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EXECUTIVE SUMMARY 

 

 

This report explores the viability of consolidating the investment functions of the Hawaii Employer-

Union Health Benefits Trust Fund (“EUTF”) and the Hawaii Employees’ Retirement System (“ERS”).  

Specifically, given that the EUTF does not currently retain dedicated investment resources while 

the ERS does, the consolidation question involves EUTF utilizing ERS’s investment resources in an 

“outsourced” fashion. 

 

The EUTF serves approximately 200,000 participants through seven local/municipal government 

entities as well as the State.  Up until recently, the EUTF has been largely a pay-as-you-go 

(PAYGO) system, meaning that funding the EUTF addresses obligations only as they come due.  

In 2007, this approach began to change with EUTF’s adoption of GASB 43.  Given that the EUTF, is 

now an OPEB (“other post employment benefits”) plan under GASB 43, its net assets and 

changes in net assets are now required to be reported through the financial reporting process.  

If assets are deemed to not address liabilities in a sufficient manner, then pre-funding of the 

liabilities must occur.  As of June 30, 2014, EUTF’s accrued liabilities amounted to approximately 

$11.5 billion while assets totaled approximately $626 million.1  As a result, significant pre-funding 

must now be enacted. 

 

In 2013, the State passed Act 268 (see Appendix).  Act 268 establishes a framework for the State 

and EUTF’s other seven sponsoring entities to begin pre-funding the EUTF.  Based on this 

framework the EUTF’s asset base will grow dramatically over the next several years.  In fact, 

based on actuarial assumptions, over the next decade or so the EUTF asset portfolio is expected 

to begin taking on scale proportions that are analogous to the ERS’s investment portfolio today. 

 

Act 268 also directs the State to explore potential areas of enhancement within the EUTF.  Given 

the projected rapid growth of EUTF’s assets over the next several years, analyzing potential 

models for management of these assets is one area worthy of study.  This report seeks to assess 

the viability of utilizing ERS’s existing Investment Office resources (a dedicated staff of seven 

investment personnel) to jointly manage the EUTF-OPEB asset portfolio. 

 

Scope of Review 

 

Per Act 268, the State Department of Budget and Finance retained Pension Consulting Alliance, 

Inc. (“PCA”) to develop this report.  PCA serves as the general investment consultant for both 

the EUTF and the ERS.  Under both existing contracts with each agency, PCA acts as an 

investment fiduciary, meaning PCA is required to provide analysis and opinions in the best 

interest of each system.  Keeping this issue in mind, this review recognizes that an investment 

office consolidation could impact each system in different ways, possibly in a contrary manner.  

In this context, this report refrains from making specific recommendations in terms of 

consolidation and focuses primarily on developing key findings that should help both EUTF and 

ERS decision-makers make an informed decision. 

 

Formally, this report is being developed under a contract amendment with the EUTF.  Under this 

contract amendment, the report is expected to cover five key areas: 

 

                                                           
1
  According to the “Actuarial Valuation Report, Hawaii Employer-Union Health Benefits Fund (EUHBF), As of July 1, 2013,” Gabriel Roeder 

Smith & Company, the present value of future benefits, another broader measure of future commitments, totaled $13.8 billion. 
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 Review the legal/regulatory structures of the EUTF and ERS systems as they pertain to 

managing the asset investments of each system; 

 Assess and analyze how the custody (asset safekeeping and accounting) arrangement 

would change if consolidation were to occur; 

 Develop an asset transfer framework assuming EUTF were to utilize ERS’s existing 

investment resources; 

 Outline a transition management plan for EUTF’s assets if consolidation is approved; and 

 Determine how governance of the EUTF’s assets might change as a result of 

consolidation. 

 

This report addresses all of these points and provides significant sensitivity analysis on the near-to-

intermediate economic term impact of potentially consolidating the investment 

activities/resources of the two agencies/systems. 

 

To develop findings for this report, several tasks took place: 

 

 Gathered and organized detailed account-level information on both EUTF and ERS 

investments; 

 Requested and received a letter from ERS’s legal counsel outlining the regulatory/legal 

parameters for the ERS of a potential consolidation; 

 Surveyed a select group of other State plans across the United States to determine 

industry standards with respect to governance and management of health plans similar 

to the EUTF; 

 Reviewed the State statutes pertaining to managing these systems’ assets, specifically 

Hawaii Revised Statutes (“HRS”) chapters 87A and 88, as well as Act 268; 

 Informally surveyed several of ERS’s most significant managers to determine if they would 

apply ERS’s larger-scale fee structures to EUTF’s transitioned assets (all managers 

interviewed said they would); 

 Had several discussions with ERS’s existing custodian BNY/Mellon to develop pro forma 

cost and account structures associated with inheriting and managing EUTF’s assets over 

the next several years; 

 Utilizing all the information gathered above, developed three basic EUTF-to-ERS asset 

transition scenarios to determine how such a transition might jointly impact the EUTF and 

ERS over the next several years; and 

 Developed key findings with respect to the Scope of Work requirements (see below). 

 

 

Findings 

 

In summary, this report finds that consolidation of EUTF’s investment functions into the ERS 

Investment Office would likely provide positive marginal economic benefits while providing 

reasonable options for the EUTF to continue forward with its newly adopted investment strategy.  

While such economic benefits are expected to accrue to the EUTF, no benefits would accrue to 

the ERS.  In fact, it is highly likely that ERS would be required to expend additional resources to 

effect the consolidation. 

 

In light of these findings, some key qualitative benefits of consolidation include:  (i) EUTF having 

immediate access to investment expertise versus having to incur a relatively long ramp-up 

phase, (ii) avoidance of inter-departmental redundancies if the EUTF had to establish a similarly-

structured investment office, and (iii) over the longer-term, the ability to leverage the combined 

agencies’ assets in the global marketplace on a more coordinated basis. 
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These above findings are subject to several key assumptions: 

 

 That the State/local employer contribution schedule presented in Act 268 and modeled 

by EUTF’s actuary (see Appendix) actually occur.  Required contributions are projected 

to scale up to over $1 billion within the next five years.  State and local budgetary 

pressures may introduce uncertainty in meeting these scheduled payments.   

 

 The consolidation concept is able to address the Internal Revenue Code’s prohibition 

against the ERS providing “preferential services” to another State agency (such as the 

EUTF).  Legal analysis and opinions are beyond the scope of this report. 

 

o In order to address the above issue, it is likely that the EUTF will be required to 

develop a cost sharing arrangement with the ERS. 

 

 Transition costs associated with shifting EUTF’s accounts into accounts utilized by the ERS 

are expected to range between $0 and $1,000,000.  Transition costs are highly uncertain.  

EUTF can avoid a significant amount of these costs by (i) pursuing cost-minimizing 

transition strategies (e.g., in-kind securities transfers) and/or (ii) avoiding a wider range of 

active strategies (i.e., keeping assets passively managed). 

 

One caveat to this report is that some of the estimated economic benefits may not be totally 

dependent on consolidation.  For example, in developing custody cost estimates, the custodian 

indicated that their estimates would hold even if EUTF pursued a new custody arrangement 

independently.  In light of this caveat, the EUTF may decide to pursue such opportunities on its 

own. 

 

Findings Related to Governance and Structure 

 

 Whether consolidation takes place or not, the EUTF-OPEB and ERS investment portfolios 

are converging.  A few years from now they will operate with similar managers and 

mandates and exhibit equivalent risk/return profiles.  In fact, currently, both trustee 

groups exhibit very similar tolerances for taking investment risk. 

 

 The report reviews the governance structures of the EUTF as well as health plans at 

several peer States.  There is a wide variation of governance structures associated with 

the investment functions of these plans.  Based on these comparisons, EUTF’s decision-

making structure is reasonable and appropriate and should remain intact following 

consolidation. 

 

 Based on ERS counsel’s views with respect to the fiduciary responsibility of the ERS trustees 

and consistent with fiduciary law, the trustees of the EUTF must maintain their fiduciary 

authority over EUTF’s assets.  Therefore, the ERS Investment Office must defer to the EUTF 

Board (or Investment Committee) in making investment decisions that impact the EUTF-

OPEB investment portfolio.  Post consolidation, it is highly likely that the ERS Investment 

Office would be required to develop a reporting line into the EUTF Investment 

Committee. 

 

 Coincident with above, the EUTF’s assets must remain separate and distinct from ERS 

assets for tax, trust, and regulatory reasons.  Such separation, however, does not 

preclude either/both agencies from negotiating terms and conditions on a combined 

basis when interacting with investment asset-related service providers. 
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 From the EUTF’s perspective, an attractive framework would be one that gives the EUTF 

the option, but not the requirement to utilize investment management services that are 

also retained by the ERS.  This approach would allow the EUTF the ability to incrementally 

enter new classes (such as private equity and real estate) and retain new managers at 

its own pace, consistent with the recently-adopted phased implementation plan. 

 

 Under the consolidation framework, day-to-day oversight of the EUTF-OPEB investment 

portfolio would be the responsibility of the ERS Investment Office (with assistance from 

EUTF’s retained general investment consultant).  The ERS Investment Office would report 

relevant investment activities into the EUTF Investment Committee.  This new ERS 

responsibility will likely result in additional administrative burdens for the ERS Investment 

Office. 

 

Findings Related to Custody 

 

 BNY Mellon provided custody structure and cost estimates based on the three 

consolidation scenarios described in this report (see Appendix).  Across all three 

scenarios, the BNY Mellon arrangement is more cost effective than EUTF’s current custody 

setup. 

 

 Under BNY Mellon’s preliminary estimates, the EUTF would be able to capture 

incremental custody-related services (such as performance measurement) that are not 

currently part of the current EUTF custody arrangement.  This service improvement is due 

to (i) the EUTF having direct access to BNY Mellon’s institutional custody capabilities and 

(ii) the opportunity for the EUTF to leverage ERS’s existing relationship with BNY Mellon. 

 

 As the EUTF-OPEB investment portfolio becomes more complex, the cost savings versus 

EUTF’s current setup diminish.  However, at a certain minimum scale (say $1 billion to 

$2 billion) other sources of benefit (e.g., securities lending) may become material to EUTF, 

helping to offset custody costs. 

 

 BNY Mellon has indicated that migrating to the initial account structure mapped out 

under Scenario 1 should take between 90 and 120 days.  The most critical milestone in 

this transfer is likely to be finalizing a new servicing contract between the EUTF and 

BNY Mellon. 

 

 BNY Mellon has indicated a preference for establishing a separate servicing agreement 

with the EUTF versus amending the ERS contract to include EUTF-related accounts.  This 

approach is also consistent with the EUTF and ERS remaining separate and distinct for tax 

and regulatory purposes. 

 

Findings Related to Asset Transitions and Transfers 

 

 This report outlines a two-step EUTF-to-ERS asset transfer process to take advantage of 

certain pricing structures across ERS’s managed account relationships while also seeking 

to preserve EUTF’s recently-approved strategic allocation implementation plan.  The 

initial phase of this transfer (i) shifts EUTF’s passive equity institutional mutual funds into 

ERS’s passive equity commingled funds and (ii) shifts assets out of EUTF’s actively-

managed TIPS portfolio into the ERS’s actively-managed TIPS portfolio that is managed 

by the same advisor.  The fee structures of the respective ERS accounts are a fraction of 

those currently utilized by the EUTF for the analogous mandates. 



 

          7 

 

 Adjustments subsequent to these two key transfers are largely driven by manager 

searches that are currently in the queue at EUTF.  In a couple of cases, EUTF may elect to 

retain managers already retained by the ERS (e.g., covered calls).  In these cases, further 

fee improvements would likely occur due to the ERS’s larger-scale fee arrangements.  In 

addition, there will likely be instances where ERS and EUTF will be searching for the same 

mandate simultaneously.  In these cases, the EUTF should be able to capitalize on 

negotiating favorable fees as a result of combining assets with the ERS, rather than 

pursuing the mandate on its own. 

 

 There is the potential that one-time asset transition costs could be significant.  Transition 

costs are highly uncertain.  Such costs for transferring EUTF’s public equity assets could 

range from $0 (if assets can be transferred in-kind) to $1,000,000 (the high end of the 

market impact range if EUTF is required to liquidate certain accounts and then reinvest 

the proceeds in new managed accounts). 

 

 The estimated economic benefits associated with the EUTF-ERS consolidation are largely 

a function of whether EUTF maintains its passive exposure (which is a low-cost investment 

option).  If the EUTF elects to increase its exposure to active management through the 

use of ERS’s active managers, the incremental economic benefits associated with the 

EUTF consolidation decline as EUTF’s structure becomes more aligned with ERS’s 

investment structure.  In addition, the more the EUTF mirrors the ERS in terms of utilizing a 

larger number of ERS-equivalent accounts, the higher the administrative burden on the 

part of the ERS Investment Office to maintain and monitor these accounts.  The 

economic burden associated with this heightened administrative activity is hopefully 

accounted for via the report’s assumed EUTF-to-ERS resource reimbursement amount. 

 

 Once any legal and regulatory issues associated with the consolidation are resolved, it is 

expected that the initial stage of the account transfers associated with the consolidation 

would take 90 to 120 days.  The most significant hurdle in the account transfer process is 

likely the resolution of EUTF’s custody arrangement under consolidation. 
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BACKGROUND 

 

The Hawaii Employer-Union Health Benefits Trust Fund (“EUTF”) was established under Chapter 

87A of the Hawaii Revised Statutes in 2003 to provide health and other benefits to public 

employees, retirees, and their dependents.  Chapter 87A supplanted prior legislation (Chapter 

87) and moved net assets from the previous Health Fund to the EUTF.  As of the end of fiscal year 

2013, the EUTF served nearly 200,000 participants. 

 

In 2007, the EUTF adopted Governmental Accounting Standards Board (“GASB”) Statement Nbr. 

43 (“GASB 43”).  GASB 43 establishes accounting and reporting standards for plans that provide 

other post employment benefits (“OPEB”) other than pensions.  GASB 43 requires a statement of 

plan net position and a statement of changes in plan net position for defined benefit OPEB plans 

that are administered as separate trusts or equivalent arrangements.  Following the adoption of 

GASB 43, in 2012 the State Legislature signed into law the approved authority for the EUTF to 

administer a separate trust for the purpose of receiving employer contributions that would 

prefund OPEB costs for the EUTF’s retiree participants and their beneficiaries.  In 2013, the trustees 

of the EUTF created the Hawaii Employer-Union Trust Fund for Other Post-Employment Benefits 

(“EUTF-OPEB”) to begin prefunding EUTF’s promised benefits.  The EUTF-OPEB took effect on 

June 30, 2013.  As of June 30, 2014, the assets of the EUTF-OPEB amounted to approximately 

$626 million. 

 

As of June 30, 2014, the present value of the EUTF’s future benefit payments amounted to 

$13.8 billion, far exceeding the combined EUTF / EUTF-OPEB aggregate assets. 2   Given this 

disparity, the State Legislature signed into law Act 268, which seeks to reform the funding 

progress of the EUTF system.  Specifically, Act 268 requires all employers that contribute to the 

EUTF/EUTF-OPEB trusts to meet their annual required contribution (“ARC”) rates by fiscal 2018-

2019.3  In moving toward that objective, Act 268 also requires that each employer scale into 

their respective ARC rates in 20% increments beginning in fiscal year 2014-2015.4  This means that 

each employer is expected to contribute at least 20% of its ARC rate into the EUTF/EUTF-OPEB in 

2014-2015 with 20% step-ups in the subsequent fiscal years, until reaching 100% of the ARC rates 

in 2018-2019. 

 

Based on the July 1, 2013 actuarial valuation report, the EUTF’s actuary, Gabriel Roeder & Smith 

(“GRS”), estimates that projected prefunding contributions based on Act 268 will bring the EUTF 

system to full funding after approximately thirty years.5  Over the next five years, GRS estimates 

prefunding contributions will total an estimated $1.6 billion.  For every year beyond the fifth year 

and through the 32nd year of prefunding, annual prefunding contributions are approximately 

$500 million.  Using the assumed actuarial investment rate of 7.0%, the EUTF-OPEB’s assets are 

estimated to have a value of approximately $2.3 billion by the end of 2019, a four-fold increase 

from current levels.  Based on GRS’s projections, the EUTF-OPEB’s asset base is expected to 

continue to grow materially, reaching nearly $12 billion in fifteen years. 

 

Similarities to the Employees’ Retirement System of the State of Hawaii (“ERS”) 

 

As highlighted above, a prefunding approach to the EUTF system requires a multi-decade 

planning/funding horizon.  While asset liquidity will remain an important consideration due to the 

growth of scheduled benefit payments, under Act 268 contributions into the system are 

                                                           
2
  Actuarial Valuation Report, Hawaii Employer-Union Health Benefits Fund (EUHBF), As of July 1, 2013, Gabriel Roeder Smith & Company. 

3
  A Bill for An Act, Act 268, Signed into law on July 3, 2013. 

4
  Ibid., A Bill for An Act, Section 11. 

5
 Op Cit., Actuarial Valuation Report, EUHBF, Section C, See Appendix of this report. 
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projected to exceed benefits flowing out of the system for the next three decades.  Given these 

conditions (longer planning horizon and net inflows into the system under Act 268), it is 

reasonable and prudent for the EUTF-OPEB assets to be invested to produce a reasonable real 

investment return (i.e., in excess of inflation) by incurring a tolerable level of investment risk.  This 

approach (which is assumed to occur as implied by the GRS assumed actuarial return of 7.0%) 

should help the State save significant assets over the long term versus the current pay-as-you-go 

(PAYGO) scheme. 

 

Investment risk is typically mitigated/managed by constructing and maintaining an investment 

portfolio that is diversified across an appropriate spectrum of investment classes and strategies.  

In fact, since mid-2011 the trustees of the EUTF system have implemented a diversified 

investment structure for the EUTF-OPEB assets.  Since that time, this diversified portfolio has 

accumulated approximately 25% more assets through investment returns versus receiving very 

low cash returns that have been typically realized under a PAYGO-type system.6 

 

As the above projections indicate, the EUTF-OPEB portfolio is expected to grow materially in the 

near future and continue to expand for several years.  In this respect, within the near-to-

intermediate term (three-to-five years), management of EUTF-OPEB assets are expected to 

become more critical to the long-term success of the overall EUTF system and become much 

larger in scale.  Along these lines, the EUTF-OPEB portfolio is very likely to take on objectives, 

management, and risk characteristics that are exhibited by the State’s other large asset pool:  

the investment portfolio of the ERS.  Currently, the ERS investment portfolio (i) invests over a very 

long planning horizon, (ii) utilizes a diversified investment structure, (iii) at nearly $14 billion, is 

large scale, (iv) is able to establish and maintain customized investment mandates/strategies,  

(v) utilizes a dedicated multi-staff investment office to oversee the investment activities 

associated with the asset portfolio, and (vi) has achieved its long-term return objectives over the 

last twenty-five-plus years. 

 

In contrast to the ERS, the EUTF currently (i) has no dedicated investment staff, (ii) has invested 

only in standardized, commingled funds, and (iii) has an established investment policy that 

exhibits a risk profile close to that of the ERS’s investment policy.  Further, on the last point, the 

investment management structure of the EUTF-OPEB portfolio is evolving toward a structure that 

is roughly analogous to the management structure of the ERS portfolio.  This trend will likely 

continue as EUTF, over time, accommodates itself to the longer-term prefunding planning and 

investment horizons. 

 

Given the above background, Act 268 empowers the State’s director of budget and finance to 

lead a task force that “shall examine the unfunded liability of the…[EUTF](trust fund)…”.  Act 268 

also allows the task force to examine “any other matters that are relevant to gaining a full and 

meaningful understanding of the circumstances of the trust fund.”7  Since the projected growth 

path of the EUTF’s liabilities is heavily reliant upon the assumption of the EUTF-OPEB investment 

portfolio attaining a 7.0% long-term average annual compound investment return, the task force 

is seeking maximum assurance that the EUTF’s investments will be managed in as prudent, cost-

effective, and appropriate return-vs.-risk profile as possible going forward.  Given the expected 

converging risk profiles between the two portfolios (EUTF-OPEB and ERS), the task force is seeking 

an objective analysis of the impact of potentially consolidating the EUTF-OPEB investment 

activities into the ERS Investment Office.  From a more strategic standpoint, given the EUTF-OPEB 

investment portfolio’s projected increase in size and scale, the task force is trying to determine 

whether it is more beneficial for the EUTF to “outsource” its investment activities to its peer 

                                                           
6
 4Q 2013 EUTF Performance Report, Pension Consulting Alliance, Inc. (PCA). 

7
 Op Cit., A Bill For An Act, Act 268. 
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agency, the ERS, or whether to build the necessary investment resources internally.  This report 

seeks to develop findings for the task force that will assist them in determining the most optimal 

outcome for this “buy-or-build” decision. 

 

This report is divided into the following sections.  The first section reviews the current investment 

structure of the EUTF-OPEB portfolio and how this structure is expected to change over the next 

five years.  Following the EUTF discussion is a review of the ERS portfolio.  While the ERS is broadly 

diversified and covers several different investment strategies, it is important to recognize that if 

EUTF elected to utilize ERS’s investment capabilities, then the EUTF will likely transition deliberately 

into an ERS-like structure, utilizing only those strategies that are most consistent with EUTF’s 

evolving risk profile. 

 

Given the discussions of the differences between the EUTF and the ERS investment portfolios, 

capabilities, and structures, a subsequent section will analyze the impact of potentially moving 

EUTF’s investments into the ERS investment structure.  Expected usage of specific mandates, 

incremental costs/savings, and governance issues will be reviewed.  A final section will introduce 

and discuss a series of required tasks that need to be undertaken if a decision is made to 

transition oversight and management of EUTF-OPEB assets to the ERS. 
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CURRENT INVESTMENT STRUCTURE OF THE EUTF-OPEB PORTFOLIO 

 

The EUTF trustees adopted and began implementing a diversified portfolio structure within the 

EUTF-OPEB portfolio in mid-2011.  This structure is allowed under HRS chapter 87A.  Chapter 87A 

actually makes reference to HRS section 88-119, which governs the types of assets utilized by the 

ERS.  88-119 essentially allows the ERS to invest in a very broad spectrum of investment vehicles, 

as long as they meet appropriate prudence and fiduciary standards.  Section 87A-24 includes 

many, but not all, of the investment types detailed under section 88-119.8  Given that the EUTF-

OPEB is now a separate dedicated trust and that the prefunding context allows for a long-term 

investment horizon (similar to that of the ERS), the EUTF is planning to seek a change to section 

87A-24 to allow the EUTF-OPEB portfolio to invest in the same investment vehicles as the ERS.  

Assuming such a scenario occurs, it is highly likely that, over time, the allocation mixes of the 

EUTF-OPEB and ERS portfolios should converge. 

 

Portfolio Allocation and Structure 

 

It is expected that the EUTF-OPEB portfolio allocation mix will continue to evolve (see Figure 1 

below): 
 

Figure 1.  Evolving EUTF-OPEB Portfolio Allocation Mix – 2011 to 2015 

EUTF Class 6/30/2011 3/31/2014 Projected Comments

Public Equity 41 45 41 Primary growth asset

Covered Calls 10 Growth asset with lower volatility

Microcap Equity 9 Private equity proxy

REITs 10 21 10 Private real estate proxy

Risk-tak ing assets 51 66 70

Commodities 10 Inflation risk class

Infl-Linked Bds 15 19 5 Inflation risk class

Fixed Income 34 15 15 Stable class

Risk-diversifying assets 49 34 30

Total Allocation - % 100 100 100  
 

 

As the table above shows, EUTF is gradually shifting its allocation mix toward more risk-taking 

investments.  In addition, both now and in the recent past, certain classes (REITs and Microcap) 

are typically viewed as proxies for private markets classes.  Since section 87A-24 currently 

precludes the EUTF-OPEB from investing in private markets, these positions reflect that intuition.  

Finally, as the EUTF-OPEB portfolio shifts towards more risk-taking, an attempt is being made to 

diversify the portfolio further, both among the risk-taking classes themselves (e.g., Covered Calls) 

as well as with Commodities within the risk-diversifying mix. 

 

Additional Structural Considerations 

 

To implement the allocation mixes discussed above, the EUTF-OPEB portfolio operates 

within several constraints/parameters (see Figure 2, next page).  One significant 

observation is the number of managers utilized by the EUTF-OPEB portfolio versus the 

                                                           
8
  Hawaii Revised Statutes Chapter 87A, Part III. 
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amount of managers/accounts utilized by the ERS.  The EUTF-OPEB portfolio invests 

currently in only five different externally-managed accounts.  In contrast, the ERS utilizes 

44 different managed accounts (not including an additional 165 private placement-type 

vehicles within the ERS private equity portfolio).  One key driver of this difference is the 

EUTF-OPEB portfolio’s current emphasis on passive management.  Currently, the 

overwhelming majority (82%) of the EUTF-OPEB’s assets are managed passively.  Passive 

management seeks to gain exposure to particular type(s) of market(s) or 

macroeconomic factor(s) that should produce positive real returns over long-term 

investment horizons.  Active management, on the other hand, seeks to capture added 

value above-and-beyond these market/macro risk premiums.  Typically, the ability to 

capture added value is inconsistent and difficult to accumulate over time, particularly 

on a net-of-cost basis.  Given the EUTF’s position as a relatively new institutional investor 

across the various markets and risk factors, a prudent beginning/default position is to 

capture the market returns in as low as a cost structure as possible (i.e., with passive 

management).  The EUTF has adopted and implemented this approach up to this point, 

resulting in an investment portfolio that incurs very low costs (see next section). 
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Figure 2.  Selected Structural Comparisons – EUTF-OPEB vs. ERS 

Fund

Statutory Investment 

Limits HRS sec. 88-119 asset categories currently utilized Account Structures Utilized Custody of Assets

Number of 

Accounts

Active/     

Passive

Real estate-related loans and obligations Institutional Mutual Funds Bank of Hawaii

Government obligations Institutional Commingled Funds BNY/Mellon

Corporate obligations Custodians of Funds

Preferred or common stocks

Oblgations purchased by federal reserve banks

Obligations issued by supra-national agencies

Collateralized obligations

Real estate-related loans and obligations Separate Accounts BNY/Mellon

Government obligations Institutional Commingled Funds Custodians of Funds

Corporate obligations Limited Partnerships

Preferred or common stocks Limited Liability Companies

Oblgations purchased by federal reserve banks Group Trusts

Obligations issued by supra-national agencies

Collateralized obligations

Insurance company obligations

Real property interests

Other securities and futures contracts

Private placements

18% Active / 

82% Passive

81% Active / 

19% Passive
governed by sec. 88-119

Governed by sec. 87A-

24, which limits the 

investment scope allowed 

under sec. 88-119.

EUTF-OPEB

ERS

5

44                                               

+                                                      

165 underlying 

PE funds/   

private 

placements

Sources:  Hawaii Revised Statutes; PCA. 
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A second structural consideration is the type of accounts utilized by the EUTF-OPEB 

portfolio.  Up to this point, the EUTF has elected to place all of its assets in institutional-

grade mutual/commingled funds because of (i) the EUTF-OPEB portfolio’s smaller relative 

size (versus other institutions) and (ii) the limited amount of internal resources dedicated 

currently to the EUTF’s investment activities.  There are several tradeoffs associated with 

this type of account structure versus a separate account structure (where individual 

securities are actually kept in safekeeping accounts at EUTF’s custodian). 

 

First, the actual securities a specified investment manager (e.g., Vanguard) oversees are 

not held by EUTF’s custodian.  Instead, units of the manager’s fund are held by the 

custodian.  For each fund, the securities for that fund are held by a custodian that is very 

likely different than EUTF’s custodian. 

 

Second, because the EUTF holds units in a fund alongside other unit holders, instead of 

the securities themselves, the EUTF has virtually no direct control or governance rights 

associated with specific securities held in the fund on its behalf.  A fund manager may 

attempt to express the concerns of the unit holders collectively, but there is no certainty 

that the fund will exercise its rights in a manner that is consistent with the interests of an 

individual unit holder such as the EUTF. 

 

Third, separate accounts allow for significant customization, oversight, and direct control 

over the management of a portfolio of securities.  Finally, there can be fee differences 

between fund accounts and separate accounts, although it is not a certainty that one 

type of account structure will always be priced more or less expensive than the other.  

Fee differentials can vary depending on the size of the fund, the relative size of the unit 

holder’s position, the business model of the asset manager, among other factors.  

Careful consideration of fee costs must typically occur on a case-by-case basis. 

 

A third structural consideration is the nature of the custodial relationship.  Currently, the 

EUTF utilizes Bank of Hawaii/BNY-Mellon to custody and manage its investment and cash 

flow activities.  Under this arrangement Bank of Hawaii and BNY-Mellon perform specific 

discrete functions:  (i) collects and reports values on the five institutional mutual funds 

currently utilized within the EUTF-OPEB portfolio, (ii) oversees and helps manage EUTF 

operational cash flows, utilizing two money market/disbursement accounts, and  

(iii) provides unit accounting for each of the employer entities that contribute to the EUTF 

(currently seven local governmental entities and the State).  Any potential shift in custody 

activities would need to account for these three major service areas. 

 

Costs of Managing and Administering the EUTF-OPEB Portfolio 

 

Under the structure discussed above, the EUTF-OPEB portfolio incurs various costs to 

support its investment activities.  Figure 3 below breaks out several key cost components 

associated with the EUTF-OPEB investment program: 
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Figure 3.  Estimated Annual Costs – EUTF-OPEB Investment Portfolio 

Component 6/30/2014 AUM Level Act 268 2017 Level 

EUTF-OPEB Assets Under Management 

(AUM) 

$626,000,000 $1,200,000,000 

   

Investment Management Fees $1,370,000 (22 bps)^ $3,566,400 (30 bps)** 

Custody/Accounting Costs $156,500^^ $330,000** 

Consultant Fees $134,000^^^ $250,000 

Internal Administration $77,000* $165,000* 

   

Total Annual Costs $1,737,500 $4,311,400 

Total Annual Costs as % of AUM 0.28% 0.36% 
^Based on June 30, 2014 market values and Phase 1 policy structure (i.e., including Microcap).  

^^Existing allocation; estimates based on EUTF staff input, Bank of Hawaii, and BNY/Mellon statements. 

^^^Per current PCA contract for 2014-2015 fiscal year. 

*Based on 0.5 FTEs in 2014; 1.5 FTEs in 2017 (includes fringe benefits 42%). 

**Preliminary estimate based on new long-term strategic allocation and commensurate number of manager 

accounts/commingled funds under management and Bank of Hawaii’s indicated offer dated 8/5/14. 

 

Figure 3 shows that the Investment Management Fees component accounts for the 

largest proportion of overall costs, amounting to 78% of total annual costs.   As a percent 

of assets, however, these costs are relatively low, amounting to only 0.22% of total assets 

under management.  Figure 3 also shows that by 2017, EUTF-OPEB portfolio management 

costs are expected to rise materially.  This projected increase is due largely to the 

expected increase in value of the EUTF-OPEB asset base and the investment 

management fees that are tied to that value.  Costs are expected to more than double 

with significant increases coming in all cost components as the resources needed to 

manage are assumed to rise roughly commensurate with the expected change in 

assets. 

 

Governance of EUTF-OPEB Investment Portfolio 

 

Decision-making authority for investing EUTF’s assets (including the EUTF-OPEB portfolio) 

resides with the EUTF’s Board of Trustees (the Board).  The Board consists of ten trustees, 

five of whom are employee representatives (including one retiree) and five of whom are 

employer representatives.  In terms of making decisions, the philosophy reflected in the 

voting process is to push for Board consensus.  Each trustee group (employee and 

employer) has one vote.  In order to take action each respective group must have three 

trustee participants present (i.e., a quorum of six).  In order for the Board to take action 

on a specific matter, both groups must vote in favor of the action.  Also, in order for each 

group to vote for the action, a super-majority of trustee participants (at least 3) within the 

group must vote in favor of the action.   

 

The Board, in turn, has established an Investment Committee consisting of a subset of the 

Board trustees.  The Investment Committee utilizes both staff and a retained investment 

consultant to provide guidance and assistance on investment matters.  Contractually, 

the investment consultant acts as an investment fiduciary on behalf of the trustees.  The 

Investment Committee reviews reporting, recommendations, and requests originating 

with EUTF staff and EUTF’s investment consultant.  After reviewing such information, the 

Investment Committee recommends specific courses of action to the Board for 

approval/ratification. 
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As is industry practice, the Board delegates numerous investment activities (such as 

holding securities, buying and selling securities, creating and maintaining investment 

portfolios, etc.) to external organizations exhibiting institutional-quality capabilities.  To 

source these organizations, the Board works with its staff and investment consultant to 

utilize a request-for-proposal (RFP) process that meets the State of Hawaii’s procurement 

standards. 

 

To determine whether the EUTF-OPEB investment governance model is sufficient and/or 

appropriate, PCA reviewed the investment governance models at several other states 

and municipalities.  In summary, when compared to peers, the current EUTF-OPEB 

investment governance model is reasonable.  Importantly, the State of Hawaii has 

elected to prefund its health care commitments and the EUTF is the agency responsible 

for overseeing this activity.  Under this prefunding context, it is highly likely that the 

agency’s funding balance sheet will begin to grow substantially, reflecting the collection 

of contributions that are earmarked for health benefits payable at some point in the 

distant future.  In fact, EUTF’s actuary (GRS) projects that, under Act 268, the EUTF-OPEB 

investment portfolio could have a value of close to $20 billion twenty years from now.9 

 

Investment governance models for healthcare-related assets vary widely across other 

states and municipalities (see table, next page).  The governance models appear 

dependent on three major factors.  The first factor is the PAYGO/prefunded status of the 

system.  If the system is PAYGO, then investment assets tend to be governed by entities 

other than a State’s health funding agency (e.g., states of Florida and Wisconsin).  

Second, States that have segregated out the investment function to a distinct trustee-

driven board (e.g., Florida, Wisconsin, Washington) tend to have those investment boards 

(rather than the health benefit system) provide investment oversight.  Finally, certain 

States may have elected to close the benefits systems to future hires (e.g., Nevada and 

Oregon).  In such instances, the scale of the benefits system may be managed 

downward over time, leading to governance frameworks that utilize other state agency 

functions.  On the other hand, if the benefits system is (i) seeking prefunding over time,  

(ii) remains open to active employees, and (iii) the State in question does not utilize a 

state investment board function, then the health benefits system will likely utilize a 

separate and distinct investment governance framework for managing its investment 

assets (e.g., Missouri).  Given that the EUTF system meets these three parameters, its 

current investment-committee-based governance structure is warranted and prudent. 

 

Of course, as the assets of the prefunded EUTF-OPEB investment portfolio grow and it 

chooses to manage its investment activities internally, it will be critical that the EUTF 

provide the commensurate level of investment staffing and resources.  From a staffing 

standpoint, a recent PCA survey indicates that an industry standard for professional 

investment staffing is one full-time investment officer per $1 billion of investable assets.10  

Additionally, institutional investors/boards with scale beyond $1 billion typically retain 

investment consultants to provide advice on strategic matters, act as a sounding board 

for the trustees, and serve as an extension of staff when needed. 

 

 

 

 

                                                           
9
  Op Cit., Actuarial Valuation Report, EUHBF, Section C, See Appendix of this report. 

10
  FPPA Peer Organization Staffing Survey, Linder, CFA, PCA, 2011. 
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Figure 4.  Investment Governance Practices at Selected State and Municipal Health Benefits Systems 

 
Sources:  Various state agency websites, PCA, email communications between PCA and staffs at selected state agencies. 

 

State/ 

Municipality Investment Entity Manage Health Insurance Assets? Governance Health Care Agency Comments

Florida SBA - state investment board Yes - but not prefunded
No specific Health Care 

governance rep at SBA
Managed by FRS, PAYGO system

Missouri Missouri Consolidated Health Care Plan
Yes - funds on an actuarial basis, has unique investment 

policy
Separate board Utilizes State Retiree Welfare Benefit Trust

Nevada
PERS/RBIB (separate board, but same 

members)
Yes- funded on an actuarial basis, similar allocation as PERS

No specific Health Care 

governance rep at PERS

Managed by Nevada PERS; one trust; not 

available for post-2011 hires

New Mexico none Yes - but not prefunded Separate board Paygo sytem managed by separate authority

Oregon OIC - state investment board
Yes - funded on an actuarial basis, same allocation as 

OPERF

OIC governs investments; 

PERS

Managed by Oregon PERS; two separate trusts, 

not available to post 2003 hires

Washington none No none Managed privately through PEBB

Wisconsin SWIB - state investment board Yes - but not prefunded
No specific Health Care 

governance rep at SWIB

Managed by Dept. of Employee Trust Funds 

(ETF)

Los Angeles LA FPP
Yes - funds on an actuarial basis, assets commingled with 

pension assets

No specific Health Care 

governance rep on LA FPP 

Board

Managed directly by LAFPP

Los Angeles WPERP Yes - funds on an actuarial basis, assets in separate trust
WPERP governs 

investments
Managed directly by WPERP
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CURRENT INVESTMENT STRUCTURE OF ERS 

 

The ERS has been managing a multi-class diversified portfolio for several decades.  This structure 

is allowed under HRS section 88-119 of Hawaii’s revised statutes.  Section 88-119 allows the ERS to 

invest in a very broad spectrum of investment vehicles, as long as they meet appropriate 

prudence and fiduciary standards.  Over time, the ERS has capitalized on these parameters 

through investments in non-U.S. securities, various forms of private real estate investments, a 

broad spectrum of private equity investments, and the recently-approved covered calls 

strategies.  It is likely that the ERS will continue to diversify its portfolio by investing in other classes 

such as commodities, long-short strategies, and others. 

 

Portfolio Allocation and Structure 

 

As of June 30, 2014, the ERS investment portfolio exceeded $14 billion.  These assets are 

allocated across a relatively wide array of strategies and mandates, utilizing both public-market 

and privately-held investments (see table below): 

 
Figure 5.  ERS Portfolio Allocation Mix (in %) – 6/30/2014 

 
Sources:  ERS, PCA 

 

As the table above shows, the ERS portfolio is tilted largely toward risk-taking assets.  The ERS is 

planning on increasing its allocation to Private Equity over the next several years, bringing its 

allocation to seven percent of the Total Portfolio.  In addition, the ERS is currently undertaking a 

major policy review that may result in further diversification of several strategic class portfolios as 

well as potentially adjusting the weighting of the classes themselves.  This review should be 

completed by the end of the third quarter of 2014. 

 

As discussed earlier (and shown in Figure 5 above), the ERS relies heavily on active 

management.  The ERS utilizes active management for approximately 80% of its investment 

portfolio.  Passive management is currently utilized exclusively within the Public Equity portfolio, 

where approximately one-third of Public Equity is passively-managed.  Certain classes and/or 

underlying class components do not have viable passive management options, including 

Private Equity, Real Estate, and to some extent, the Inflation-Linked (Real Return) class.  Excluding 

these classes, approximately 25% of the remaining ERS portfolio (which is invested entirely in 

publicly-traded markets where passive options are available) is passively managed. 

 

 

ERS Class 6/30/2014 Comments

Public Equity 62 Primary growth asset

Covered Calls 5 Growth asset with lower volatility

Private Equity 4 Partnerships investing in private companies

Real Estate 7 Separate accounts of direct property holdings & partnerships

Risk-tak ing assets 78

Fixed Income 17 Stable class (both U.S. and non-U.S. bond holdings)

Inflation-Linked 4 Inflation risk class (includes inflation-linked bonds & timber)

Other/Internal 1 Stable class

Risk-diversifying assets 22

Total Allocation - % 100
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Managers & Account Structures 

 

Also highlighted in Figure 5 is that the ERS uses numerous managers and partnership vehicles to 

gain exposure to portfolio management expertise across its investment portfolio.  At a more 

granular level, ERS retains various strategies (active vs. passive) and account structures to 

execute investment mandates across its six broad strategic classes (see Figure below). 

 

Figure 6.  ERS Portfolio – Manager & Account Structure Summary 

 
Sources:  PCA, ERS. 

 

The above figure shows that the ERS currently maintains over 200 accounts and 99 manager 

relationships.  The majority of this volume is evident within the private markets segments of the 

portfolio (Real Estate and Private Equity).  While these two segments account for the majority of 

accounts and manager relationships, these segments only amount to 10% of Total Portfolio 

assets.  The other 89% of the portfolio is managed by 23 managers across 26 accounts, 

aggregating to approximately $500 million per manager/account.  This relatively large 

account/manager commitment level allows ERS to negotiate relatively attractive fees for 

managed accounts (see next section).  The ERS has enhanced its policies and procedures to 

increase the scale of its manager relationships within the Private Equity portfolio.  Given the 

nature of the Private Equity portfolio, it will take several years for this streamlining effort to bear 

fruit. 

 

 

Cost Structure 

 

Under the structure discussed above, the ERS portfolio incurs various costs to support its 

investment activities.  The table below breaks out several key cost components associated with 

the ERS investment program: 

 

 

ERS Class

Manager 

Type

Account 

Type

Number of 

Accounts

Number of 

Managers

Assets 

($B)

% of 

Fund

Assets/ 

Account 

($M)

Assets/ 

Manager 

($M)

Public Equity Active Separate 13 13 5.9 43% 454            454         

Passive Commingled 3 1 2.6 19% 867            2,600      

Covered Calls Active Separate 1 0.3 2% 300            

Passive Separate 1 0.3 2% 300            

Fixed Income Active Separate 6 6 2.4 18% 400            400         

Inflation Linked Active Separate 2 2 0.6 4% 300            300         

Total Public 26 23 12.1 89% 465            526         

Real Estate Active Separate 2 2 0.7 5% 350            350         

Active Commingled 14 10 0.2 1% 14               20            

Private Equity Active Commingled 165 66 0.5 4% 3                 8              

Total Private 179 76 1.4 10% 8                18           

Other 0.1 1%

Total Fund 205 99 13.6 100% 66 137

1 600         
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Figure 7.  Estimated Annual Costs – ERS Investment Portfolio 

Component 6/30/2014 AUM Level 

ERS Assets Under Management (AUM) $14,117,000,000 

  

Investment Management Fees $52,650,000(37 bps)^ 

Custody/Accounting Costs $300,000^^ 

Consultant Fees $1,400,000^^^ 

Internal Administration $1,040,000* 

  

Total Annual Costs $55,390,000 

Total Annual Costs as % of AUM 0.39% 
^Based on December 31, 2013 market values and current structure.  Does not include estimates for 

carried interest within the Private Equity and Real Estate classes. 

^^BNY Mellon charges a flat custody, accounting & performance fee. BNY Mellon’s earnings from the 

securities lending program was taken into account when negotiating this flat fee structure. Since 

inception (11 months ending 6/30/2014) ERS has earned approximately $3,415,000 from the securities 

lending program, while BNY Mellon has earned approximately $465,000. 

^^^Represents fees for PCA, Hamilton Lane, and Courtland.  

*Based on 7 FTEs in 2014 (CIO, 3 Investment Officers, 2 Investment Specialists, and 1 administrative 

assistant (includes fringe benefits 42%). 

 

Similar to the EUTF-OPEB investment portfolio’s cost structure, ERS’s investment portfolio’s costs 

are dominated by the Investment Management Fees component.  Investment fees account for 

95% of the costs associated with managing the ERS investment portfolio.  ERS’s management 

fees, at 0.37% of assets under management (AUM), are 68% higher than the EUTF-OPEB’s 

investment fee component (0.22% of AUM).  This differential is explained by ERS’s higher use of 

active management versus passive management and ERS’s allocation to private markets 

investments (private equity and real estate) which, by their very nature, are more resource 

intensive that traditional investments and, as a result, cost more to manage.  We do note that by 

2017, the overall AUM-% fee differential between the EUTF-OPEB and ERS investment portfolios is 

expected to decline dramatically.  This expected convergence is due to the EUTF-OPEB moving 

toward its recently approved change in strategic allocation, which is more risk-seeking in nature. 

 

Governance of ERS Investment Portfolio 

 

Decision-making authority for investing ERS’s assets is quite similar to the governance authority 

applied at the EUTF.  As with the EUTF, decision-making authority for investing ERS’s assets resides 

with the ERS’s Board of Trustees (the ERS Board).  The ERS Board, however, is not structured like 

the EUTF Board.   In addition, the ERS Board applies a different voting approach for taking action.  

The ERS Board consists of eight trustees (versus ten for the EUTF Board), four of who are employee 

representatives (including one retiree) and three of whom are State citizens appointed by the 

Governor.  An additional trustee is the current Director of Finance.  In terms of voting to make 

decisions, each trustee carries one vote.  Decisions are made by majority.  This voting setup is in 

sharp contrast to that of the EUTF, which is based on voter blocks and reaching consensus 

among the entire Board.  While the ERS Board typically acts as a consensus board, the ERS’s 

eight-member Board could take action on a decision with up to three dissenting votes. 

 

Similar to the EUTF, the ERS Board has established an Investment Committee consisting of a 

subset of ERS Board trustees.  The ERS Investment Committee utilizes both staff and retained 

investment consultants to provide guidance and assistance on investment matters.  

Contractually, the investment consultants act as investment fiduciaries on behalf of the trustees.  

The ERS Investment Committee reviews reporting, recommendations, and requests originating 

with ERS staff and ERS’s investment consultants.  After reviewing such information, the ERS 
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Investment Committee recommends specific courses of action to the ERS Board for 

approval/ratification. 

 

As is industry practice, the ERS Board delegates numerous investment activities (such as holding 

securities, buying and selling securities, creating and maintaining investment portfolios, etc.) to 

external organizations exhibiting institutional-quality capabilities.  To source these organizations, 

the ERS Board works with its staff and investment consultants to typically utilize a request-for-

proposal (RFP) process that meets the State of Hawaii’s procurement standards. 

 

The governance framework utilized by the ERS is consistent with the frameworks utilized by many 

statewide pension systems.  For example, both CalSTRS and CalPERS, two of the country’s largest 

public pension funds, have governance frameworks that are equivalent to ERS’s governance 

framework. 
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IMPACT OF CONSOLIDATING EUTF INVESTMENT STRUCTURE INTO ERS INVESTMENT STRUCTURE 

 

The prior two sections of this report reviewed the asset, cost, and governance structures of both 

the EUTF-OPEB and ERS investment portfolios.  As these reviews highlighted, there are both 

similarities and differences between how each State agency manages their own respective 

assets. 

 

In this section, we review several aspects associated with a considered consolidation of these 

two agencies’ investment activities.  More specifically, given that the EUTF does not currently 

have a dedicated investment office while the ERS does, the analysis focuses strictly on 

consolidating EUTF’s investment activities into the ERS’s.  In other words, can or should the EUTF 

consider “outsourcing” its asset investment activities to the ERS; is this shift even possible? And, 

how will such a shift impact the ERS Investment Office?  Or, should the EUTF consider creating its 

own investment office?  Given Act 268’s mandate for the EUTF’s sponsors to begin making 

material contributions to the EUTF-OPEB balance sheet, decisive action will need to be taken 

one way or the other.  As discussed earlier, it is highly likely that EUTF-OPEB’s assets are going to 

grow materially over the next several years and oversight of these assets will be critical and 

essential. 

 

Governance Considerations Under a Potential Consolidation Framework 

 

The primary advantage of consolidation (or “outsourcing”) is maximizing the use of existing 

capabilities in a cost effective manner.  Investment fiduciary standards, laws, and regulations, 

however, require that governing bodies (i.e., plan trustees) maintain their fiduciary authority over 

the assets entrusted to them even if they rely on the capabilities of another provider.  In the 

specific context of the EUTF, the trustees responsible for the EUTF-OPEB investment portfolio 

cannot abdicate or transfer their fiduciary obligations and/or decision-making authority to 

another party or agency (such as the ERS). 11   While EUTF’s trustees can delegate certain 

functions (such as investment management) to third parties, it must maintain a mechanism 

and/or process to ensure appropriate oversight of all material decisions.  Therefore, practically 

speaking, under an investment consolidation arrangement between the EUTF and the ERS’s 

Investment Office, it is highly likely that the ERS Investment Office would need to report and/or 

seek action approval from EUTF trustees for any decision that would have material impact upon 

the EUTF-OPEB investment portfolio.  This requirement naturally leads to needing to develop a 

process that would facilitate regular communication from the ERS Investment Office into the 

EUTF Board (or, at a minimum, into the EUTF Investment Committee).  Such activities would likely 

result in additional administrative responsibilities on the part of the ERS Investment Office. 

 

The Internal Revenue Code also prohibits the ERS from providing preferential services/resources 

to another State agency, such as the EUTF.12  Based on discussions with ERS’s legal counsel, the 

EUTF would need to, at a minimum, establish a servicing agreement with the ERS to compensate 

the ERS accordingly for any services rendered to the EUTF.   

 

Finally, assets for both of the ERS portfolio and the EUTF-OPEB portfolio must remain separated for 

tax qualified status and other trust/fiduciary reasons.13  While actual investments by the ERS and 

the EUTF may mirror one another, segregation of accounts and ownership must be explicit.  As a 

                                                           
11

  Op Cit., Hawaii Revised Statutes Chapter 87A.; also, the Uniform Prudent Investors Act and other fiduciary law. 
12

  Internal Revenue Code § 503(b), per letter from State of Hawaii Department of Attorney General, Administration, July 19, 2014, Re:  

EUTF/ERS Investment Consolidation Study (Letter from ERS counsel). 
13

   Ibid., Letter from ERS counsel. 
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result, an important priority will be that, regardless of any joint business negotiations that might 

seek to enhance the EUTF’s and ERS’s individual positions, both EUTF and ERS must maintain 

separate and distinct contractual relationships and agreements with the investment-related 

vendors they might collectively choose to conduct business with on their behalf. 

 

Given the above concerns of (i) EUTF maintaining its fiduciary authority, (ii) the prohibition 

against providing preferential services, and (iii) the requirement to keep EUTF-OPEB and ERS 

investment assets separated, there are some important rationales that decision-makers might 

take into consideration: 

 

 It is highly likely that the EUTF’s tolerance for investment risk will converge toward the risk 

tolerance of the ERS.  While there are marginal differences in expectations for the two 

portfolios because they serve different constituents, the EUTF-OPEB now has an 

investment horizon (several decades) that is similar to the investment horizon utilized by 

the ERS.  In addition, EUTF trustees have begun implementing an investment policy that 

exhibits similar expected risk levels as the ERS portfolio (see Asset Structure section below).  

Given these trends, there is a reasonable likelihood that both portfolios could utilize very 

similar (if not the same) investment classes and strategic allocation policies. 

 

 The ERS utilizes a broad spectrum of passive and active managers that may prove of 

interest to the EUTF.  Utilizing an already existing pool of investment managers would likely 

save the EUTF considerable effort in terms of the time and expense involved in selecting 

managers to manage EUTF-OPEB assets. 

 

 The EUTF may be able to exploit ERS’s larger scale to its advantage in the pricing of 

manager contracts.  Currently, the ERS investment portfolio is approximately twenty times 

the size as the EUTF-OPEB portfolio.  Over the next several years, this scale differential will 

likely decline dramatically.  The scale of assets is important because nearly all investment 

managers use account size as the key determinant for setting their fee levels.  The EUTF 

negotiates its investment manager contracts utilizing largely commingled fund vehicles 

as a result of its smaller relative size in the institutional marketplace.  The ERS, as a larger 

pool of capital, is able to attract generally lower fee arrangements for managers 

investing under similar mandates.  For example, the EUTF’s passive equity exposure 

currently costs the EUTF 0.070% of managed assets/year.  The commensurate passive 

global equity mandate utilized by the ERS costs 0.015%/year, 4½ times less expensive (on 

a percent-of-assets basis) than the EUTF cost.  Similar differentials exist for more active-

oriented investment mandates.  Given these differentials, the potential to jointly 

negotiate investment manager contracts may prove highly beneficial, particularly to the 

EUTF.  A preliminary cost analysis is provided below of the EUTF-OPEB investment portfolio 

managed using ERS’s investment managers. 

 EUTF’s utilization of the ERS Investment Office could provide several positive qualitative 

aspects: 

o In the near-term, it would provide the EUTF with immediate access to investment 

expertise and resources that are already in place, rather than 

developing/building its own investment department from scratch, which could 

take years to procure; 

o Having one investment office serving multiple agencies instead of having multiple 

investments offices performing virtually the same functions eliminates potentially 

significant governmental redundancies; 

o Long-term, if assumptions are met, the combined EUTF/ERS investment portfolio 

could approach $50 billion.  Having one investment office representing this scale 
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of assets in the global marketplace provides certain advantages (with respect to 

pricing, servicing, etc.). 

 

 It is expected that the ERS Investment Office would manage the day-to-day 

middle/back-office portfolio management functions of the EUTF-OPEB investment 

portfolio.  Such management and oversight would free up EUTF resources for other EUTF 

mission-critical functions/services.  In contrast, such an increase in ERS Investment Office 

activities should be considered additional burdens that ERS must undertake. 

 

From a governance/oversight perspective, given the potential benefits that may accrue to the 

EUTF, the challenge of examining and refining the EUTF’s and ERS’s governance/management 

procedures may prove beneficial to the EUTF.  The sections below attempt to quantify several of 

the cost-benefit tradeoffs in order to better gauge the economic value of consolidation. 

 

 

Asset Management Considerations Under a Potential Consolidation Framework 

 

In considering EUTF’s potential use of ERS’s existing investment structure, two main considerations 

deserve examination:  (i) the degree to which the EUTF and the ERS have similar investment 

mandates/strategies and (ii) the breadth of investment expertise offered by the ERS and 

whether such expertise can and should prove satisfactory to the EUTF.  As highlighted elsewhere 

in this report, despite some initial differences, the EUTF-OPB portfolio appears to be converging 

toward a structure that would end up similar to that of the ERS investment portfolio (regardless of 

whether consolidation occurs or not).  Presented below are several factors that enter into 

determining the viability of consolidating EUTF’s asset management functions into the ERS: 

 

 Both systems (the EUTF and the ERS) approve key assumptions in order determine the 

systems’ long-term financial viability.  GRS, the retained actuary for both systems, has 

developed separate long-term investment assumptions for both the EUTF-OPEB and ERS 

investment portfolios.  Currently, the assumed annual compound long-term investment 

return for the EUTF-OPEB is 7.0%.14  The analogous assumption for the ERS investment 

portfolio is 7.75%.15  ERS’s trustees are currently reviewing their return assumption.  They 

have asked GRS to study the potential impact(s) of various expected return reduction 

options.  Taking these findings into account, long-term investment return expectations for 

each of the systems’ portfolios are quite similar.  

 

 Similar long-term investment return expectations/assumptions typically reflect risk profiles 

that are also consistent with one another.  This concept was analyzed by comparing the 

asset allocation policies of each system’s portfolio utilizing PCA’s 2014 capital market 

assumptions (2014 CMAs). 16   Utilizing the 2014 CMAs allows for the development of 

forward-looking expected returns and estimated risk/volatility levels for each portfolio.  

The risk level (described using an expected annual standard deviation of annual returns) 

is a quantitative representation of the amount of risk the respective board of trustees is 

willing to accept to seek a desired level of long-term investment return.  As shown below, 

the expected return and risk characteristics of both systems’ investment portfolios are 

quite close: 
 

                                                           
14

  Op Cit., Actuarial Valuation Report, EUHBF. 
15

  Employees’ Retirement System of the State of Hawaii, Report to the Board of Trustees on the 88th Annual Actuarial Valuation, Year ending 

June 30, 2013, Gabriel Roeder Smith & Company. 
16

  See Appendix for PCA’s 2014 Capital Market Assumptions. 
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Figure 8.  Return and Risk Comparisons, EUTF-OPEB vs. ERS Investment Portfolios 

Based upon PCA’s 2014 Capital Market Assumptions* 

Expectations based upon PCA’s 2014 CMAs EUTF-OPEB ERS 

Expected annual return 7.5% 7.9% 

Expected SD of annual returns 13.2% 13.4% 

Expected 10-year annualized compound return 6.8% 7.1% 

Range of annual returns (+/- 1 SD) (6.4%) to 20.0% (6.3%) to 20.6% 

Range of 10-year compound returns (+/- 1SD) 2.6% to 10.9% 2.9% to 11.4% 
*Figures in table reflect GRS’s inflation assumption of 3.0%/year 

 

As the table above shows, the expected risks of both portfolios are virtually equivalent 

(13.2% vs. 13.4%).  This leads to the conclusion that both sets of respective decision-

making bodies are willing to accept similar risk levels within their investment portfolios.  

The ERS’s annual and longer-term 10-year returns are slightly higher than those of the 

EUTF-OPEB portfolio.  This differential largely reflects ERS’s commitment to private markets 

investments (Real Estate and Private Equity), which are total-return-oriented and 

expected to capture a reasonable return premium for bearing risk associated with 

illiquidity.  Note that the ranges of both the annual expected returns and long-term 

expected returns are also virtually equivalent. 

 

 On a more intuitive level, both the EUTF-OPEB and ERS investment portfolios have similar 

proportions allocated to risk-taking versus risk-mitigating assets (see table below): 

 
Figure 9.  Comparison of EUTF-OPEB and ERS Allocation Policy Structures 

Asset class EUTF-
OPEB 

ERS Difference 
(EUTF-ERS) 

US Equity 15% 30% -15% 

Non-US Equity 26% 26% 0% 

Private RE/REITs 10% 7% +3% 

Private Equity/Microcap 9% 7% +2% 

Covered Calls 10% 5% +5% 

Total Risk-Taking 70% 75% -5% 

    

Inflation-Linked Assets* 15% 5% +10% 

Fixed Income 15% 20% -5% 

Total Risk-Mitigating 30% 25% +5% 

    

Total 100% 100% - 
*EUTF’s Inflation-Linked assets currently include two discrete allocations to 

TIPS (5%) and Commodities (10%). 

 

The EUTF’s current policy seeks to invest 70% of its assets in risk-taking investments, while 

the ERS seeks to invest 75% of investments similarly.  The largest contributors to this 

differential are the ERS’s emphasis on U.S. Equity versus the EUTF’s emphasis on Inflation-

Linked investments.  As these are policy portfolios, they reflect current intentions and not 

actual investments.  The EUTF is still in the process of implementing its current policy while 

the ERS has reached its allocation levels across all of its strategic classes. 

 

In summary, both the EUTF and ERS are pursuing very similar return objectives and risk 

profiles across their investment portfolios.  It is highly likely these characteristics would 

continue to converge over time assuming the EUTF-OPEB grows as projected by GRS. 

 

 Based on GRS’s analysis of the contribution schedule mandated by Act 268, fiscal year 

contributions into the EUTF-OPEB investment portfolio should exceed fiscal benefit 

payments for the next 30 years.  In this respect, ongoing positive cash flows should flow 
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into the EUTF-OPEB investment portfolio, keeping liquidity concerns to a minimum.  These 

excess contributions are, when combined with the contribution of investment returns, 

meant to eliminate the large unfunded liability that exists within the EUTF system.  In 

contrast, the ERS system has produced annual cash flow deficits in the range of ($200M) 

to ($300M).  Over the last two-to-three years, the ERS has instituted several reforms that 

should bring the system to a more cash flow neutral position over time.  Despite these 

dynamics, the ERS has been willing to invest a proportion of its investment portfolio in 

illiquid, private markets investments.  As of December 31, 2013, approximately 8% (or 

$1.1 billion) of the ERS investment portfolio consisted of private markets investments.  One 

important conclusion to draw from the above findings is that as the EUTF-OPEB scales up 

over time, and given EUTF-OPEB’s long investment horizon, EUTF decision-makers should 

likely consider private markets investments for the EUTF-OPEB portfolio.  Under such a 

scenario, ERS’s long track record and experience in private markets would likely prove 

valuable. 

 

 The ERS retains a broad spectrum of active and passive managers that may prove 

beneficial to the EUTF (see Figure 10 below): 

 

Figure 10.  EUTF-OPEB vs. ERS Manager Structure Layout Comparison (by Strategic Class) 

System

Strategic Class Active Passive Active Passive

none Vanguard - LC JP Morgan - LG Mellon - LV

Sands - LG Mellon - LV

Barrow Hanley - LV Mellon - LC

SC Mckee - LV

CM Bidwell - LC (2)

Jennison - SC

T Rowe Price - SC

none Vanguard - LC Franklin Templeton - LC Mellon - LC

JP Morgan - LC

Mecator - LC

QMA - EM

Research Affiliates - EM

none Vanguard - REIT Invesco - Core none

Heitman - Core

Non-core LPs (14)

none Vanguard -Core WAMCO - Core Plus none

PIMCO - Core Plus

Bradford & Marzec - Core Plus

First Hawaiian - Core

Pacific Income - Core

Oeschle - Non-US

Blackrock - TIPS none Blackrock - TIPS none

Commodities (pending) Hancock -Private Timber

Infrastructure (pending)

Private Equity/Microcap Microcap - pending none Private Equity LPs (165) none

Covered Calls Pending none Gateway Gateway

Inflation-Linked

EUTF-OPEB ERS

US Equity

Non-US Equity

Private RE/REITs

Fixed Income

 

Close analysis of the above matrix reveals two key findings:  (i) both the EUTF-OPEB and 

ERS utilize Blackrock to manage the same mandate:  actively-managed TIPS and (ii) both 

funds utilize passive management across the U.S. Equity and Non-U.S. Equity classes.  
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Other observations worth noting are:  (i) the ERS is very active within the private markets, 

having invested in nearly 180 partnerships across both Real Estate and Private Equity,  

(ii) the ERS already employs both active and passive management within the Covered 

Calls class, (iii) the ERS relies exclusively on a pool of six long-standing active fixed income 

managers, and (iv) the ERS utilizes a pool of twelve active public equity (U.S. and Non-

U.S.) in addition to having significant exposure to passive management.  All of these 

manager line-ups are under continuous monitoring and reviewed on a regular basis. 

 

Under a consolidation framework, it is highly likely that the EUTF-OPEB could take 

advantage of all, or a part of, ERS’s pool of investment managers.  The two potential 

opportunities that present themselves immediately are (i) the potential access to ERS’s 

passive management at (very likely) a lower cost structure and (ii) EUTF-OPEB’s/ERS’s 

current joint relationship with Blackrock.  As discussed elsewhere in this report, it is highly 

likely that EUTF-OPEB and ERS assets must remain segregated.  Given that condition, to 

the extent that the EUTF was able to develop a framework to allow ERS to negotiate 

investment manager/vendor contracts on its behalf, there appears to be significant 

potential to capitalize on ERS’s larger scale (see cost analysis in the next section). 

 

Estimated Financial and Cost Impact Under a Potential Consolidation Framework 

 

In summary, consolidation of EUTF investment activities through utilization of ERS’s Investment 

Office would likely produce near-term cost savings.  Such savings are largely the result of the 

smaller-scale EUTF being able to exploit the scale advantage that the larger ERS investment pool 

provides.  Farther out in time (ten years and longer) these differentials would likely narrow for two 

basic reasons:  (i) the EUTF-OPEB portfolio will be of significant scale itself (approximately 

$5 billion) and (ii) it is highly likely that the EUTF-OPEB and ERS portfolios will have very similar 

allocation policies.  However, if the State is able to refine and streamline its ability to manage the 

two investment pools jointly, continued savings would accrue versus if each pool operated 

separately. 

 

As discussed in prior sections, there are three major cost components to managing an 

institutional pool of assets:  (i) fees for external advisors (investment managers and consultants), 

(ii) costs associated with safekeeping and tracking the massive collection of investment 

securities held in each pool, and (iii) internal agency overhead/resources expended to manage 

and oversee the investment pool.  To recap, based on these three cost areas, the current and 

projected cost structures of the respective EUTF-OPEB and ERS investment programs are 

presented in Table A of Figure 11 (next page). 

 

Table A shows that EUTF’s current all-in annual ongoing costs to manage its investment program 

amount to approximately $1.9 million or 0.31% of total assets.  Just over 75% of this cost is related 

to external advisor costs.  Based on projections of EUTF-OPEB’s growth and structure, these costs 

are expected to rise to $4.1 million per year (0.37% of assets) by the end of fiscal 2017.  In 

contrast, ERS’s investment management costs aggregate to approximately 0.39% per year.  

Currently, the ERS utilizes significantly more active management and has significant exposure to 

the private markets.  These factors, offset by ERS’s larger scale, explain the differences in cost as 

a percent of assets under management between the two systems.  The important point of  

Table A is that, as the EUTF-OPEB investment portfolio seeks to diversify both across different asset 

types and through the utilization of certain active management for specific mandates, its cost 

structure will come close to matching that of the ERS.  Given its smaller scale, it is likely that 

beyond the three-year point, EUTF-OPEB’s cost levels (on a %-of-assets basis) would exceed ERS’s 

investment cost levels. 
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Analysis of Potential Consolidation Scenarios 

 

To mitigate this potential rising cost trend, EUTF, through the consolidation framework, 

may be able utilize specific ERS managers and mandates to capitalize on ERS’s scale in 

specific areas.  For example, both the EUTF and the ERS utilize Blackrock (a manager of 

inflation-protected bond portfolios) for virtually the same mandate.  Blackrock currently 

charges the EUTF 0.43%/year to manage the mandate through an institutional mutual 

fund.  At the ERS, Blackrock charges 0.16%/year for the same mandate through a 

separate account structure.  In addition, because of this structure, the ERS receives a 

better securities lending income split arrangement than the EUTF, providing marginally 

higher levels of income.  While this example highlights the largest single manager fee 

differential, there are other similar opportunities and choices that the EUTF might adopt 

given access to the ERS’s investment management structure. 

 

To quantify the potential cost savings associated with consolidation, this report has 

“mapped” a few potential account restructuring scenarios assuming the EUTF-OPEB 

portfolio could access the ERS’s account structure on the same general cost terms as the 

ERS.   Several of the ERS’s largest existing managers have indicated that such terms 

conditions are feasible. 

 

In addition to the major cost areas presented in Figure 11, we also noted earlier that the 

ERS is not permitted to make “services available on a preferential basis” to another State 

agency.  As a result, our interpretation (which should not be viewed in a legal/regulatory 

context) is that the EUTF must enter into an explicit cost-for-service agreement with the 

ERS to allow the ERS to provide the required services.  While the legal merits and structure 

of such an agreement is beyond the scope of this report, it is likely that the EUTF would be 

required to reimburse the ERS for resources expended on EUTF’s behalf.  We believe an 

appropriate figure for such cost sharing is approximately two full-time-equivalent ERS 

employees (FTEs), assuming one FTE dedicated to EUTF investment activities and one FTE 

dedicated to EUTF accounting and record-keeping activities.  We assume each FTE, on 

average, amounts to an annual expenditure of approximately $140,000/year including 

employee benefits.  The impact of recognizing this specific cost-sharing requirement is 

that, in aggregate, the EUTF is likely to bear the incremental costs associated with shifting 

internal resources among the two agencies.  
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Figure 11. 

Table A - Comparative & Combined Cost Structures of EUTF and ERS Investment Offices – Operating as Separate Entities 
 EUTF-OPEB ERS Aggregate 

 6/30/2014 6/30/2017 6/30/2014 6/30/2017 6/30/2014 6/30/2017 

Assets Under Management $626M $1,200M $14,117M $17,500M $14,743M $18,700M 

 
Cost Component 

 
$ (000) 

% of 
assets 

 
$ (000) 

% of 
assets 

 
$ (000) 

% of 
assets 

 
$ (000) 

% of 
assets 

 
$ (000) 

% of 
assets 

 
$ (000) 

% of 
assets 

Fees to External Advisors 1,504 0.24 3,816 0.32 54,050 0.38 66,500 0.38 55,554 0.38 70,316 0.38 

Internal Resource Expenditures 77 0.01 165 0.01 1,040 0.01 1,300 0.01 1,117 0.01 1,465 0.01 

Asset Pool Safekeeping Costs 157 0.03 330 0.03 300 0.00 350 0.00 457 0.00 680 0.00 

EUTF/ERS Cost Sharing 0 0.00 0 0.00 0 0.00 0 0.00 0 0.00 0 0.00 

             

Total Costs $1,737 0.28% $4,311 0.36% 55,390 0.39 68,150 0.39 57,128 0.39 72,461 0.39 
*differences due to rounding 

 

Table B - Comparative & Combined Cost Structures of EUTF and ERS Investment Offices – Consolidated Framework (Scenarios 1 & 2) 
 Consolidated EUTF-OPEB ERS Consolidated Aggregate 

 6/30/2014 (S1) 6/30/2017 (S2) 6/30/2014 (S1) 6/30/2017 (S2) 6/30/2014 (S1) 6/30/2017 (S2) 

Assets Under Management $626M $1,200M $14,117M $17,500M $14,743M $18,700M 

 
Cost Component 

 
$ (000) 

% of 
assets 

 
$ (000) 

% of 
assets 

 
$ (000) 

% of 
assets 

 
$ (000) 

% of 
assets 

 
$ (000) 

% of 
assets 

 
$ (000) 

% of 
assets 

Fees to External Advisors 1,134 0.18 3,352 0.28 54,050 0.38 66,500 0.38 55,184 0.37 69,852 0.37 

Internal Resource Expenditures 0 0.00 0 0.00 1,320 0.01 1,580 0.01 1,320 0.01 1,580 0.01 

Asset Pool Safekeeping Costs 138 0.02 303 0.03 300 0.00 350 0.00 438 0.00 653 0.00 

EUTF/ERS Cost Sharing 280 0.04 280 0.02 (280) 0.00 (280) 0.00 0 0.00 0 0.00 

             

Total Costs $1,551 0.25% $3,934 0.33% 55,390 0.39 68,150 0.39 56,942 0.38 72,085 0.39 
*differences due to rounding 

 

Table C - Differences 
 EUTF-OPEB ERS Aggregate 

 6/30/2014 6/30/2017 6/30/2014 6/30/2017 6/30/2014 6/30/2017 

Assets Under Management $626M $1,100M $14,117M $17,500M $14,743M $18,700M 

 
Cost Component 

 
$ (000) 

% of 
assets 

 
$ (000) 

% of 
assets 

 
$ (000) 

% of 
assets 

 
$ (000) 

% of 
assets 

 
$ (000) 

% of 
assets 

 
$ (000) 

% of 
assets 

Fees to External Advisors (370) (0.06) (464) (0.04) 0 0.00 0.00 0.00 (370) 0.00 (464) 0.00 

Internal Resource Expenditures (77) (0.01) (165) (0.02) 280 0.00 280 0.00 203 0.00 115 0.00 

Asset Pool Safekeeping Costs (20) (0.00) (27) (0.00)  0.00 0.00 0.00 (189) 0.00 (27) 0.00 

EUTF/ERS Cost Sharing 280 0.05 280 0.03 (280) 0.00 (280) 0.00 0 0.00 0 0.00 

             

Total Costs ($186) (0.03%) ($377) (0.03%) 0 0.00 0 0.00 ($356) 0.00 ($376) 0.00 
*differences due to rounding
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Keeping the above factors in mind, this report maps three consolidation scenarios 

(Scenarios 1, 2, and 2a).  A fourth Scenario (Scenario 3) compares the cost-effectiveness 

of Scenario 2 versus the potential rates that EUTF would face in the institutional 

marketplace if it elected to pursue similar strategies on its own. 

 

 Scenario 1:  Initial Adoption of Selected ERS Accounts 

 Scenario 2:  New EUTF Allocation and Adoption of Additional ERS Accounts 

 Scenario 2a:  Scenario 2 Utilizing Additional ERS Active Managers 

 Scenario 3:  Hypothetical Comparison – Scenario 2 vs. EUTF paying standard rates 

 

Scenario 1 

 

In Scenario 1, EUTF transfers its current allocation structure into the appropriate ERS 

accounts/vehicles in as seamless an approach as possible (see Figure 12, below).  Where 

there are major differences in mandates, EUTF’s accounts are merely transferred over to 

ERS’s custodian for recordkeeping purposes. 

 

Figure 12.  
SCENARIO 1:  Initial Adoption - Years 1 & 2

EUTF Class

Current EUTF Asset 

Structure (using 

6/30 MVs + July 

contribution)

Current 

Estimated 

Manager Fees from-to ERS Class

Current EUTF 

Asset Structure 

(using ERS 

accounts)

Pro Forma 

Estimated 

Manager Fees

US Equity 150,240,000           60,096              

Intl Equity 118,940,000           142,728             

Fixed 93,900,000             65,730              Fixed Income 93,900,000       65,730              

Covered Calls -                         -                    Covered Calls -                  -                   

TIPS 106,420,000           457,606             TIPS 106,420,000     209,647            

REITs 100,160,000           80,128              REITs 100,160,000     80,128              

Commodities -                         -                    Commodities -                  -                   

MicroCap 56,340,000             563,400             MicroCap 56,340,000       563,400            

Totals 626,000,000           1,369,688          Totals 626,000,000     999,659            

Investment Cost Structure Analysis

Est. Annual Cost % of Assets Est. Annual Cost % of Assets Est. Savings

Manager Fees (from above) 1,369,688          0.22% 999,659            0.16% 370,029            

Consultant Fees 134,000             0.02% 134,000            0.02% -                   

Fees to External Advisors 1,503,688          0.24% 1,133,659          0.18% 370,029            

Asset Pool Safekeeping 156,500             0.03% 137,500            0.02% 19,000             

Internal Resources 77,000              0.01% -                   0.00% 77,000             

EUTF/ERS Cost Sharing -                    0.00% 280,000            0.04% (280,000)           

Estimated Total Costs 1,737,188          0.28% 1,551,159          0.25% 186,029            

EUTF Maintains Separate Status EUTF Utilizes Selected ERS Vehicles

Global Equity 269,180,000     80,754              

 

As shown in the table above, the EUTF has two mandates that are virtually equivalent to 

those utilized by the ERS.  In addition, management fees under the ERS mandates are a 

fraction of those incurred by the commensurate EUTF mandates.  The mandates 

highlighted are Global Equity (here EUTF transfers its passive equity mandates to ERS’s 

existing passive mandate) and TIPS (where ERS and EUTF utilize the same manager for 

virtually the same mandate).  These shifts result in approximately $370,000 of annual 

savings.  In terms of other cost impacts, the consolidation assumes EUTF staff is no longer 

required to dedicate approximately ½ of an FTE to investments (those activities are now 

subsumed by the ERS Investment Office), but that the EUTF is required to compensate the 
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ERS for services rendered.  In total, this initial consolidation scenario produces 

approximately $186,000 in annual savings. 

 

Custodial Account Structure 

Under this Scenario, the EUTF-OPEB portfolio is expected to move from utilizing its five 

existing institutional mutual funds (and one pending separate account) to utilizing one 

institutional commingled fund, two separate accounts, and keeping two of its existing 

institutional mutual funds for the short-term (up to two years).  Please see the Appendix 

for account mapping assumptions/details.  Subsequent to the appropriate legal 

approvals to consummate the consolidation framework, the transfer process could likely 

occur between 90 and 120 days.  As shown in the table above, the incremental custody 

cost (on top of the current custody fees being paid by the ERS already) would be 

$137,500.17  This amount is modestly lower than the new custody fees negotiated recently 

EUTF’s current custodian. 

 

Scenario 2 

 

In Scenario 2, EUTF utilizes the two transfers discussed under Scenario 1 but builds upon 

Scenario 1 in two ways.  First, Scenario 2 reflects the new asset allocation structure 

recently adopted by the EUTF for the EUTF-OPEB portfolio.  Second, Scenario 2 assumes 

the EUTF utilizes additional ERS investment capabilities across several of the new EUTF 

classes, but leaves public equity in passive management  (see table below). 

 

Figure 13. 
SCENARIO 2: Adoption of Addiitonal ERS Accounts Under New EUTF Allocation in Year 3

EUTF Class

New EUTF 

Allocation 

(assuming Act 268 

contributions)

Estimated 

Manager Fees from-to ERS Class

New EUTF 

Allocaiton 

(using ERS 

accounts)

Pro Forma 

Estimated 

Manager Fees

US Equity 180,000,000           72,000              

Intl Equity 312,000,000           374,400             

Fixed 180,000,000           126,000             Fixed Income 180,000,000     306,000            

Covered Calls 120,000,000           600,000             Covered Calls 120,000,000     300,000            

TIPS 60,000,000             258,000             TIPS 60,000,000       118,200            

REITs 120,000,000           96,000              Core Real Estate 120,000,000     600,000            

Commodities 120,000,000           960,000             Commodities 120,000,000     600,000            

MicroCap 108,000,000           1,080,000          same as EUTF 108,000,000     1,080,000          

Totals 1,200,000,000         3,566,400          Totals 1,200,000,000  3,151,800          

Investment Cost Structure Analysis

Est. Annual Cost % of Assets Est. Annual Cost % of Assets Est. Savings

Manager Fees (from above) 3,566,400          0.30% 3,151,800          0.26% 414,600            

Consultant Fees 250,000             0.02% 200,000            0.02% 50,000             

Fees to External Advisors 3,816,400          0.32% 3,351,800          0.28% 464,600            

Asset Pool Safekeeping 330,000             0.03% 302,500            0.03% 27,500             

Internal Resources 165,000             0.01% -                   0.00% 165,000            

EUTF/ERS Cost Sharing -                    0.00% 280,000            0.02% (280,000)           

Estimated Total Costs 4,311,400          0.36% 3,934,300          0.33% 377,100            

Global Equity 492,000,000     147,600            

EUTF Maintains Separate Status EUTF Utilizes Selected ERS Vehicles - Maintains Passive Global Equity

 

The assumption here is that it may take two-to-three years to fully adopt this structure 

when the EUTF-OPEB portfolio’s asset base has grown substantially; but it might be 

                                                           
17

  This the proposed $125,000 annual custody flat fee proposed by BNY Mellon increased by 10% to account for potential unforeseen custody 

charges. 
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implemented sooner, depending on the ability to address potential procurement and 

legal hurdles associated with the consolidation.  This Scenario also assumes that, after 

two-plus years of operating under a consolidated framework, the EUTF would be relying 

upon the ERS Investment Office to source managers in the real estate and commodities 

areas.  A commingled fund investment in real estate would be the EUTF’s first private 

market investment. 

 

Based on utilization of the allocation and manager structure in Scenario 2, EUTF’s 

projected annual savings are estimated to approximate $377,000 per year.  Again, this 

Scenario assumes the State is making its Act 268 contributions into the EUTF and that the 

EUTF-OPEB portfolio grows to an actuarially-assumed level.  Also note that as the EUTF-

OPEB grows, the default position is to begin increasing investment staff levels if 

consolidation does not occur.  The assumption above assumes a doubling of investment 

personnel (to one dedicated FTE, up from one-half an FTE currently). 

 

Custodial Account Structure 

Under this Scenario, the EUTF-OPEB portfolio is expected to have evolved from its current 

five institutional mutual fund structure to beginning to utilize separate accounts for three 

new mandates contemplated under the recently-approved strategic allocation policy.  

Consolidating into the ERS Investment Office is expected to make further use of the 

separate account format, but would result in fewer accounts (8 versus 7).  The final 

expected outcome is that the EUTF would retain five separate accounts and two 

commingled fund accounts.  The use of institutional mutual fund structures would 

discontinue (see Appendix).  This scenario assumes the Scenario 1 process has already 

occurred.  Due to the increased complexity, incremental annual custody costs would be 

an estimated $302,000, approximately $27,000 per year less than the new contract 

proposed by the Bank of Hawaii.18 

 

The additional transfer activities would occur as normal operating procedures.  In the 

case of the account transfers in the fixed income and covered calls, ERS already retains 

existing managers, so the transfer process only requires approving management 

contracts that mirror what already exists at the ERS and opening additional accounts 

under the new custody framework.  Transfers within the core real estate and 

commodities areas would involve searching for new managers jointly on behalf of both 

the EUTF and ERS utilizing normal operating procedures.  The search for and retention of 

new managers typically takes 90 to 120 days. 

 

Scenario 2a 

 

In Scenario 2a, EUTF utilizes the same manager and allocation structure in Scenario 2, 

with one addition:  the EUTF elects to utilize active management in the Global Equity and 

Fixed Income classes, more fully reflecting the active/passive mix of managers that the 

ERS utilizes in these classes (see Figure 14, next page): 

 

 

 

 

 

 

                                                           
18

  The custody cost estimate applies the same logic as under Scenario 1.  Custody costs are quoted fees + 10% to account for transaction-

related costs, which both Bank of Hawaii and BNY/Mellon apply in their estimates. 
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Figure 14. 
SCENARIO 2a: Scenario 2 Utilizing Additional ERS Active Managers  in Year 3

EUTF Class

New EUTF 

Allocation 

(assuming Act 268 

contributions)

Estimated 

Manager Fees ERS Class

New EUTF 

Allocation 

(using ERS 

accounts)

Pro Forma 

Estimated 

Manager Fees

US Equity 180,000,000           72,000              

Intl Equity 312,000,000           374,400             

Fixed 180,000,000           126,000             Multi Mgr. Fixed 180,000,000     324,000            

Covered Calls 120,000,000           600,000             Covered Calls 120,000,000     300,000            

TIPS 60,000,000             258,000             TIPS 60,000,000       118,200            

REITs 120,000,000           96,000              Core Real Estate 120,000,000     600,000            

Commodities 120,000,000           960,000             Commodities 120,000,000     600,000            

MicroCap 108,000,000           1,080,000          same as EUTF 108,000,000     1,080,000          

Totals 1,200,000,000         3,566,400          Totals 1,200,000,000  4,350,600          

Investment Cost Structure Analysis

Est. Annual Cost % of Assets Est. Annual Cost % of Assets Est. Savings

Manager Fees (from above) 3,566,400          0.30% 4,350,600          0.36% (784,200)           

Consultant Fees 250,000             0.02% 200,000            0.02% 50,000             

Fees to External Advisors 3,816,400          0.32% 4,550,600          0.38% (734,200)           

Asset Pool Safekeeping 330,000             0.03% 330,000            0.03% -                   

Internal Resources 165,000             0.01% -                   0.00% 165,000            

EUTF/ERS Cost Sharing -                    0.00% 280,000            0.02% (280,000)           

Estimated Total Costs 4,311,400          0.36% 5,160,600          0.43% (849,200)           

Multiple Active Managers

EUTF Maintains Separate Status EUTF Utilizes Selected ERS Vehicles - Scenario 2 + More Active Mgmt.

Active/Passive 

Global Equity
492,000,000     1,328,400          Multiple Active & Passive 

Managers

 
 

More fully adopting the active approach utilized by the ERS results in an $850,000 

increase in costs versus what EUTF would incur to implement its portfolio on its own.  

Clearly, the dramatic difference here is that the EUTF currently relies upon passive 

management for virtually all of its major class (equity and fixed income) mandates.  

Shifting to a higher proportion of active management in these areas has a material 

impact upon manager fees, despite the expectation that the EUTF will be able to 

capture the lower institutional manager fee rates paid by the ERS. 

 

Custodial Account Structure 

From a custody perspective, this scenario would build upon the structure established 

under Scenario 2.  Since this scenario assumes an increased use of specific ERS active 

managers, the EUTF would open a separate account for each manager utilized.  Here, 

the assumption is that EUTF would utilize four of ERS’s active public equity managers and 

an additional active fixed income manager.  In total, the EUTF-OPEB portfolio would 

retain twelve custody accounts – ten separate accounts and two institutional 

commingled funds (see Appendix).  These new accounts represent managers ERS 

already utilizes, so the transfer process only requires approving management contracts 

that mirror what already exists at the ERS and opening additional accounts under the 

new custody framework.  Under this even more complex account structure (getting 

much closer to that utilized by the ERS), the savings in custody costs are eliminated. 

 

Scenario 3 

 

In Scenario 3, EUTF utilizes the same manager and allocation structure as in Scenario 2, 

but is modeled utilizing fee structures that EUTF would likely face if it operated on its own 

in the institutional marketplace (see Figure 15, next page): 
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Figure 15. 
SCENARIO 3: Adoption of Addiitonal ERS Accounts Under New EUTF Allocation in Year 3 (ERS Fees vs. EUTF-only Fees)

EUTF Class

New EUTF 

Allocation 

(assuming Act 268 

contributions)

Estimated 

Manager Fees ERS Class

New EUTF 

Allocaiton 

(using ERS 

accounts)

Pro Forma 

Estimated 

Manager Fees

Fixed Income 180,000,000             405,000             Fixed Income 180,000,000      306,000            

Covered Calls 120,000,000             540,000             Covered Calls 120,000,000      300,000            

TIPS 60,000,000               258,000             TIPS 60,000,000        118,200            

Core Real Estate 120,000,000             900,000             Core Real Estate 120,000,000      600,000            

Commodities 120,000,000             960,000             Commodities 120,000,000      600,000            

MicroCap 108,000,000             1,080,000          MicroCap 108,000,000      1,080,000          

Totals 1,200,000,000          4,408,680          Totals 1,200,000,000   3,151,800          

Investment Cost Structure Analysis

Est. Annual Cost% of Assets Est. Annual Cost % of Assets Est. Savings

Manager Fees (from above) 4,408,680          0.37% 3,151,800          0.26% 1,256,880         

Consultant Fees 250,000             0.02% 200,000            0.02% 50,000             

Fees to External Advisors 4,658,680          0.39% 3,351,800          0.28% 1,306,880         

Asset Pool Safekeeping 330,000             0.03% 302,500            0.03% 27,500             

Internal Resources 165,000             0.01% -                   0.00% 165,000            

EUTF/ERS Cost Sharing -                    0.00% 280,000            0.02% (280,000)           

Estimated Total Costs 5,153,680          0.43% 3,934,300          0.33% 1,219,380         

EUTF Utilizes Vehicles Similar to ERS - Apply Standard Fees EUTF Utilizes Selected ERS Vehicles - Maintains Passive Global Equity

Global Equity 492,000,000      147,600            Global Equity 492,000,000             265,680             

 
To estimate institutional fees assuming EUTF would operate independently, standard fee 

structures were applied across several classes and then applied a modest fee discount 

assuming EUTF would be somewhat successful at negotiating lower costs.  Under these 

assumptions, the matrix above indicates that EUTF could likely realize fee savings of 

approximately $1.1 million per year if they would be able to leverage ERS’ fee structures 

to their benefit. 

 

Managing Frictional Costs Associated with Portfolio Transitions 

 

In a normal institutional investment setting, changing mandates and portfolios involves 

incurring potential one-time costs, normally termed “transition costs.”  Transition costs 

typically occur when institutions change from one manager to another or when 

rebalancing across accounts, managers, and/or asset classes.  For transitioning large 

amounts of assets (e.g., more than $50 million), institutions typically engage in transition 

programs that seek to utilize specialist managers that focus solely on minimizing the costs 

associated moving large amounts of assets. 

 

If a decision was made to consolidate EUTF-OPEB investment activities with those of the 

ERS Investment Office, based on the analyses above, the EUTF-OPEB investment portfolio 

would likely incur approximately $0 to $1,000,000 of one-time incremental transition costs.  

In fact, in Scenario 1, both Vanguard and Blackrock (EUTF’s existing managers) have 

indicated they would utilize in-kind transfers, allowing transition costs for the purpose of 

this analysis to be effectively zero.  Virtually all of the transition costs would be due to 

transitioning EUTF’s portfolio to the more active accounts in Scenario 2a (keep in mind, 

Scenario 2a is very much an optional strategy).  The bulk of these costs would be implicit 

in nature, i.e., during the transition the value of the transitioned assets would be 

diminished by the above amount as a result of moving the assets across the markets.  This 

buying and selling of units in the market is where the market frictions occur.  Strategies 
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such as in-kind crossing help mitigate these costs (e.g., in-kind transfers of securities from 

one fund complex to another). 

 

Summary of Consolidation Scenario Findings 

 

The above analyses suggest that there may be marginal economic benefits associated 

with consolidating the EUTF’s investment activities alongside/into the ERS Investment 

Office.  To implement a consolidated framework, EUTF could also incur initial one-time 

transition costs.  In summary, the estimated cost-benefits of making such a shift are 

detailed in Table C of Figure 11 and then simplified as follows: 

 

Figure 16.  Cost/Benefit Summary of EUTF/ERS Investment Office Consolidation 
 $ Estimated Projected 

Cost 
$ Estimated 

Projected Benefit 

Year 1 (0 – 1,000,000) 186,000 

Year 2*  282,000 

Year 3  377,000 

Year 4 and thereafter  375,000 

*Year 2 is interpolated from Year 1 savings and Year 3 savings. 

Assuming the consolidation effort would incur one-time embedded transition costs of 

approximately ($0 – $1,000,000) based on whether EUTF utilizes Scenario 2a), these costs 

would likely be recouped in less than one year.  The estimated savings in Year 4 and 

beyond become less precise and will be impacted by EUTF’s decisions to alter the EUTF-

OPEB portfolio’s strategic allocation and use of managers.  In addition, as the EUTF-OPEB 

portfolio itself scales up over time, some of the benefits of associated with ERS’s current 

larger scale would tend to decline because EUTF may be able to capture those benefits 

as its own entity.  Interestingly, the point here is that EUTF’s scale may eventually prove 

beneficial to the ERS.  Over time, consolidating investment activities would likely double 

the economies of scale in the institutional investment marketplace for both agencies.19  

As noted elsewhere, in light of these estimated economic/savings benefits, it is likely that 

the ERS will be required to expend more time and effort providing services to the EUTF.  

While we attempted to quantify the economic impact of that resource impact through 

our EUTF-to-ERS cost sharing line item, we note the qualitative impact upon ERS’ 

resources would also likely be material. 
  

                                                           
19

   For example, GRS estimates that the assets of the EUTF-OPEB portfolio will be approximately $12B by the end of 2029 (fifteen years from 

now).  GRS also estimates the actuarial value of ERS’s assets at that time to be about $35B.  Would it be preferable for both ERS/EUTF to 
approach the investment marketplace as a $50B entity or as two smaller entities? 
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TASKS TO EFFECT INITIAL STAGES OF CONSOLIDATION FRAMEWORK 

 

Assuming consolidation between the EUTF and ERS Investment Office is approved, a series of 

investment-related tasks that likely need to be executed in order for the consolidation to take 

effect is outlined below (see table). 

 

Figure 17.  Preliminary Outline of Tasks EUTF-OPEB/ERS Investment Office Consolidation 

 
 

As the list of tasks highlight, cooperation and collaboration among five groups (EUTF Staff, Legal 

Counsel, ERS Staff, Custodian, and general investment consultant) are required for various tasks.  

A key foundation to the entire process is the adjustment of the ERS custodial relationship to 

include the EUTF account structure and eliminate redundancies from having two custodians.  

Once the custody structure is in place, the key milestone in this process is the transferring of EUTF 

assets to the new account structure.  An important objective of all these tasks, of course, is to 

leverage ERS’s investment expertise to the benefit of the EUTF-OPEB portfolio.  This means that 

policies, guidelines, and communications between and among appropriate EUTF and ERS staff 

will be critical, particularly in the early stages of the process. 

 

 

  

Consolidation Task Main Responsibility

Develop/establish servicing agreement and/or legislation for ERS to provide investment services to EUTF EUTF Staff/ERS Staff/Legal

Determine Custodian account structure/modify custodian servicing agreement(s) EUTF Staff/ERS Staff/Legal/Custodian

Develop contract/procurement process for EUTF/ERS new managers EUTF Staff/Legal

Negotiate new management agreements with Mellon Capital and Blackrock for initial EUTF/ERS mandates ERS Staff/EUTF Staff/PCA

Adjust other existing manager agreements to account for change in custodian where needed EUTF Staff/Legal

Provide EUTF verified portolio asset list to Custodian EUTF Staff

Adjust EUTF Investment policy/guidelines PCA

Determine ERS Investment Office reporting procedures into the EUTFInvestment Committee EUTF Staff/ERS Staff/PCA

Establish account structure for receiving assets Custodian

Ensure all stakeholders (EUTF, ERS, and PCA) have transparency into accounts Custodian

Request and receive pre-trade analysis on x-fer of Vanguard to Mellon & Blackrock to Blackrock accounts ERS Staff/PCA

Map and transfer EUTF assets into appropriate accounts Custodian

Gain approval to conform Hawaii RS 87-24A with Hawaii RS 88-119 EUTF Staff

Prioritize future manager search activities to account for both ERS and EUTF All Staff/PCA

Expand manager accounts, if needed Custodian

Determine extent of additional transitions into existing ERS accounts, if needed All Staff/PCA

Amend PCA contract to adjust EUTF services, if needed EUTF Staff/PCA
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GRS ERS Actuarial Projections 
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PCA 2014 Capital Market Assumptions 
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EUTF-OPEB to ERS Account Mapping by Account Type 

SCENARIO 1:  Initial Adoption - Years 1 & 2

EUTF Class Account Type

Current EUTF 

Asset Structure 

(using 6/30 MVs + 

July contribution) from-to ERS Class Account Type

Current EUTF 

Asset Structure 

(using ERS 

accounts)

US Equity Inst. Mutual Fund 150,240,000          

Intl Equity Inst. Mutual Fund 118,940,000          

Fixed Inst. Mutual Fund 93,900,000           Fixed Income Inst. Mutual Fund 93,900,000       

Covered Calls -                       Covered Calls -                  

TIPS Inst. Mutual Fund 106,420,000          TIPS Separate Account 106,420,000     

REITs Inst. Mutual Fund 100,160,000          REITs same as EUTF 100,160,000     

Commodities -                       Commodities -                  

MicroCap Separate Account(s) 56,340,000           MicroCap same as EUTF 56,340,000       

Account Structures Nbr. of Accounts Market Value Account Structures Nbr. of Accounts Market Value

Institutional Mutual Funds 5 569,660,000          Institutional Mutual Funds 2 194,060,000     

Commingled Funds Commingled Funds 1 269,180,000     

Separate Accounts 1 56,340,000           Separate Accounts 2 162,760,000     

Totals 6 626,000,000          Totals 5 626,000,000     

EUTF Maintains Separate Status EUTF Utilizes Selected ERS Vehicles

Global Equity Commingled Fund 269,180,000     

 

SCENARIO 2: Adoption of Addiitonal ERS Accounts Under New EUTF Allocation in Year 3

EUTF Class Account Type

New EUTF 

Allocation 

(using 6/30 MVs 

+ July 

contribution) from-to ERS Class Account Type

New EUTF 

Allocaiton 

(using ERS 

accounts)

US Equity Inst. Mutual Fund 165,000,000      

Intl Equity Inst. Mutual Fund 286,000,000      

Fixed Inst. Mutual Fund 165,000,000      Fixed Income Separate Account(s) 165,000,000     

Covered Calls Separate Account(s) 110,000,000      Covered Calls Separate Account(s) 110,000,000     

TIPS Inst. Mutual Fund 55,000,000        TIPS Separate Account 55,000,000       

REITs Inst. Mutual Fund 110,000,000      Core Real Estate Commingled Fund 110,000,000     

Commodities Separate Account(s) 110,000,000      Commodities Separate Account(s) 110,000,000     

MicroCap Separate Account(s) 99,000,000        same as EUTF same as EUTF 99,000,000       

Totals 1,100,000,000    Totals 1,100,000,000  

Account Structures Nbr. of Accounts Market Value Account Structures Nbr. of Accounts Market Value

Institutional Mutual Funds 5 781,000,000      Institutional Mutual Funds

Commingled Funds Commingled Funds 2 561,000,000     

Separate Accounts 3 319,000,000      Separate Accounts 5 539,000,000     

Totals 8 1,100,000,000    Totals 7 1,100,000,000  

EUTF Maintains Separate Status EUTF Utilizes Selected ERS Vehicles - Maintains Passive Global Equity

Global Equity Commingled Fund 451,000,000     

 

SCENARIO 2a: Scenario 2 Utilizing Additional ERS Active Managers  in Year 3

EUTF Class Account Type

New EUTF 

Allocation 

(using 6/30 MVs 

+ July 

contribution) ERS Class Account Type

New EUTF 

Allocation 

(using ERS 

accounts)

US Equity Inst. Mutual Fund 165,000,000      

Intl Equity Inst. Mutual Fund 286,000,000      

Fixed Inst. Mutual Fund 165,000,000      Multi Mgr. Fixed 2 Separate Accounts 165,000,000     

Covered Calls Separate Account(s) 110,000,000      Covered Calls Separate Account(s) 110,000,000     

TIPS Inst. Mutual Fund 55,000,000        TIPS Separate Account 55,000,000       

REITs Inst. Mutual Fund 110,000,000      Core Real Estate Commingled Fund 110,000,000     

Commodities Separate Account(s) 110,000,000      Commodities Separate Account(s) 110,000,000     

MicroCap Separate Account(s) 99,000,000        same as EUTF same as EUTF 99,000,000       

Totals 1,100,000,000    Totals 1,100,000,000  

Account Structures Nbr. of Accounts Market Value Account Structures Nbr. of Accounts Market Value

Institutional Mutual Funds 5 781,000,000      Institutional Mutual Funds

Commingled Funds Commingled Funds 2 361,000,000     

Separate Accounts 3 319,000,000      Separate Accounts 10 739,000,000     

Totals 8 1,100,000,000    Totals 12 1,100,000,000  

EUTF Maintains Separate Status EUTF Utilizes Selected ERS Vehicles - Scenario 2 + More Active Mgmt.

Active/Passive Global Equity
Commingled Fund + 4 Separate 

Accounts
451,000,000     
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Attorney General Letter Re: EUTF/ERS Investment Consolidation 
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BNY Mellon Preliminary EUTF Custody Services Assumptions and Cost Estimates 
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HOUSE OF REPRESENTATIVES ~ 546
TWENTY-SEVENTH LEGISLATURE, 2013 IN H.D. 2
STATEOFHAWAII a S.D.2

C.D.1

A BILL FORAN ACT

RELATING TO THE HAWAII EMPLOYER-UNION HEALTH BENEFITS TRUST
FUND.

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF HAWAII:

1 PARTI

2 SECTION 1. The purpose of this part is to convene a task

3 force in the department of budget and finance to examine the

4 unfunded liability of the Hawaii employer-union health benefits

5 trust fund.

6 SECTION 2. (a) There is established a Hawaii employer-

7 union health benefits trust fund task force within the

8 department of budget and finance for administrative purposes to

9 consist of the following members:

10 (1) Two members from the house of representatives selected

11 by the speaker of the house of representatives;

12 (2) Two members from the senate selected by the senate

13 president;

14 (3) The director of finance, or the director’s designee;

15 (4) One member from the Hawaii Council of Mayors;

16 (5) One member from the Hawaii State Association of

17 Counties;
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1 (6) Four members representing public sector unions who

2 shall be invited to participate by the director of

3 finance;

4 (7) One member representing public employee retirees who

5 shall be invited to participate by the director of

6 finance; and

7 (8) Four members representing the respective interests of

8 the four counties who shall be selected by the

9 governor.

10 The director of finance, or the director’s designee, shall

11 serve as the chairperson of the task force. The task force

12 shall cease to exist on June 30, 2014.

13 (b) The members of the task force shall serve without

14 compensation, but shall be reimbursed for expenses, including

15 travel expenses, necessary for the performance of their duties.

16 No member shall be made subject to chapter 84, Hawaii Revised

17 Statutes, solely because of that member’s participation as a

18 member of that task force.

19 SECTION 3. The Hawaii employer-union health benefits trust

20 fund task force shall examine the unfunded liability of the

21 Hawaii employer-union health benefits trust fund (trust fund),

22 including:
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1 (1) The current and projected unfunded actuarial accrued

2 liability of the trust fund;

3 (2) The availability of medical benefits plans other than

4 plans that pay or reimburse medical services providers

5 under a fee-for-service model;

6 (3) The costs and benefits of alternative medical benefits

7 plans in relation to the medical benefits plans

8 currently offered by the trust fund;

9 (4) An evaluation of the costs and process of

10 transitioning from the current medical benefits plans

11 to an alternative medical benefits plan, including

12 recommended proposed legislation;

13 (5) An evaluation of the current structure of state and

14 county public employers paying a percentage of health

15 insurance policy premiums and providing

16 recommendations for a benefits plan for prospective

17 employees; and

18 (6) Any other matters that are relevant to gaining a full

19 and meaningful understanding of the circumstance of

20 the trust fund.

21 SECTION 4. The director of finance, in consultation with

22 the task force, shall submit a report to the legislature,
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1 including findings, recommendations, and proposed legislation,

2 no later than twenty days prior to the convening of the regular

3 session of 2014.

4 SECTION 5. There is appropriated out of the general

5 revenues of the State of Hawaii the sum of $185,750 or so much

6 thereof as may be necessary for fiscal year 2013-2014 to support

7 the work of the Hawaii employer-union health benefits trust fund

8 task force, including necessary travel expenses for task force

9 members who reside outside of Oahu and consulting services of

10 persons knowledgeable in relevant issues.

11 The sum appropriated shall be expended by the department of

12 budget and finance for the purposes of this part.

13 PART II

14 SECTION 6. Chapter 87A, Hawaii Revised Statutes, is

15 amended by adding two new sections to part IV to be

16 appropriately designated and to read as follows:

17 “~87A-A Public employers; defined. For the purposes of

18 this part, “public employer” means a governmental entity whose

19 employees’, beneficiaries’, and retirees’ health benefits

20 coverage is provided through the fund.

21 §87A-B Payment of public employer contributions to the

22 other post-employment benefits trust. (a) Commencing with
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1 fiscal year 2018-2019, each of the counties and all other public

2 employers shall make annual required contributions in accordance

3 with section 87A-42 for the benefit of their retirees and

4 beneficiaries.

5 (b) The board shall determine the annual required

6 contribution owed by each public employer under this part for

7 each fiscal year, beginning with fiscal year 2018-2019.”

8 SECTION 7. Section 87A-24, Hawaii Revised Statutes, is

9 amended to read as follows:

10 “~87A-24 Other powers. In addition to the power to

11 administer the fund, the board may:

12 (1) Collect, receive, deposit, and withdraw money on

13 behalf of the fund;

14 (2) Invest moneys in the same manner specified in section

15 88—119(1) (A) , (1) (B) , (1) (C) , (2) , (3) , (4) , (5) , (6)

16 and (7)

17 (3) Hold, purchase, sell, assign, transfer, or dispose of

18 any securities or other investments of the fund, as

19 well as the proceeds of those investments and any

20 money belonging to the fund;

21 (4) Appoint, and at pleasure dismiss, an administrator and

22 other fund staff. The administrator and staff shall
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1 be exempt from chapter 76 and shall serve under and at

2 the pleasure of the board;

3 (5) Make payments of periodic charges and pay for

4 reasonable expenses incurred in carrying out the

5 purposes of the fund;

6 (6) Contract for the performance of financial audits of

7 the fund and claims audits of its insurance carriers;

8 (7) Retain auditors, actuaries, investment firms and

9 managers, benefit plan consultants, or other

10 professional advisors to carry out the purposes of

11 this chapter[i-1, including the retaining of an actuary

12 to determine the annual required public employer

13 contribution for the separate trust fund established

14 under section 87A-42;

15 (8) Establish health benefits plan and long-term care

16 benefits plan rates that include administrative and

17 other expenses necessary to effectuate the purposes of

18 the fund; and

19 (9) Require any department, agency, or employee of the

20 State or counties to furnish information to the •board

21 to carry out the purposes of this chapter.”
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1 SECTION 8. Section 87A-42, Hawaii Revised Statutes, is

2 amended to read as follows:

3 “[-[-]~87A-42[j-] Other post-employment benefits trust. (a)

4 Notwithstanding sections 87A-31 and 87A-31.5, the board, upon

5 terms and conditions set by the board, [may] shall establish and

6 administer a separate trust fund for the purpose of receiving

7 employer contributions that will prefund other post-employment

8 health and other benefit plan costs for retirees and their

9 beneficiaries. [If a fund is cstablishcd, it] The separate

10 trust fund shall meet the requirements of the Government

11 Accounting Standards Board regarding other post-employment

12 benefits trusts. The board shall establish and maintain a

13 separate account for each public employer within the separate

14 trust fund to accept and account for each public employer’s

15 contributions. Employer contributions to the separate trust

16 fund shall be irrevocable, all assets of the fund shall be

17 dedicated exclusively to providing health and other benefits to

18 retirees and their beneficiaries, and assets of the fund shall

19 not be subject to appropriation for any other purpose and shall

20 not be subject to claims by creditors of the employers or the

21 board or plan administrator. The board’s powers under section
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1 87A-24 shall also apply to [any] the fund established pursuant

2 to this section.

3 (b) Public employer contributions shall be paid into the

4 fund in each fiscal year, and commencing with the 2018-2019

5 fiscal year, the amount of the annual public employer

6 contribution shall be equal to the amount of the annual required

7 contribution, as determined by an actuary retained by the board.

8 (c) In any fiscal year subsequent to the 2017-2018 fiscal

9 year in which the state public employer’s contributions into the

10 fund are less than the amount of the annual required

11 contribution, the amount that represents the excess of the

12 annual required contribution over the state public employer’s

13 contributions shall be deposited into the appropriate account of

14 the separate trust fund from a portion of all general excise tax

15 revenues collected by the department of taxation under section

16 237-31.

17 If any general excise tax revenues are deposited into the

18 separate trust fund in any fiscal year as a result of this

19 subsection, the director of finance shall notify the legislature

20 and governor whether the general fund expenditure ceiling for

21 that fiscal year would have been exceeded if those revenues had

22 been legislatively appropriated instead of deposited without
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1 appropriation into the trust fund. The notification shall be

2 submitted within thirty days following the end of the applicable

3 fiscal year.

4 (d) In any fiscal year subsequent to the 2017-2018 fiscal

5 year in which a county public employerTs contributions into the

6 fund are less than the amount of the annual required

7 contribution, the amount that represents the excess of the

8 annual required contribution over the county public employer’s

9 contributions shall be deposited into the fund from a portion of

10 all transient accommodations tax revenues collected by the

11 department of taxation under section 2370-6.5(b) (3). The

12 director of finance shall deduct the amount necessary to meet

13 the county public employerT s annual required contribution from

14 the revenues derived under section 2370-6.5(b) (3) and transfer

15 the amount to the board for deposit into the appropriate account

16 of the separate trust fund.

17 (e) In any fiscal year subsequent to fiscal year 2017-2018

18 in which a public employer’s contributions into the fund are

19 less than the amount of the annual required contribution and the

20 public employer is not entitled to transient accommodations tax

21 revenues sufficient to satisfy the total amount of the annual

22 required contribution, the public employer’s contributions shall
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1 be deposited into the fund from portions of any other revenues

2 collected on behalf of the public employer or held by the State.

3 The director of finance shall deduct the amount necessary to

4 meet the public employer’s annual required contribution from any

5 revenues collected on behalf of the public employer held by the

6 State and transfer the amount to the board for deposit into the

7 appropriate account of the separate trust fund.

8 (f) For the purposes of this section, “annual required

9 contribution” means a public employer’s required contribution to

10 the trust fund established in this section that is sufficient to

11 cover:

12 (1) The normal cost, which is the cost of other post-

13 employment benefits attributable to the current year

14 of service; and

15 (2) An amortization payment, which is a catch-up payment

16 for past service costs to fund the unfunded actuarial

17 accrued liability over the next thirty years.”

18 SECTION 9. Section 237-31, Hawaii Revised Statutes, is

19 amended to read as follows:

20 “~237-31 Remittances. All remittances of taxes imposed by

21 this chapter shall be made by money, bank draft, check,

22 cashier’s check, money order, or certificate of deposit to the
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1 office of the department of taxation to which the return was

2 transmitted. The department shall issue its receipts therefor

3 to the taxpayer and shall pay the moneys into the state treasury

4 as a state realization, to be kept and accounted for as provided

5 by law; provided that:

6 (1) The sum from all general excise tax revenues realized

7 by the State that represents the difference between

8 $45,000,000 and the proceeds from the sale of any

9 general obligation bonds authorized for that fiscal

10 year for the purposes of the state educational

11 facilities improvement special fund shall be deposited

12 in the state treasury in each fiscal year to the

13 credit of the state educational facilities improvement

14 special fund;

15 (2) A sum, not to exceed $5,000,000, from all general

16 excise tax revenues realized by the State shall be

17 deposited in the state treasury in each fiscal year to

18 the credit de the compound interest bond reserve fund;

19 [and]

20 (3) A sum from all general excise tax revenues realized by

21 the State that is equal to one-half of the total

22 amount of funds appropriated or transferred out of the
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1 hurricane reserve trust fund under sections 4 and 5 of

2 Act 62, Session Laws of Hawaii 2011, shall be

3 deposited into the hurricane reserve trust fund in

4 fiscal year 2013-2014 and in fiscal year 2014-2015;

5 provided that the deposit required in each fiscal year

6 shall be made by October 1 of that fiscal year[-r]; and

7 (4) Commencing with fiscal year 2018-2019, a sum from all

8 general excise tax revenues realized by the State that

9 represents the difference between the state public

10 employer’s annual required contribution for the

11 separate trust fund established under section 87A-42

12 and the amount of the state public employer’s

13 contributions into that trust fund shall be deposited

14 to the credit of the State’s annual required

15 contribution into that trust fund in each fiscal year,

16 as provided in section 87A-42.”

17 SECTION 10. Section 2370-6.5, Hawaii Revised Statutes, is

18 amended by amending subsection (b) to read as follows:

19 “(b) Revenues collected under this chapter, except for

20 revenues collected under section 23 70-2 (b) , shall be distributed

21 as follows, with the excess revenues to be deposited into the

22 general fund:

HB546 Cl LRB l3-2739.doc



H.B. NO. ~
C.D. 1

1 (1) 1-7.3 per cent of the revenues collected under this

2 chapter shall be deposited into the convention center

3 enterprise special fund established under section

4 2013-8; provided that beginning January 1, 2002, if

5 the amount of the revenue collected under this

6 paragraph exceeds $33,000,000 in any fiscal year,

7 revenues collected in excess of $33,000,000 shall be

8 deposited into the general fund;

9 (2) 34.2 per cent of the revenues collected under this

10 chapter shall be deposited into the tourism special

11 fund established under section 2013-11 for tourism

12 promotion and visitor industry research; provided that

13 for any period beginning on July 1, 2012, and ending

14 on June 30, 2015, no more than $71,000,000 per fiscal

15 year shall be deposited into the tourism special fund

16 established under section 2013-11; provided further

17 that beginning on July 1, 2012, and ending on June 30,

18 2015, $2,000,000 shall be expended from the tourism

19 special fund for development and implementation of

20 initiatives to take advantage of expanded visa

21 programs and increased travel opportunities for

22 international visitors to Hawaii; and provided further
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1 that beginning on July 1, 2002, of the first

2 $1,000,000 in revenues deposited:

3 (A) Ninety per cent shall be deposited into the state

4 parks special fund established in section

5 184-3.4; and

6 (B) Ten per cent shall be deposited into the special

7 land and development fund established in section

8 171-19 for the Hawaii statewide trail and access

9 program;

10 provided that of the 34.2 per cent, 0.5 per cent shall

11 be transferred to a sub-account in the tourism special

12 fund to provide funding for a safety and security

13 budget, in accordance with the Hawaii tourism

14 strategic plan 2005-2015; provided further that of the

15 revenues remaining in the tourism special fund after

16 revenues have been deposited as provided in this

17 paragraph and except for any sum authorized by the

18 legislature for expenditure from revenues subject to

19 this paragraph, beginning July 1, 2007, funds shall be

20 deposited into the tourism emergency trust fund,

21 established in section 201B-10, in a manner sufficient
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1 to maintain a fund balance of $5,000,000 in the

2 tourism emergency trust fund; and

3 (3) 44.8 per cent of the revenues collected under this

4 chapter shall be transferred as follows: ICauai county

S shall receive 14.5 per cent, Hawaii county shall

6 receive 18.6 per cent, city and county of Honolulu

7 shall receive 44.1 per cent, and Maui county shall

8 receive 22.8 per cent; provided that for any period

9 beginning on July 1, 2011, and ending on June 30,

10 2015, the total amount transferred to the counties

11 shall not exceed $93,000,000 per fiscal yearR-1;

12 provided that commencing with fiscal year 2018-2019, a

13 sum that represents the difference between a county

14 public employer’s annual required contribution for the

15 separate trust fund established under section 87A-42

16 and the amount of the county public employer’s

17 contributions into that trust fund shall be retained

18 by the state director of finance and deposited to the

19 credit of the county public employerTs annual required

20 contribution into that trust fund in each fiscal year,

21 as provided in section 87A-42, if the respective

22 county fails to remit the total amount of the county’s
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1 required annual contributions, as required under

2 section 87A-B.

3 Revenues collected under section 237D-2(b) shall be

4 deposited into the general fund. All transient accommodations

5 taxes shall be paid into the state treasury each month within

6 ten days after collection and shall be kept by the state

7 director of finance in special accounts for distribution as

8 provided in this subsection.

9 As used in this subsection, “fiscal year” means the twelve-

10 month period beginning on July 1 of a calendar year and ending

11 on June 30 of the following calendar year.”

12 SECTION 11. Notwithstanding the amount of a public

13 employer annual required contribution determined in any fiscal

14 year by an actuary retained by the board for this purpose, for

15 the five-year fiscal period from 2014-2015 to 2018-2019, public

16 employer contributions into the separate trust fund established

17 under section 87A-42, Hawaii Revised Statutes, shall be at the

18 specified percentages of the respective annual required

19 contributions, as follows:

20 Fiscal Year Annual Required Contribution

21 (1) 2014-2015 Twenty per cent;

22 (2) 2015-2016 Forty per cent;

HB546 COl LRB 13-2739.doc

DuI~I~U~~



H.B. NcD. ~
CD. I

1 (3) 2016-2017 Sixty per cent;

2 (4) 2017-2018 Eighty per cent; and

3 (5) 2018-2019 One hundred per cent.

4 SECTION 12. Not less than twenty days prior to the

5 convening of the regular session of 2015, the director of

6 finance, in order to maximize the efficient use of resources and

7 public funds, shall submit an implementation plan and any

8 proposed legislation to the legislature to execute the

9 following:

10 (1) Joint use of any investment information, advice, and

11 services provided by fund managers retained by the

12 board of trustees of the employees’ retirement system

13 with the board of trustees of the employer-union

14 health benefits trust fund for the purpose of

.15 investing moneys contained in the separate trust fund

16 established under section 87A-42, Hawaii Revised

17 Statutes; and

18 (2) Procedures to accept and deposit employer

19 contributions from county public employers into the

20 separate trust fund established under section 87A-42,

21 Hawaii Revised Statutes.
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1 SECTION 13. There is appropriated out of the general

2 revenues of the State of Hawaii the sum of $500,000 or so much

3 thereof as may be necessary for fiscal year 2013-2014 and the

4 same sum or so much thereof as may be necessary for fiscal year

5 2014-2015 for the department of budget and finance to conduct a

6 study and develop an implementation plan to have both the

7 employer-union health benefits trust fund and the employeesT

8 retirement system jointly share investment information and

9 services.

10 The sums appropriated shall be expended by the department

11 of budget and finance for the purposes of this Act.

12 SECTION 14. In codifying the new sections added by section

13 6 of this Act, the revisor of statutes shall substitute

14 appropriate section numbers for the letters used in designating

15 the new sections in this Act.

16 SECTION 15. Statutory material to be repealed is bracketed

17 and stricken. New statutory material is underscored.

18 SECTION 16. This Act shall take effect on July 1, 2013;

19 provided that the amendments made to section 2370-6.5, Hawaii

20 Revised Statutes, in section 10 of this Act shall not be

21 repealed when section 2370-6.5, Hawaii Revised Statutes, is

22 repealed and reenacted on June 30, 2015, pursuant to Act 61,
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1 Session Laws of Hawaii 2009, and Act 103, Session Laws of Hawaii

2 2011.
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Report Title:
Hawaii Employer-union Health Benefits Trust Fund; Task Force;
Annual Required Contribution; OPEB

Description:
Establishes the Hawaii employer-union health benefits trust fund
(EUTF) task force to examine the unfunded liability of the EUTF.
Requires the EUTFto establish a separate trust fund for public
employer contributions with separate accounts for each public
employer. Requires the annual public employer contribution to
be equal to the amount determined by an actuary commencing with
FY 2018-2019. Requires the use of a portion of the general
excise tax revenues to supplement deficient state public
employer contribution amounts commencing with FY 2018-2019.
Requires the use of a portion of the transient accommodations
tax revenues to supplement deficient county public employer
contribution amounts commencing with FY 2018-2019. Establishes
a schedule to phase-in the annual required state public employer
contribution requirement. Requires the director of finance to
report to the legislature on an implementation plan to have both
the EUTF and the ERS jointly sharing investment information and
services for the benefit of the trust fund and to establish
disbursement channels for county public employer contributions
into the trust fund. Makes appropriations. (Cl)
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