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Auditor’'s Summary

Financial Audit of the Employees’ Retirement
System of the State of Hawai‘i

Financial Statements, Fiscal Year Ended June 30, 2023

THE PRIMARY PURPOSE of the audit was to form an opinion on the fairness of the presentation of the
financial statements for the Employees’ Retirement System of the State of Hawai ‘i, as of and for the fiscal year
ended June 30, 2023. The audit was conducted by KKDLY LLC.

Financial Highlights

FOR THE FISCAL YEAR ended June 30, 2023, ERS reported total
net additions of approximately $2.41 billion. Additions consisted
of $1.58 billion from contributions and $827 million in net
investment income.

About the System

The Employees’ Retirement
System of the State of Hawai'i
(ERS) is a cost-sharing,
multiple-employer retirement
system for government
workers. Through its pension

SIS IR, 255 $1.84 Billion in Deductions
provides a defined-benefi Benefit
pension plan for all state and payments

county employees, including 98%

teachers, professors, police

officers, firefighters, correction

officers, judges and elected Administrative

officials. ERS is governed by CHpenES

a Board of Trustees, which

consists of eight members. Refund of

member

contributions
1%
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$23.15 Billion in Assets

Investments
99%
Receivables
1%

Equipment, net

0,
Cash 0%
0%

Total deductions of approximately $1.84 billion consisted of (1) $1.79 billion for benefit payments;
(2) $19 million for administrative expenses; and (3) $26 million for refund of member contributions.

As of June 30, 2023, assets totaled $23.15 billion and liabilities totaled $727 million, leaving a net
position balance of $22.42 billion. Total assets included (1) investments of $22.86 billion;
(2) receivables of $200 million; (3) cash of $92 million; and (4) net equipment of $4 million.

Auditor’s Opinion

ERS RECEIVED AN UNMODIFIED OPINION that the financial statements were presented fairly, in all
material respects, in accordance with generally accepted accounting principles.

Findings

THERE WERE NO REPORTED DEFICIENCIES in internal control over financial reporting that were
considered to be material weaknesses and no instances of noncompliance or other matters required to
be reported under Government Auditing Standards.

Financial Audit
https://files.hawaii.gov/auditor/Reports/2023 Audit/ERS2023.pdf
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CERTIFIED PUBLIC ACCOUNTANTS

October 22, 2024

The Auditor
State of Hawaii:

Board of Trustees
Employees’ Retirement System of the State of Hawaii:

We have completed our audit of the financial statements of the Employees’ Retirement System of the
State of Hawaii (the ERS), as of and for the year ended June 30, 2023. We transmit herewith our
independent auditors’ report containing our opinion on those financial statements and our independent
auditors’ report on internal control over financial reporting and on compliance and other matters based on
an audit of financial statements performed in accordance with Government Auditing Standards.

Audit Objectives
The objectives of the audit were as follows:

1. To provide an opinion on the fair presentation of the ERS’ financial statements in accordance with
accounting principles generally accepted in the United States of America.

2. To consider the ERS’ internal control over financial reporting in order to determine our auditing
procedures for the purpose of expressing our opinion on the financial statements.

3. To perform tests of the ERS’ compliance with certain provisions of laws, regulations, contracts, and
grant agreements, noncompliance with which could have a direct and material effect on the
determination of financial statement amounts.

Scope of Audit

We performed our audit of the ERS’ financial statements as of and for the year ended June 30, 2023, in
accordance with auditing standards generally accepted in the United States of America and the standards
applicable to financial audits contained in Government Auditing Standards, issued by the Comptroller
General of the United States.
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As part of the audit of the ERS’ financial statements, we considered the ERS’ internal control over
financial reporting to determine our auditing procedures for the purpose of expressing our opinion on the
financial statements. We also performed tests of the ERS’ compliance with certain provisions of laws,
regulations, contracts, and grant agreements, noncompliance with which could have a direct and material
effect on the financial statements.

Organization of Report
This report has been organized into three parts as follows:

1. The Introduction Section describes briefly the objectives and scope of our audit and the
organization and contents of this report.

2. The Financial Section includes management’s discussion and analysis (unaudited), the ERS’
financial statements and the related notes, required supplementary information (unaudited), and
other supplementary information as of and for the year ended June 30, 2023, and our independent
auditors’ report thereon.

3. The Internal Control and Compliance Section contains our independent auditors’ report on the
ERS’ internal control over financial reporting and on compliance and other matters based on an
audit of financial statements performed in accordance with Government Auditing Standards and a
schedule of findings and responses.

EE I T T T I

We would like to take this opportunity to express our appreciation for the courtesy and assistance
extended to us by the personnel of the ERS during the course of our engagement. Should you wish to
discuss any of the matters contained herein, we will be pleased to meet with you at your convenience.

Very truly yours,

AAPLY scc
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CERTIFIED PUBLIC ACCOUNTANTS

Independent Auditors’ Report

The Auditor
State of Hawaii:

Board of Trustees
Employees’ Retirement System of the State of Hawaii:

Report on the Audit of the Financial Statements
Opinion

We have audited the statement of fiduciary net position of the Employees’ Retirement System of the State
of Hawaii (the ERS) as of June 30, 2023, and the related statement of changes in fiduciary net position for
the year then ended, and the related notes to financial statements, which collectively comprise the ERS’
basic financial statements as listed in the table of contents.

In our opinion, the accompanying financial statements referred to above present fairly, in all material
respects, the fiduciary net position of the ERS as of June 30, 2023, and the changes in fiduciary net
position for the year then ended in accordance with accounting principles generally accepted in the United
States of America.

Basis for Opinion

We conducted our audit in accordance with auditing standards generally accepted in the United States of
America and the standards applicable to financial audits contained in Government Auditing Standards,
issued by the Comptroller General of the United States (Govermment Auditing Standards). Our
responsibilities under those standards are further described in the Auditors’ Responsibilities for the Audit
of the Financial Statements section of our report. We are required to be independent of the ERS and to
meet our other ethical responsibilities, in accordance with the relevant ethical requirements relating to our
audit. We believe that the audit evidence we have obtained is sufficient and appropriate to provide a basis
for our audit opinion.

Responsibilities of Management for the Financial Statements

Management is responsible for the preparation and fair presentation of the financial statements in
accordance with accounting principles generally accepted in the United States of America, and for the
design, implementation, and maintenance of internal control relevant to the preparation and fair
presentation of financial statements that are free from material misstatement, whether due to fraud or
erTor.
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In preparing the financial statements, management is required to evaluate whether there are conditions or
events, considered in the aggregate, that raise substantial doubt about the ERS’ ability to continue as a
going concern for twelve months beyond the financial statement date, including any currently known
information that may raise substantial doubt shortly thereafter.

Auditors’ Responsibilities for the Audit of the Financial Statements

Our objectives are to obtain reasonable assurance about whether the financial statements as a whole are
free from material misstatement, whether due to fraud or error, and to issue an auditors’ report that
includes our opinion. Reasonable assurance is a high level of assurance but is not absolute assurance and
therefore is not a guarantee that an audit conducted in accordance with auditing standards generally
accepted in the United States of America and Government Auditing Standards will always detect a
material misstatement when it exists. The risk of not detecting a material misstatement resulting from
fraud is higher than for one resulting from error, as fraud may involve collusion, forgery, intentional
omissions, misrepresentations, or the override of internal control. Misstatements are considered material
if there is a substantial likelihood that, individually or in the aggregate, they would influence the judgment
made by reasonable user based on the financial statements.

In performing an audit in accordance with auditing standards generally accepted in the United States of
America and Government Auditing Standards, we:

e Exercise professional judgment and maintain professional skepticism throughout the audit.

o Identify and assess the risks of material misstatement of the financial statements, whether due to
fraud or error, and design and perform audit procedures responsive to those risks. Such
procedures include examining, on a test basis, evidence regarding the amounts and disclosures in
the financial statements.

e Obtain an understanding of internal control relevant to the audit in order to design audit
procedures that are appropriate in the circumstances, but not for the purpose of expressing an
opinion on the effectiveness of the ERS’ internal control. Accordingly, no such opinion is
expressed.

e Evaluate the appropriateness of accounting policies used and the reasonableness of significant
accounting estimates made by management, as well as evaluate the overall presentation of the
financial statements.

e Conclude whether, in our judgment, there are conditions or events, considered in the aggregate,
that raise substantial doubt about the ERS’ ability to continue as a going concern for a reasonable
period of time.

We are required to communicate with those charged with governance regarding, among other matters, the
planned scope and timing of the audit, significant audit findings, and certain internal control-related
matters that we identified during the audit.

Other Matters
Required Supplementary Information
Accounting principles generally accepted in the United States of America require that the management’s

discussion and analysis, the schedule of changes in the employers’ net pension liability and related ratios,
schedule of the employers’ net pension liability, and schedule of investment returns (collectively the
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required supplementary information) be presented to supplement the basic financial statements. Such
information is the responsibility of management and, although not a part of the basic financial statements,
is required by the Governmental Accounting Standards Board who considers it to be an essential part of
financial reporting for placing the basic financial statements in an appropriate operational, economic, or
historical context. We have applied certain limited procedures to the required supplementary information
in accordance with auditing standards generally accepted in the United States of America, which
consisted of inquiries of management about the methods of preparing the information and comparing the
information for consistency with management’s responses to our inquiries, the basic financial statements,
and other knowledge we obtained during our audit of the basic financial statements. We do not express
an opinion or provide any assurance on the information because the limited procedures do not provide us
with sufficient evidence to express an opinion or provide any assurance.

Other Supplementary Information

Our audit was conducted for the purpose of forming an opinion on the financial statements that
collectively comprise the ERS’ basic financial statements. The supplementary information included in
Schedules 1 through 4 as listed in the table of contents is presented for purposes of additional analysis and
is not a required part of the basic financial statements. Such information is the responsibility of
management and was derived from and relates directly to the underlying accounting and other records
used to prepare the basic financial statements. The information included in Schedules 1 through 3 has
been subjected to the auditing procedures applied in the audit of the basic financial statements and certain
additional procedures, including comparing and reconciling such information directly to the underlying
accounting and other records used to prepare the basic financial statements or to the basic financial
statements themselves, and other additional procedures in accordance with auditing standards generally
accepted in the United States of America. In our opinion, the supplementary information included in
Schedules 1 through 3 is fairly stated, in all material respects, in relation to the basic financial statements
as a whole.

The information included in Schedule 4 has not been subjected to the auditing procedures applied in the
audit of the financial statements, and accordingly, we do not express an opinion or provide any assurance
on it.

Other Reporting Required by Government Auditing Standards

In accordance with Government Auditing Standards, we have also issued our report dated October 22,
2024, on our consideration of the ERS’ internal control over financial reporting and on our tests of its
compliance with certain provisions of laws, regulations, contracts, and grant agreements and other
matters. The purpose of that report is solely to describe the scope of our testing of internal control over
financial reporting and compliance and the results of that testing, and not to provide an opinion on the
effectiveness of the ERS’ internal control over financial reporting or on compliance. That report is an
integral part of an audit performed in accordance with Government Auditing Standards in considering the
ERS’ internal control over financial reporting and compliance.

AAPLY 4cc

Honolulu, Hawaii
October 22, 2024



EMPLOYEES’ RETIREMENT SYSTEM
OF THE STATE OF HAWAII

Management’s Discussion and Analysis (Unaudited)

June 30, 2023

This Management’s Discussion and Analysis (MD&A) of the Employees’ Retirement System of the State
of Hawaii (the ERS) provides highlights and comparisons of the financial position and performance of the
ERS as of and for the year ended June 30, 2023. The MD&A is presented as a narrative overview and
analysis in conjunction with the Letter of Transmittal, which is included in the Introductory Section of the
separately issued ERS Annual Comprehensive Financial Report (the ACFR). For more detailed
information pertaining to the ERS’ financial activities, the reader should also review the actual financial
statements, including the notes and supplementary information.

Overview of the Financial Statements

The ERS is responsible for administering a defined-benefit pension plan for state government, local
government, and public education employees in the State of Hawaii (the State).

The ERS’ financial statements include fiduciary type funds that are used to account for resources held for
the benefit of parties outside of the ERS. The primary fund is defined as a Pension Trust Fund as these
assets are held for the benefit of its members and their beneficiaries for the payment of pension benefits.
Throughout this discussion and analysis, units of measure (i.e., billions, millions, and thousands) are
approximate, being rounded up or down to the nearest tenth of the respective unit value.

This discussion and analysis is intended to serve as an introduction to the ERS’ financial reporting, which
comprises the following components:

e The two main basic financial statements include the statement of fiduciary net position as of
June 30, 2023, and the related statement of changes in fiduciary net position during the fiscal year
from July 1, 2022 to June 30, 2023 (FY 2023). These provide a snapshot of the resources
available at the end of the fiscal year and a summary of changes in resources available to pay
pension benefits to members, retirees, and beneficiaries.

e The related notes to financial statements are an integral part of the basic financial statements and
include detailed information that is essential to a full understanding of the data provided in the
basic financial statements.

e The Required Supplementary Information, which includes the schedules of changes in the
employers’ net pension liability and related ratios, employers’ net pension liability, and
investment returns, and the related notes to required supplementary information, are required to
be presented to supplement the basic financial statements for placing the financial statements in
an appropriate operational, economic, or historical context.



EMPLOYEES’ RETIREMENT SYSTEM
OF THE STATE OF HAWAII

Management’s Discussion and Analysis (Unaudited)

June 30, 2023

The Other Supplementary Information is derived from and relates directly to the underlying
accounting and other records used to prepare the financial statements, and provides additional
detailed information concerning the changes in operating reserves established by legislation, and
the operating and investment related expenses of the ERS. The Other Supplementary Information
also includes a report on employer social security contribution amounts for the State that are paid
directly to the Internal Revenue Service (IRS). This information is separate from the financial
information of the Pension Trust Fund.

Financial Highlights

The fiduciary net position increased to $22.4 billion as of June 30, 2023, with a decrease in
funded status during the fiscal year to 61.9%. The ERS’ fiduciary net position was $21.9 billion,
for a 62.8% funded status as of June 30, 2022.

The ERS investment return (net and gross of fees, and contains lagged and non-lagged
components) was 2.4% for the 2023 fiscal year compared to 4.0% for the 2022 fiscal year, using
the time-weighted rate of return methodologies that are generally accepted by the Global
Investment Performance Standards (GIPS) (that is shown in the Investment Section of the ACFR).
The investment program underperformed its actuarial and investment goal of 7.0% that was
effective June 30, 2023. Under Governmental Accounting Standards Board (GASB) Statement
No. 67, Financial Reporting for Pension Plans — an amendment of GASB Statement No. 25, the
annual money-weighted return on ERS’ pension plan investments, net of pension plan investment
expense, was 3.8% and 0.8% for FY 2023 and FY 2022, respectively.

Effective October 1, 2014, the Board of Trustees of the ERS (the Board) approved the adoption of
a change in its asset allocation policy from the asset-class policy to a new risk-based asset
allocation framework. Following the completion of the 2019 Asset Liability Study, the Board
adopted a new long-term strategic allocation policy that established two major asset classes of
Broad Growth and Diversifying Strategies (rather than four: Broad Growth, Principal Protection,
Real Return and Crisis Risk Offset) that was completed during the 2022 fiscal year. Please refer
to Note E.1, Investment Policy, for more detailed information on the asset allocation policy.

During 2023 and 2022, there was no significant legislation passed that significantly affects the
operations or provisions of the pension trust.

Total pension liability as of June 30, 2023 increased to $36.2 billion from $34.8 billion as of
June 30, 2022, while the corresponding net pension liability increased to $13.8 billion as of
June 30, 2023 from $13.0 billion as of June 30, 2022. Covered payroll for the ERS increased in
FY 2023 to $4.7 billion compared to FY 2022 of $4.5 billion for a 4.3% increase.



EMPLOYEES’ RETIREMENT SYSTEM
OF THE STATE OF HAWAII

Management’s Discussion and Analysis (Unaudited)

June 30, 2023

The fiduciary net position as a percentage of total pension liability decreased to 61.9% from
62.8% as of June 30, 2023 and June 30, 2022, respectively, while the funded ratio on an actuarial
basis increased to 62.2% from 61.2%, respectively. The main difference between the two
methods is under GASB Statement No. 67 for financial reporting purposes, the fiduciary net
position is based only on the market value of assets while under actuarial value for the net assets
for funding purposes allows for a four-year market smoothing of assets of net appreciation.

Contributions from members and employers increased by a total of $48.8 million during
FY 2023, or 3.2% from FY 2022. The increase is primarily an increase in covered payroll from
member pay increases, more active members being required to contribute, and new employees
contributing at higher contribution rates. The historical summary of legislation impacting the
ERS actuarial valuations is discussed in more detail in the “Summary of Plan Changes” in the
Actuarial Section of the ACFR.

Total benefit payments increased by $56.6 million, or 3.3% in FY 2023 from FY 2022. Pension
benefits continue to increase due to 1.8% more retirees and beneficiaries (54,973 in 2023
compared to 53,990 in 2022), an increase in the average pension benefit for new retirees, and the
annual 2.5% postretirement increase paid to most retirees.

Administrative expenses increased by $1.0 million to $18.5 million in FY 2023 from $17.5
million in FY 2022. The increase in administrative expenses is primarily the result of an increase
in pay raises and fringe benefit assessment costs and to a lesser extent an increase in legal and
computer related (equipment, cloud and maintenance) costs. These costs were offset by a
decrease in depreciation and other miscellaneous costs. Administrative expenses for all years
were within the ERS’ budgeted amounts.



EMPLOYEES’ RETIREMENT SYSTEM
OF THE STATE OF HAWAII

Management’s Discussion and Analysis (Unaudited)

June 30, 2023

Analysis of Fiduciary Net Position

Summary of Fiduciary Net Position
June 30, 2023 and 2022
(Dollars in millions)

FY 2023
2023 2022 % Change
Assets:
Cash and cash equivalents and short-term
investments $ 4979 % 1,008.3 (50.6) %
Receivables 199.9 155.9 282 %
Investments 21,959.0 20,821.5 55 %
Invested securities lending collateral 491.5 735.9 (33.2) %
Equipment, net 4.0 5.0 (20.0) %
Total assets 23,1523 22,726.6 1.9 %
Liabilities:
Securities lending collateral 491.5 735.9 (33.2) %
Investment accounts and other payables 2354 135.9 732 %
Total liabilities 726.9 871.8 (16.6) %
Fiduciary net position restricted for pensions $ 224254 § 21,8548 26 %




EMPLOYEES’ RETIREMENT SYSTEM
OF THE STATE OF HAWAII

Management’s Discussion and Analysis (Unaudited)

June 30, 2023

Summary of Changes in Fiduciary Net Position
Years Ended June 30, 2023 and 2022
(Dollars in millions)

FY 2023
2023 2022 % Change
Additions:
Contributions S 1,584.0 § 1,535.2 32 %
Net investment income 826.9 164.6 4024 %
Total additions, net 2,410.9 1,699.8 41.8 %
Deductions:
Benefit payments 1,795.4 1,738.8 33 %
Refunds of member contributions 26.4 245 7.8 %
Administrative expenses 18.5 17.5 57 %
Total deductions 1,840.3 1,780.8 33 %
Increase (decrease) in fiduciary net position
restricted for pensions 570.6 (81.0) 8044 %

Fiduciary net position restricted for pensions:
Beginning 21,854.8 21,935.8

Ending $ 224254 § 21,8548

Investments, Investment Income, and Investment Expense

The ERS is a long-term investor and manages its pension assets with long-term objectives in mind. A
primary element of the ERS’ investment philosophy is diversification among various asset classes. The
ERS makes estimates of long-term market returns and establishes an asset allocation strategy taking into
account the risks associated with each asset class.

Investments for the risk-based allocation policy approved in FY 2015, as revised, based on the type of
security for financial reporting are listed below. In 2016, the ERS began using this framework with four
major asset classes that shifts the portfolio asset allocation from a return-based process to a risk-based
process that makes use of strategic/functional classes that in-turn utilize underlying asset classes and
strategies. Each of these classes is designed to achieve a certain goal (e.g., Real Return class) and/or be
exposed to a specific set of macroeconomic risks that are common among the different strategy types
and/or assets within the class (e.g., Broad Growth class). As a result of this structure, each strategic class
is expected to be exposed to a set of major and minor macroeconomic risks. Following a 2019 Asset
Liability Study that was completed in FY 2020, the Board adopted a new long-term strategic allocation
policy. As part of the long-term strategic policy, the portfolio transitioned to two major asset classes
(rather than four). Prevailing classes and sub-classes were remapped to the two major strategic classes
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EMPLOYEES’ RETIREMENT SYSTEM
OF THE STATE OF HAWAII

Management’s Discussion and Analysis (Unaudited)

June 30, 2023

where applicable. During FY 2023, the ERS continued utilizing its long-term strategic allocation plan
that was consistent with the FY 2022 allocation regarding asset allocation, investment types, etc. A
subsequent asset liability study was completed in FY 2023 that will impact the strategic allocation in
future fiscal years. Information about ERS’ investment program is available on the ERS website at
https://ers.ehawaii.gov/investments/program.

The asset distribution of the ERS’ investment securities for the pension trust, excluding pending trade
settlements and securities lending collateral, at June 30, 2023 and 2022 are presented below at fair value.
Fluctuations will occur based on the trading activity and timing of the settlements. Investment balances
between the asset classes will change over time based on market sectors’ performance and our
rebalancing efforts to maintain asset allocation targets. Please refer to the Investment Section of the
ACFR for a discussion on the risk-based methodology, asset allocation plan targets, and investments by
investment strategy.

Asset Class
June 30, 2023 and 2022

(Dollars in millions)

2023 % 2022 %

Cash and cash equivalents and
short term investments $ 497.9 22% $ 1,008.3 4.6%
Equity securities 5,288.9 23.6% 5,360.4 24.6%
Fixed income securities 3,525.7 15.7% 3,263.0 14.9%
Real assets investments 3,774.8 16.8% 3,372.2 15.4%
Alternative investments 9,369.6 41.7% 8,825.9 40.5%
Total investment assets S 22.456.9 100.0% $ 21,829.8 100.0%

The rate of return (gross of fees time-weighted rate of returns) on the ERS investment portfolio was 2.4%
from the challenging investment markets in FY 2023, underperforming the overall ERS investment target
of 7.0%. The Broad Growth asset class returned 3.6% during the fiscal year while the Diversifying
Strategies asset class had a negative return of -0.6%. This compares to an overall return on the portfolio of
4.0% in FY 2022. Total net investment income increased to $826.9 million in FY 2023 from $164.6
million in FY 2022.

The ERS had positive returns of 3.6% in the Broad Growth asset class including positive returns in public
growth (+10.6%), offset by negative returns in private growth (-3.8%) and real assets (-1.1%). During FY
2023 the Diversifying Strategies asset class returned a loss of -0.6% lead by positive returns in liquid
diversifying (+4.4%), offset by negative returns in illiquid diversifying (-1.8%) and liquid defensive (-
5.5%) segments. A summary of investment returns (by sub-component of the risk-based allocation) is
included within the Report on Investment Activity by Investment Consultant that is located in the
Investment Section of the ACFR.
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EMPLOYEES’ RETIREMENT SYSTEM
OF THE STATE OF HAWAII

Management’s Discussion and Analysis (Unaudited)

June 30, 2023

The ERS participates in a securities lending program through its global custodian as a way to earn
incremental income to enhance the investment portfolio yield.

Investment expenses includes investment management fees paid to external investment advisor firms that
oversee the ERS’ investment portfolio.

Total investment management fees earned by external investment advisors decreased slightly in FY 2023
from FY 2022 due to the elimination of incentive investment fees that were accrued in previous fiscal
years with the reduction of cumulative excess earnings on certain private market investments above the
corresponding investment benchmark for those investments. Investment advisor fees include incentive
fees for superior investment returns by the manager above their corresponding benchmark, while
maintaining an acceptable level of investment risk. Incentive fees for certain investment managers are
recognized on the accrual basis of accounting for the change in real estate values during the year, and are
only paid upon the sale of the asset if the asset has “excess earnings” when the real estate asset is actually
sold. The ERS requires external managers to provide the ERS with a “most favored nations™ contract
clause that guarantees the ERS with the lowest management fees the managers offer their clients for
investment accounts with similar investment mandates and similar account size.

Contributions

Contributions from employers and employees totaled $1,584.0 million and $1,535.2 million in FY 2023
and FY 2022, respectively. During FY 2023, total contributions increased by $48.8 million, or 3.2%,
primarily from pay raises that resulted in an increase in covered payroll that contributions are assessed on.

Pension Plan Benefits and Expenses

Pension benefit payments continue to be the primary deduction of the ERS with payments increasing to
$1,795.4 in FY 2023 from $1,738.8 in FY 2022. The pension benefits increase is attributed to the
continued net increase in the number of retirees being paid, higher pension benefits for recent retirees, and
the annual postretirement increase for ERS’ retirees.

Refunds to terminating hybrid and contributory class members increased to $26.4 million in FY 2023
from $24.5 million in FY 2022.

Administrative expenses increased to $18.5 million in FY 2023 from $17.5 million in FY 2022 due
primarily from pay raises and related fringe benefit assessment costs and to a lesser extent the increase in
legal and computer related (cloud, equipment, and repairs) costs, which was partially offset by a decrease
in depreciation expense.

Pension Plan Changes
There was no significant legislation passed in 2023 and 2022 that affects pension plan provisions.

Pension plan changes, including legislative and the Board’s actions, are summarized in the Introductory
Section and Actuarial Section of the ACFR.
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Management’s Discussion and Analysis (Unaudited)

June 30, 2023

Actuarial Valuations and Measurement of Net Pension Liability

The funding status decreased during FY 2023 on the fiduciary net position (market asset basis) to 61.9%
as of June 30, 2023 from 62.8% as of June 30, 2022, as a result of lower than expected investment
returns.

During FY 2023, the ERS’ investment portfolio earned 2.4% based on the market value of assets. This
compares to rate of return for the actuarial value of 3.8% in FY 2023, which is different than the market
return calculation due to the smoothing methodology used in the determination of the actuarial value of
assets.

The total pension liability for fiscal year ended June 30, 2023 is based on the actuarial valuation
performed as of June 30, 2023 and a measurement date of June 30, 2023.

Per the valuation as of June 30, 2023, the ERS’ total pension liability was $36.2 billion, covered payroll
was $4.7 billion and the ERS’ fiduciary net position was $22.4 billion, resulting in a net pension liability
of $13.8 billion. The ERS’ fiduciary net position as a percentage of total pension liability was 61.9% and
62.8% as of June 30, 2023 and 2022, resulting in the net pension liability as a percentage of covered
payrolls of 295.2% and 289.2%, respectively. The increase in pension liabilities is the result of overall
payroll growth and individual salary increases.

Based on the results of the actuarial valuation as of June 30, 2023, including existing statutory employer
contribution rates, the ERS actuary determined that the funding period for paying off the unfunded
actuarial accrued liability (UAAL) of the ERS Pension Trust decreased to 23 years from 24 years as of
June 30, 2022. Because this period is less than the 30 years, the objectives set in Hawaii Revised Statutes
(HRS) are currently being realized. HRS§88-122(e)(1) state that the employer contribution rates are
subject to adjustment when the funding period is in excess of 30 years.

The actuarial assumptions and changes to the assumptions are discussed in Note F, Pension Liability, and
in the Required Supplementary Information — Unaudited section. The Actuarial Section in the ACFR
contains more information on changes to the actuarial assumptions.

Requests for Information
This financial report is designed to provide a general overview of the ERS’ finances. For questions

concerning any information in this report or for additional information, contact the Employees’
Retirement System of the State of Hawaii, 201 Merchant Street, Suite 1400, Honolulu, Hawaii 96813.



EMPLOYEES' RETIREMENT SYSTEM
OF THE STATE OF HAWAII

Statement of Fiduciary Net Position

June 30, 2023

Assets:
Cash and cash equivalents and short-term investments:
Cash and cash equivalents $ 92,041,414
Short-term investments 405,865,095
497,906,509
Receivables:
Employer and member contributions 151,378,373
Accrued investment income 28,989,788
Investment sales proceeds 15,982,313
Accounts receivable and other 3,589,353
199,939,827

Investments, at fair value:

Equity securities

Fixed income securities
Real assets investments
Alternative investments

Other assets:
Invested securities lending collateral
Equipment, at cost, net of depreciation

Total assets

5,288,938,937
3,525,645,635
3,774,821,802
9,369,579,364

21,958,985,738

491,507,300
4,010,465

495,517,765

23,152,349,839

Liabilities:
Accounts and other payables 202,903,305
Payable for securities purchased 32,554,259
Securities lending collateral 491,507,300
Total liabilities 726,964,864
Fiduciary net position restricted for pensions $ 22,425,384,975

See accompanying notes to financial statements.
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OF THE STATE OF HAWAII

Statement of Changes in Fiduciary Net Position

Year Ended June 30, 2023

Additions:
Contributions:
Employers contributions S 1,274,221,056
Members contributions 309,761,053
Total contributions 1,583,982,109

Investment income:
From investing activities:

Net appreciation in fair value of investments 473,600,753
Interest on fixed income securities 165,069,675
Alternative investment income 161,545,169
Income on real assets investments 84,105,658
Dividends on equity securities 81,301,818
Interest on short-term investments 11,021,420
Miscellaneous 918,073
977,562,566

Less investment expenses 153,900,913
Net investment income from investing activities 823,661,653

From securities lending activities:

Securities lending income 27,760,929

Less: securities lending expenses, net 24,519,707

Net investment income from securities lending 3,241,222

Total net investment income 826,902,875

Total additions, net 2,410,884,984
Deductions:

Benefit payments 1,795,410,787

Refunds of member contributions 26,353,782

Administrative expenses 18,549,472

Total deductions 1,840,314,041

Net increase in fiduciary net position 570,570,943

Fiduciary net position restricted for pensions:
Beginning of year 21,854,814,032

End of year $ 22,425,384,975

See accompanying notes to financial statements.
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Notes to Financial Statements

June 30, 2023

Note A — Description of the ERS

1.

General

The Employees’ Retirement System of the State of Hawaii (the ERS) began operations on
January 1, 1926, having been established by the Territorial Legislature in the preceding year. The
provisions of the ERS are contained in Chapter 88 of the Hawaii Revised Statutes (HRS) and
applicable provisions of the federal Internal Revenue Code. The ERS is a cost-sharing, multiple-
employer public employee retirement system established as a defined benefit pension plan to
administer a pension benefits program for all State and county employees, including teachers,
professors, police officers, firefighters, correction officers, judges, and elected officials.

The ERS is a qualified defined-benefit pension plan under Section 401(a) of the Internal Revenue
Code. Since January 1, 1988, member contributions have been tax deferred under Section
414(h)(2) of the Internal Revenue Code, and Chapter 88 of the HRS (Chapter 88, HRS) mandates
that employers pick up the employee contributions. These contributions are classified as member
contributions in the financial statements. As a public entity, the ERS is not required to file a
federal income tax return with the Internal Revenue Service. As a defined-benefit pension plan,
the ERS is required to withhold federal income tax from member and benefit recipient payments
in accordance with the Internal Revenue Code.

The ERS Pension Trust is comprised of three pension classes for membership purposes and
considered to be a single plan for accounting purposes because all assets of the ERS may legally
be used to pay the benefits of any of the ERS members or beneficiaries, as defined by the terms of
the ERS. The ERS provides retirement, survivor, and disability benefits for three membership
classes known as the contributory, hybrid, and noncontributory members.

Generally, all full-time employees of State and counties of Hawaii are required to be members of
the ERS. Some positions of the State and counties of Hawaii are not eligible for ERS
membership and may be covered by another separate retirement program. Membership of the
plan and the benefits provided are based on the individual’s employment group and ERS
membership date. A member may belong to only one class based on their latest employment. A
member may change classes in certain situations due to a change in their employment date or job
classification. If a member earns service in different classes or benefit structures, the member’s
retirement benefit is bifurcated based on the applicable membership service earned (such as
service credits and benefit multiplier percentage of such service).

The two major employment groups applicable to employer and member contribution rates,
vesting requirements, and benefit provisions are (a) Police and Firefighters and (b) All Other
Employees. There are four major benefit structures for contributory class members based on
employment group and membership date while there are two benefit structures for hybrid class
members based on their membership date as discussed below. The noncontributory class has one
benefit structure.
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Employer, pensioner, and employee membership data as of March 31, 2023 are as follows:

Employers:
State 1
County 4
Total employers 5
Pensioners and beneficiaries currently receiving benefits:
Pensioners currently receiving benefits:
Police and firefighters 4,280
All other employees 45,412
Total pensioners 49,692
Beneficiaries currently receiving benefits:
Police and firefighters 407
All other employees 4,874
Total beneficiaries 5,281
Total pensioners and beneficiaries
currently receiving benefits 54,973
Terminated vested members entitled to benefits but
not yet receiving benefits:
Police and firefighters 228
All other employees 8,769
Total terminated vested members 8,997
Inactive members:
Police and firefighters 1,001
All other employees 25,899
Total inactive members 26,900
Total terminated vested and inactive members 35,897
Active members:
Vested:
Police and firefighters 3,006
All other employees 30,722
Total vested members 33,728
Nonvested:
Police and firefighters 1.826
All other employees 28,689
Total nonvested members 30,515
Total active members 64,243
Total membership 155,113
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The Financial Reporting Entity

As required by accounting principles generally accepted in the United States of America (GAAP),
these financial statements present the ERS (the primary government) as a separate reporting
entity from the State of Hawaii (the State). The ERS is not part of the State’s financial reporting
entity because it is a separate legal entity that is fiscally independent of the State. The ERS was
established by Chapter 88, HRS and is governed by a Board of Trustees (the Board) as discussed
below.

The Board administers the ERS on behalf of public employees of both the State and county
governments. Except for limited administrative 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
consists of eight members. The State Director of Finance is a statutory member of the Board.
Four members of the Board are elected by members and retirants of the ERS and the other three
members of the Board are appointed by the Governor. Decisions are made with the concurring
vote of five members of the Board. The Board appoints the Executive Director and Chief
Investment Officer and engages actuarial and other services required to transact the business of
the ERS.

Class Descriptions and Funding Policy

Members of the ERS are contributory, hybrid, or noncontributory members. All assets of the
ERS (in the Pension Trust) may be used to pay benefits to any member of the ERS. Contribution
rates are determined by state law as a percentage-of-payroll.

The statutory employer contribution rate includes the normal cost and accrued liability
contribution and is determined separately for two groups of employees: (a) Police and
Firefighters and (b) All Other Employees. Employer contribution rates are subject to adjustment
in certain situations based on the Pension Trust’s funded status or actuarial investigations. The
ERS performs an actuarial investigation of the experience at least once every three years, plus an
annual actuarial valuation of the assets and liabilities of the funds of the Pension Trust. The
Board adopts mortality, service, and other assumptions, factors, and tables as deemed appropriate
and necessary, based on the actuarial investigation and actuary recommendation. Generally,
actuarial assumptions and methods were adopted by the Board on August 8, 2022 as
recommended by Gabriel, Roeder, Smith and Company (GRS) (from the experience study as of
June 30, 2021, with most of the assumptions based on the period from July 1, 2016, through June
30, 2021) while the investment return assumption was adopted beginning with the 2016
valuation. See the Actuarial Section in the separately issued ERS Annual Comprehensive
Financial Report (the ACFR) for all actuarial assumptions used.
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Effective July 1, 2008, the statutory employer contribution rate for employees in the Police and
Firefighters category increased from 15.75% to 19.70%, and the rate for employees in the All
Other category increased from 13.75% to 15.00%. Per legislation passed in 2011, the rate for
Police and Firefighters increased to 22.00% on July 1, 2012; 23.00% on July 1, 2013; 24.00% on
July 1, 2014; and 25.00% on July 1, 2015, and the rate for All Other Employees increased to
15.50% effective July 1, 2012; 16.00% effective July 1, 2013; 16.50% effective July 1, 2014; and
17.00% effective July 1, 2015. These employer contribution rates are applied to the total covered
payroll in each respective category to determine the required employer contributions.
Administration of the Pension Trust is financed through contributions from the employers and
employees (if applicable) and investment earnings.

Per Act 17 (SLH 2017), employer contribution rates from the State and counties are expected to
increase pursuant to a phased-in contribution rate increase over four years beginning July 1, 2017.
The rate for Police and Firefighters increased to 28.00% on July 1, 2017; 31.00% on July 1, 2018;
36.00% on July 1, 2019; and 41.00% on July 1, 2020; and the rate for All Other Employees
increased to 18.00% on July 1, 2017; 19.00% on July 1, 2018; 22.00% on July 1, 2019; and
24.00% on July 1, 2020.

Effective July 1, 2012, employers may be required to make additional employer contributions to
the ERS in certain situations. This legislation requires employers to pay additional contributions
if a retiring employee, who was first employed prior to July 1, 2012 and who was last employed
by the employer, has significant non-base pay increases included in their average final
compensation. The additional contribution is equal to the actuarial present value of the additional
benefits earned due to the “excessive” non-base pay increases.

Until June 30, 1984, all employees were required to be contributory members. Employees
covered by Social Security on June 30, 1984 were given the option of changing to a
noncontributory member or remain a contributory member. All new employees hired after
June 30, 1984 and before July 1, 2006, who are covered by Social Security, were generally
required to be noncontributory members. Qualified employees that were contributory or
noncontributory members were given the option to change to a hybrid class benefits structure
effective July 1, 2006, or remain in their existing class. Starting July 1, 2006, all new employees
covered by Social Security are required to be hybrid members, unless they are required to be
contributory members. Most employees not covered by Social Security (primarily Police and
Firefighters employees) are required to be contributory members.
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The three membership classes provide a monthly retirement allowance (maximum allowance)
equal to the benefit multiplier % (generally 1.25% or 2.00%), multiplied by the average final
compensation (the AFC), multiplied by years of credited service. The benefit multiplier
decreased by 0.25% for new hybrid and contributory members hired after June 30, 2012. If a
member earns service in a different benefit structure, the member’s retirement benefit is
bifurcated based on the applicable membership service earned (such as service credits and benefit
multiplier percentage of such service). In lieu of the maximum allowance, the member may elect
to receive an actuarially equivalent alternate retirement option with a reduced lifetime allowance
(such as survivor benefit).

The AFC is the average salary earned during the five highest paid years of service, including the
payment of salary in lieu of vacation, or three highest paid years of service, excluding the
payment of salary 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, and before July 1, 2012, is based on the three
highest paid years of service excluding the payment of salary in lieu of vacation. For new
members hired after June 30, 2012, the AFC is based on the five highest paid years of service
excluding the payment of salary in lieu of vacation.

For postretirement increases, every retiree’s original retirement allowance is increased by 2.50%
on each July 1 following the calendar year of retirement, if the retiree became an ERS member
prior to July 1, 2012. This cumulative benefit is not compounded and increases each year by
2.50% of the original retirement allowance without a ceiling (2.50% of the original retirement
allowance the first year, 5.00% the second year, 7.50% the third year, etc.). For new members
hired after June 30, 2012, the postretirement annuity increase was decreased to 1.50% per year of
the original retirement allowance without a ceiling (1.50% of the original retirement allowance
the first year, 3.00% the second year, 4.50% the third year, etc.).

The following summarizes the provisions relevant to the largest employee groups of the
respective membership class. Retirement benefits for certain groups, such as sewer workers,
judges, and elected officials, vary from general employees.

All contributions, benefits, and eligibility requirements are governed by Chapter 88, HRS. For a
more detailed summary of benefits for employees and a description of special provisions to
groups of employees, refer to the Summary of Retirement Benefit Plan Provisions contained in
the Introductory Section of the ACFR. All of the statutory member contributions discussed in
this section are classified as “member contributions” with the adoption of GASB Statement No.
82, Pension Issues — an amendment of GASB Statements No. 67, No. 68, and No. 73.
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Contributory

Police officers, firefighters, and certain other members that are not covered by Social Security
first hired prior to July 1, 2012 contribute 12.20% of their salary and receive a retirement
benefit using the benefit multiplier of 2.50% for qualified service, up to a maximum of 80%
of the AFC. These members may retire at age 55 with 5 years of credited service or at any
age with 25 years of credited service, provided the last 5 years of credited service is any of
the qualified occupations.

Police officers, firefighters and certain other members that are not covered by Social Security
first hired after June 30, 2012 contribute 14.20% of their salary and receive a retirement
benefit using the benefit multiplier of 2.25% for qualified service, up to a maximum of 80%
of the AFC. These members may retire at age 60 with 10 years of credited service or at age
55 with 25 years of credited service, provided the last 5 years of credited service is any of the
qualified occupations.

All other employees hired prior to July 1, 2012 are required to contribute 7.80% of their
salary and are fully vested for benefits upon receiving 5 years of credited service.
Contributory members may retire with full benefits at age 55 and 5 years of credited service.
They may take early retirement at any age with at least 25 years of credited service and
receive benefits reduced 5.00% per year under age 55 plus 4.00% per year under age 50. The
benefit multiplier is 2.00% for employees covered by Social Security.

All other employees in the contributory class hired after June 30, 2012 are required to
contribute 9.80% of their salary and are fully vested for benefits upon receiving 10 years of
credited service. These members may retire with full benefits at age 60 and 10 years of
credited service. Members may take early retirement at age 55 with 25 years of credited
service and receive benefits reduced by 5.00% per year under age 60. The benefit multiplier
is 1.75% for employees covered by Social Security.

Hybrid

All other employees hired before July 1, 2012 are required to contribute 6.00% of their salary
and are fully vested for benefits upon receiving 5 years of credited service. Employees may
retire with full benefits at age 62 and 5 years of credited service or at age 55 and 30 years of
credited service. Early retirement benefits are available at age 55 and 20 years of credited
service with benefits reduced by 5.00% per year under age 62. The benefit multiplier used to
calculate retirement benefits is 2.00%. Hybrid members are covered by Social Security.
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All other employees hired after June 30, 2012 are required to contribute 8.00% of their salary
and are fully vested for benefits upon receiving 10 years of credited service. Employees may
retire with full benefits at age 65 and 10 years of credited service or at age 60 and 30 years of
credited service. Early retirement is available at age 55 and 20 years of credited service with
benefits reduced 5.00% per year under age 65. The benefit multiplier used to calculate
retirement benefits is 1.75%. Hybrid members are covered by Social Security.

Noncontributory

All other employees are fully vested upon receiving 10 years of credited service and are
covered by Social Security. The employer is required to make all contributions for these
members. Employees may retire with full benefits at age 62 years and 10 years of credited
service or age 55 and 30 years of credited service. Early retirement is available at age 55
years and 20 years of credited service with benefits reduced by 6.00% per year under age 62.
The benefit multiplier used to calculate retirement benefits is 1.25%.

Ordinary disability retirement benefits require a minimum of 10 years of service, whereas
service-connected disability resulting from a job-related accident does not have any service
requirement. There is no age requirement to qualify for disability benefits.

Ordinary death benefits for contributory and noncontributory members require at least one year
and 10 years of service, respectively. Ordinary death benefits for hybrid members require five
years of service if hired prior to July 1, 2012 or 10 years of service if hired after June 30, 2012.
There is no service requirement to qualify for service-connected death benefits.

The ERS as Employer

As an employer, the ERS participates in its pension benefits program, through the State. The
ERS provides benefits for all of its full-time employees as contributory, hybrid, or
noncontributory membership. Contributions are calculated as part of the State’s total contribution
requirements and are reimbursed to the State’s General Fund as part of the fringe benefit rate on
the ERS’ employees’ actual salaries.

Other Post Employment Benefits (OPEB)

In addition to the retirement benefits provided by the ERS Pension Trust, the participating
employers, pursuant to Chapter 87A, HRS, provide certain healthcare and life insurance benefits
for State and county qualified employees and retirees. The Hawaii Employer-Union Health
Benefits Trust Fund (the EUTF) was established on July 1, 2003 to design, provide, and
administer health benefits plans and a group life insurance benefits program for State and county
employees and retirees.
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Under Section 87A-33 of the HRS, the participating employers pay the EUTF a base monthly
contribution for the health benefits plans of certain retired employees, including those who were
hired before July 1, 1996 and retired after June 30, 1984, with 10 or more years of credited
service.

Under Section 87A-34 of the HRS, the participating employers pay the EUTF one-half of the
base monthly contribution for the health benefits plans of retired employees who were hired
before June 30, 1996, and retired after June 30, 1984, with fewer than 10 years of credited
service.

Under Sections 8§7A-35 and 87A-33(a)(6) of the HRS, the participating employers pay the EUTF
for the health benefits plans of retired employees who were hired after June 30, 1996 but before
July 1, 2001: (a) one-half of the base monthly contribution if the employee retired with between
10 and 15 years of credited service; (b) 75% of the base monthly contribution if the employee
retired with between 15 and 25 years of credited service; and (c) 100% of the base monthly
contribution if the employee retired with 25 or more years of credited service.

Under Section 87A-36 of the HRS, the participating employers pay the EUTF for the health
benefits plans of retired employees who were hired after June 30, 2001: (a) one-half of the base
monthly contribution for a self-only plan if the employee retired with between 10 and 15 years of
credited service; (b) 75% of the base monthly contribution for a self-only plan if the employee
retired with between 15 and 25 years of credited service; and (c) 100% of the base monthly
contribution for a self-only plan if the employee retired with 25 or more years of credited service.

The net assets of the EUTF are not included in the ERS Pension Trust net assets. The EUTF
issues a financial report that includes financial statements and required supplementary
information.

Note B — Summary of Significant Accounting Policies

A summary of the significant accounting policies consistently applied in the preparation of the
accompanying financial statements follows:

1.

Basis of Accounting

Fiduciary funds are used to account for assets held by the ERS in a trustee capacity or as an agent
for other governments, and/or other funds. The fiduciary fund type used by the ERS is a Pension
Trust Fund. The fiduciary fund is considered a separate fiscal and accounting entity with a self-
balancing set of accounts that comprise its assets, liabilities, equity, revenues and expenditures, or
expenses, as appropriate. The accounting and reporting treatment applied to a fund is determined
by its measurement focus. The Pension Trust Fund is accounted for on a flow of economic
resources measurement focus.
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The financial statements are prepared in conformity with GAAP using the accrual basis of
accounting. Administrative expenses are financed exclusively with investment income.

Cash Equivalents

All highly liquid investments with an original maturity of three months or less when purchased
are considered to be cash equivalents.

Investments

The ERS’ investment policy, including the legal authority, is discussed in Note E.1, Investment
Policy. Investments are reported at fair value. Refer to Note E.3, Investments, for the ERS’ fair

value disclosures.

Purchases and sales of securities are recorded on a trade-date basis. Interest income is recorded
on the accrual basis. Dividend income is recorded on the ex-dividend date.

Realized and unrealized gains and losses are recorded in the accompanying financial statements
based on the difference between the fair value of assets at the beginning of the fiscal year, or at
the time of purchase for assets purchased during the fiscal year, and the related fair value on the
day investments are sold with respect to realized gains and losses, or on the last day of the fiscal
year for unrealized gains and losses.

Revenue Recognition - Contributions

Contributions from employers and members are recognized in the period in which the
contributions are legally due.

Payment of Benefits

Benefits and refunds are recognized when due and payable in accordance with the terms of the
Pension Trust.

24



EMPLOYEES’ RETIREMENT SYSTEM
OF THE STATE OF HAWAII

Notes to Financial Statements

June 30, 2023

Securities Lending

The ERS records collateral received under securities lending agreements where the ERS has the
ability to spend, pledge, or sell the collateral without borrower default. Liabilities resulting from
these transactions are also recorded. Additionally, costs associated with securities transactions,
broker commissions paid, and lending agent management fees are reported as investment
expenses in the accompanying financial statements. The statement of fiduciary net position does
not include detailed holdings of securities lending collateral by investment classification.

Interest and Earnings Allocation

Pursuant to Sections 88-21 and 88-107 of the HRS, the Board shall annually allocate interest and
other earnings of the Pension Trust Fu<ns1:XMLFault xmlns:ns1="http://cxf.apache.org/bindings/xformat"><ns1:faultstring xmlns:ns1="http://cxf.apache.org/bindings/xformat">java.lang.OutOfMemoryError: Java heap space</ns1:faultstring></ns1:XMLFault>