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SAN FRANCI SCO (Standard & Poor's) July 23, 2013--Hel ped by a stronger revenue
out | ook, Hawaii took steps on several fronts in its recently enacted budget to
shore up its financial position. Benefits fromthe new provisions, passed as
part of the budget and as distinct statutes during the |egislative session
will strengthen the state's fiscal position in both the near and | onger term
in Standard & Poor's Ratings Services' view. Mst notably, in our opinion

the state initiated a nultiple year process of increasingly prefunding its

ot her postenpl oyment benefit (OPEB) liability in the formof its large retiree
health care benefit. It also took advantage of an inproving revenue picture to
rebuil d budget reserves, which it had been drawi ng down in recent years. And
finally, with an eye to the state's finances beyond the two-year budget

wi ndow, the state nade pernanent sonme tenporary tax revenue enhancenents that
were schedul ed to sunset in fiscal 2015. Taken together, we view these actions
as having favorable inplications for the state's credit profile.

At the sanme tinme, however, we believe the budget al so includes sone new
spendi ng on program enhancenents that could eventually result in fisca
pressure. In particular, general fund spending, budgeted to increase 10.9%in
fiscal 2014 and a nore nodest 1.2%in fiscal 2015, is growing faster than the
state's 4.7% average total personal inconme growth since 2000. Sone of the
growmh relates to the state's new pre-kindergarten educati on program and sone
rei nvestment in conputer technol ogy and accounting systenms that may of fer

| onger termefficiencies.

For the current biennium the state's economic climte and rising revenue
trajectory help accommpdate the efforts at both fiscal consolidation and
program expansi on. And, in our view, by rebuilding its "rainy day" reserves
and begi nning to confront |ong-term debt pressures while the econony is
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growi ng, the state is exhibiting the financial nmanagenent characteristics
consistent with its rating category. A key to the state's future credit
trajectory likely hinges on its ability to follow through on its OPEB fundi ng
neasures when revenue growth ebbs lower. In our view, building up its
budgetary reserves now hel ps enhance its future fiscal flexibility and better
positions it to weather an econonic sl owdown shoul d one occur

CONTRI BUTI NG THE ARC TO OPEB | S A MULTI PLE- YEAR PROJECT

Initially, the state's higher OPEB contributions -- while material -- remain
wel | bel ow the annual (actuarially) required contribution (ARC). In fisca
2013, the state spent $275.9 million on OPEB, which, given its pay-as-you-go
approach, equal ed just 28% of the ARC. The new budget includes $100 mllion of
prefunding in fiscal 2014 and another $117.4 mllion for fiscal 2015. Separate
| egi sl ati on establishes an upwardly trending contribution glide path so that,
by fiscal 2019, the state's annual funding would match the ARC.

Because the new funding policy will take several years to ranp up, the ful
benefits may not be realized in the short term(one to two years). Mboreover,
assum ng econonmi ¢ and tax revenue trends soften at some point in the next
several years, we believe the state's conmtnent to the new higher
contributions could be put to the test.

In general, we view the state's willingness to begin confronting its OPEB
liability as favorable. W have previously noted that, at $13.6 billion as of
fiscal 2012 or $9, 750 per capita (2012 popul ation estimtes), the state's OPEB
liability poses a risk to the state's long-termcredit quality. The new

| egislation, even if it does not result in inmrediate i nprovenent to the
state's rating, is beneficial to our view of its credit quality.

RECAPI TALI ZI NG RESERVES DEMONSTRATES COWM TMENT TO FI SCAL SOUNDNESS

In another nove with potential future-year benefit to the state's finances,
Hawai i | awmakers included appropriations to the state's hurricane relief and
emer gency and budget reserve funds in the new budget. At $211 nmillion across
t he two-year budget period, the total amount of reserve recapitalization
exceeds the state's earlier plans for $161 million in reserve repleni shnent
during the current biennium W view the state's foll ow through on, and

suppl enent of, its reserve replenishnment effort as favorable for its credit
quality. By the end of the biennium the state will have a conbi ned bal ance of
$256 million in the hurricane relief and energency and budget reserve funds,
according to the budget. At this level, the rainy day reserves (not including
t he general fund endi ng bal ance) woul d equal 4.2% of fiscal 2015 general fund
spendi ng, offering what we view as a good cushi on agai nst periods of weaker
econoni ¢ and revenue performance. The state's reboundi ng econony is estimated
to have resulted in a healthy, $500 mllion (or higher) ending general fund
bal ance in fiscal 2013, equal to around 9% of general fund appropriations.

BOOST TO REVENUE BASELI NE BENEFI TS STATE' S FI SCAL STRUCTURE BEYOND THE CURRENT
Bl ENNI UM
On the revenue side, the legislature acted to prevent some tenporary tax
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enhancenent provisions fromexpiring at the end of fiscal 2015, inproving its
future-year fiscal outlook. The changes include retaining a cap on the anpunt
of transient occupancy tax (TAT) revenue distributed to | ocal governments and
mai ntaining a 9.25% TAT rate (instead of allowing it to revert to 7.25%.

Wt hout naking these features permanent, the state's independent Council on
Revenue (COR) forecasted in May that the state's general fund tax revenue
gromh rate would slunmp to 1.5%in fiscal 2016 from 7.0% in 2015. The new

| egi sl ati on boosts revenue by an estimated $175 mllion-to-$200 mllion
according to the state. Using the COR s May revenue forecast, we estimate that
with the additional revenue, the state's general fund tax revenue woul d
increase at a rate of 4.7%in fiscal 2016. As a permanent adjustnent, the
legislation will also simlarly elevate the state's revenue baseline for
future years beyond fiscal 2016, which we also view as favorable.

Standard & Poor's Ratings Services, part of McGraw H || Financial (NYSE

MHFI), is the world' s |eading provider of independent credit risk research and
benchnarks. W publish nore than a million credit ratings on debt issued by
sover ei gn, municipal, corporate and financial sector entities. Wth over 1,400
credit analysts in 23 countries, and nore than 150 years' experience of
assessing credit risk, we offer a unique conbination of gl obal coverage and

[ ocal insight. Qur research and opinions about relative credit risk provide
mar ket participants with informati on and i ndependent benchmarks that help to
support the growh of transparent, liquid debt markets worl dwi de.
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