963,721 3,217,348 - 439,913,822
1998 442,997,525 3,791,848 3,331,700 - 450,121,073
1999 478,744,074 4,454,658 3,775,942 29,272 487,003,946
2000 514,401,221 4,318,654 4,168,717 - 522,888,592
2001 544,906,309 3,892,377 4,893,712 - 553,692,398

Benefit Payments by Type

Year Refunds

ended Monthly Benefit Payments Option Total Benefit

June 30 Service Disahility Death Subtotal Payments Payments
1992 $239,464,491 $5,553,148 $4,322,170 $249,339,809 $31,740,285 $281,080,004
1993 258,536,407 5,948,855 5,304,422 269,789,684 36,031,822 305,821,506
1994 281,295,215 6,311,982 4,000,781 291,607,978 36,540,873 328,148,851
1995 315,636,011 6,311,914 2,843,789 324,791,714 80,760,206 405,551,920
1996 376,976,563 6,399,486 3,358,029 386,734,078 70,978,627 454,078,620
1997 398,471,144 7,424,424 4,626,452 410,522,020 67,344,542 432,732,753
1998 410,622,492 7,633,183 3,770,474 422,026,149 22,210,733 442 997,525
1999 431,410,418 8,055,791 4,581,030 444,047,239 20,971,376 478,744,074
2000 460,293,937 8,305,398 2,644,579 471,243,914 34,696,835 514,401,221
2001 491,957,932 8,950,018 2,369,546 503,277,496 41,629,313 544,906,809
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