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STATE OF HAWAII
DEPARTMENT OF LAND AND NATURAL RESOURCES
Land Division
Honolulu, Hawaii 96813

December 11, 2015

Board of Land and Natural Resources
State of Hawaii '
Honolulu, Hawaii Hawai’i

Approve Form of Lease for Extended, Amended and Restated General Lease No.
S-3961, Hilo-Hawaiian Associates, Inc., Lessee, Waiakea, South Hilo, Hawaii,
Tax Map Key: 3"/ 2-1-003:005. The proposed lease contains non-standard
provisions regarding the parties’ development agreement, assignment of lease,
breach, improvements, improvement bond and withdrawal.

BACKGROUND:

At its meeting of October 26, 2012, Item D-11, the Board of Land and Natural Resources
approved in concept the request of Hilo-Hawaiian Associates, Inc., Lessee under General
Lease No. S-3961 (Lessee), for an extension of its lease pursuant to Act 219 Session
Laws of Hawaii 2011 (Act 219). A copy of Act 219 is included as Exhibit A-1 of Exhibit
AA attached. The requested extension was for 37 years from the end of the current
expiration date of the lease of April 14, 2031, for an aggregate term of 55 years (18 years
remaining on lease plus 37-year extension).

The Board approval in concept required Lessee to negotiate a development agreement
with Land Division, and provide plans and specifications for its renovation project. Staff
sought Board approval of a proposed Development Agreement (DA), including plans and
specifications that included re-surfacing of the hotel roof, renovation of the guest rooms
and corridors, and replacement of the chiller/cooling tower, at the Board’s meeting of
July 12, 2013, Ttem D-4. The cost of the renovation was $5,831,442. The Board
approved the DA. A copy of the approved Board action is included as Exhibit A-2 of
Exhibit AA attached. The DA was executed by the State and Lessee with an effective
date of August 8, 2013.

At its meeting of August 22, 2014, Item D-14, the Board approved the annual rent for the
initial ten-year period under the extended lease period. See Exhibit AA attached.’

1 Exhibit AA is a redacted version of the Board’s action of August 22, 2014, Item D-14, omitting some of
the exhibits thereto.
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DISCUSSION:

The Department of the Attorney General (AG) prepared a draft of the Extended,
Amended and Restated Lease (EAR Lease). Staff reviewed the draft EAR Lease and
proposed a number of revisions, and also shared the draft with Lessee for comment. As
explained below, Lessee’s primary concern was with the assignment of lease evaluation
policy included in the EAR Lease. Attached as Exhibit BB is a redlined version of the
EAR Lease showing changes between the draft initially prepared by the AG and the
revised draft resulting from staff’s proposed edits and further negotiation with the
Lessee.” A summary of the changes follows:

Recitals: Staff included a reference to the DA at page 1 of the EAR Lease.

General: Staff included a provision at page 2 of the lease to clarify that in the event of a
conflict between the DA and the EAR Lease, the EAR Lease shall control.

13. Assignments: As mentioned above, Lessee had concerns with the assignment of lease
evaluation policy that was incorporated into the EAR Lease. This policy provides that
the State may charge a premium based on the amount by which the consideration for the
assignment of the lease exceeds the depreciated cost of improvements (or renovations)
and trade fixtures being transferred to the assignee. The percentage used to calculate the
premium is dependent upon the number of years elapsed under the lease, and decreases
over time, as follows:

Years Percentage
1-5 50%
6-10 45%
11-15 40%
16 - 20 35%
21-25 30%
26 -30 25%
31-35 20%
36 - 40 15%
41 -45 10%
46 - 50 5%
51 - 0%

Due to the age of the buildings on the lease premises, the cost of the original
improvements and trade fixtures has been completely or nearly completely depreciated in
Lessee’s case. Lessee has expended over $5.8 million on renovations to the lease
premises and has agreed to set aside 3% of the total room revenue each year, no less than
$200,000 per year for the duration of the EAR Lease, to be spent entirely on maintaining
the hotel during the extended term of the lease. Lessee was concerned that if it were to

2 Insertions are indicated by double underscoring in red typeface and deletions are indicated by
strikethrough.
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seek Board approval of the assignment of the EAR Lease in the future, Lessee would
only be able to claim the depreciated cost of its renovations as a deduction from any
consideration paid by an assignee under the policy, thereby resulting in what Lessee felt
was a windfall to the State from Lessee’s investment to maintain an aged property in
good condition.

To address this concern, staff working with the AG included language at page 7, section
13 of the EAR Lease that expressly provides that Lessee is to be credited for all the years
that have elapsed under the lease since it was issued on April 15, 1966. Under this
approach, with the lease currently in its 49™ year, the percentage that would be paid under
the assignment policy decreases to 5%. In year 51, it decreases to zero. Since the EAR
Lease is a continuation of the lease originally issued in 1966, staff has no objection to the
clarifying language in section13 of the EAR Lease.

21. Breach: Staff included default triggers in the breach provision of the EAR Lease to
cover Lessee’s obligation under the DA to maintain Furniture, Fixture & Equipment
account into which the $200,000 of room revenues annually is to be deposited. See
section 21, at page 17 of Exhibit BB.

40. Substantial improvements: Staff added language tying the substantial improvement
obligation under the EAR Lease to the DA.

41. Bond, improvement: Again, staff added language to tie the improvement bond
requirements to the DA, and to provide that Lessee may reduce the amount of the bond
by the value of any completed improvements of the premises by following certain
procedures. See pages 23-24 of Exhibit BB.

48. Withdrawal: Section 48 of the draft EAR Lease included a withdrawal provision.
Withdrawal provisions are normally used in the Department’s large pasture or
agricultural leases, and not in leases of smaller commercial or hotel/resort properties,
such as the subject lands. Accordingly, staff is recommending the deletion of the
withdrawal provision in the lease. See page 25 of Exhibit BB.

Definitions: Staff included a definition of “Development Agreement” in the definitions
section of the EAR Lease.

Additionally, staff draws the Board’s attention to section 49 of the lease relating to the
realignment of a road called Coconut Drive as depicted on Exhibit D to the EAR Lease.
A provision was included in the original lease for the lessee to effect the realignment of
the road at its own expense upon notice from the State. Records show that the road has
been realigned, though not necessarily along the route of the “Proposed Road” shown in
Exhibit D. Section 49 has therefore likely been satisfied, however, due to legal
restrictions on the amendment of leases issued at public auction, staff understands the
provision cannot be deleted. Accordingly, section 49, which appeared in the original
lease of the premises as section 18, is preserved in the EAR Lease as drafted by the AGs.
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Lessee reports that it has completed the improvements required for the lease extension.
Staff will be arranging for a final inspection of the premises to ensure that all the
requirements of the DA have been satisfied. Lessee continues with renovations outside
the dollar amount required for its extension, and reports it has exceeded the $5.8 million
requirement by about $200,000 as of November 2015.

RECOMMENDATION: That the Board:

1. Approve the form of the extended, amended and restated lease under General Lease
No. S-3961, Hilo-Hawaiian Associates, Inc., Lessee, substantially in the form of
Exhibit BB attached hereto, subject to the conditions set forth above and further
subject to:

a. Final review and approval by the Department of the Attorney General; and

b. Such other conditions as may be prescribed by the Chairperson which are in
the best interests of the State.

Respectfully Submitted,

¢>~——\\__j;7r

Kevin E. Moor/é
Assistant Administrator

APPROVED FOR SUBMITTAL.:

. Case, Chairperson
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STATE OF HAWAII
DEPARTMENT OF LAND AND NATURAL RESOURCES
Land Division
Honolulu, Hawaii 96813

August 22,2014

Board of Land and Natural Resources
State of Hawaii

Honolulu, Hawaii Hawai’i

Approve Rent Determination for the First Ten Years of Extended, Amended and
Restated General Lease No. S-3961, Hilo-Hawaiian Associates, Inc., Lessee,
Waiakea, South Hilo, Hawaii, Tax Map Key: 3'9/2-1-03:05

BACKGROUND:

At its meeting of October 26, 2012, Item D-11, the Board of Land and Natural Resources
approved in concept the request of Hilo-Hawaiian Associates, Inc., Lessee under General
Lease No. S-3961, for an extension of its lease pursuant to Act 219 Session Laws of
Hawaii 2011 (Act 219). A copy of Act 219 is attached as Exhibit A-1." The requested
extension was for 37 years from the end of the current expiration date of the lease of
April 14,2031, for an aggregate term of 55 years (18 years remaining on lease plus 37-
year extension).

The Board approval in concept required Lessee to negotiate a development agreement
with Land Division, and provide plans and specifications for its renovation project. Staff
sought Board approval of a proposed Development Agreement (DA), including plans and
specifications that included re-surfacing of the hotel roof, renovation of the guest rooms
and corridors, and replacement of the chiller/cooling tower, at the Board’s meeting of
July 12,2013, Item D-4. The Board approved the DA. A copy of the approved Board
action is attached as Exhibit A-2.

One of the Applicant Requirements under the July 12, 2013 Board approval was for
Lessee to “[p]ay for an appraisal to determine the fair market value of the lands to be
developed, as determined by an appraiser for the Board, with such determination to
address, as applicable, the percentage rent where gross receipts exceed a specified
amount pursuant to Act 219 SLH 2011.” The date of valuation was July 12, 2013, the
date of the Board approval of the lease extension.

DISCUSSION:

APPROVED BY THE BOARD OF
LAND AND NATURAL RESOURCES
AT ITS MEETING HELD ON

Land Division procured an appraiser to determine the rent for the first ten years of the
extended lease term. The selected appraiser prepared an independent appraisal dated

D-14
EXHIBIT AA
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December 18, 2013 that set the rent for the first ten years of the extension of the lease at
$365,600.00 per annum (base rent), and percentage rent of:

3% of gross revenues up to $12.0 million;
2.5% of gross revenues between $12.0 & $15.0 million; and
2.0% of gross revenues over $15.0 million

to the extent percentage rent exceeds the base rent.

By letter dated March 4, 2014, staff conveyed the results of the appraisal to the Lessee,
who requested a copy of the full appraisal report. Staff provided the report to Lessee, and
after reviewing it, Lessee requested a meeting with staff to discuss the report. At the
meeting, Lessee questioned the analysis and conclusion in the report, asserting that the
appraisal was unreasonable and resulted in an inflated rent determination. Lessee
requested that another appraiser be retained to review the rent determination for
reasonableness. Staff agreed to this request because Act 219 provides greater discretion
to the Board in negotiating terms of the extended lease than is generally available under
Hawaii Revised Statutes, Section 171-17.!

Thereafter, Land Division’s appraisal selection committee selected John Child &
Company, Inc. (JCCI) to review the initial appraisal report for reasonableness, and if
JCCI determined that the methodology and valuation were unreasonable, then JCCI was
to establish a fair market rent for the first ten years of the extended lease. JCCI prepared
an independent appraisal report dated June 25, 2014, a copy of which (without its
addendum) is attached as Exhibit A-3. In short, JCCI found that the initial appraisal used
the ground rent for another State lease in the Banyan Drive area, General Lease No. S-
5844 for the Naniloa Hilo Hotel, as a comparable without discounting the rent for market
conditions that have occurred since the lease rent of $500,000 per annum was established
by auction in 2006. JCCI additionally found that the initial appraisal report omitted as a
comparable the rent re-opening done in 2011 for the Hilo Hawaiian Hotel under the
subject General Lease No. S-3961, which set the annual rent at $133,200.

For these reasons and others mentioned in the JCCI appraisal, JCCI established an
independent fair market rent for General Lease No. S-3961 of $185,400 per annum, or
2% of gross revenues, whichever is higher. See Exhibit A-3 at page 22. Staff supports
the rent determined by JCCI.

1 Initially, staff proposed that the cost of the review appraisal be split 50/50 between Lessee and the State.
However, staff later reconsidered this arrangement and requested Lessee to pay the full cost of the review
appraisal to be consistent with the requirements of Act 219, which provides in part at subsection (f):

The applicant for a lease extension shall pay all costs and expenses incurred by the
department in connection with the processing, analyzing, and negotiating of any lease
extension request and document, and the development agreement under subsections (a)
and (b).

See Exhibit A-1 at 4. Staff reports that Lessee has paid the full cost of both the initial appraisal report
($5,371.73) and the review appraisal report ($9,319.37),
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Over one year has passed since the Board’s approval of the lease extension on July 12,
2013. Staff understands that the lease extension will have the same commencement date
as the July 12, 2013 Board approval, and that Lessee will need to pay the difference
between the old rent and the new rent under extended lease from and after July 12, 2013.

RECOMMENDATION: That the Board:

1. Approve the rent determination for the first ten years of the extended, amended and
restated lease under General Lease No. S-3961, Hilo-Hawaiian Associates, Inc.,
Lessee, pursuant to the appraisal report of John Child & Company, Inc. dated June
25, 2014, which set the rent at $185,400 per annum, or 2% of gross revenues,
whichever is higher.

Regpectfully Submitted,

Evin E. Moore ¢ .
ting Administrator

APPROVED FOR SUBMITTAL:

)7/
/Wilhram 1. Aifa, Jr., Chairperson WA

Land Board Meeting: August 22, 2014; D-14: Approved as submitted.

Approved as submitted. After discussion amon
g the Board members, the Board
approved the staff recommendation on the rent for the first ten,years of the

lease extension period, and expressed a iati i
! ppreciation to Gary Oda for at
the meeting to answer questions. Y tending






GOV.MSG. NO. /323

EXECUTIVE CHAMBERS

HONOLULU
NEIL ABERCROMBIE
GOVERNOR
July 11, 2011
The Honorable Shan Tsutsui, President The Honorable Calvin Say, Speaker
and Members of the Senate and Members of the House

Twenty-Sixth State Legislature Twenty-Sixth State Legislature
State Capitol, Room 409 State Capitol, Room 431

Honolulu, Hawaii 96813 Honolulu, Hawaii 96813

Dear President Tsutsui, Speaker Say and Members of the Legislature:
This is to inform you that on July 11, 2011, the following bill was signed into law:

SB1530 SD1 HD2 CD1 RELATING TO PUBLIC LANDS
Act 219 (11)

Govemor, State of Hawaii

EXHIBIT A-1
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THE SENATE 1530
TWENTY-SIXTH LEGISLATURE, 2011 S B N O S D 1
STATE OF HAWAII D.2

D.1
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A BILL FOR AN ACT

RELATING TO PUBLIC LANDS.

BE IT ENACTED BY THE LEGISLATURE OF THE STATE OF HAWAIX:

SECTION 1. The legislature finds that many of the leases
for hotel and resort properties on state land, such as in the
Banyan Drive;area in Hilo, Hawaii, are nearing the end of the
lease term. Faced with the uncertainty of c¢continued tenancy,
lessees have little incentive to make major investments in
infrastructural improvements and to ensure the long-term
maintenance of the facilities. As a rxesult, the infrastructure
on these properties has been deteriorating.

Act 55, Session Laws of Hawaii 2000, gétempted to addresé
the problem of deteriorating hotel and resort infrastructure in
east Hawaii on the island of Hawaii by authorizing the board of
land and natural resources to issue new leases to the existing
lessees in the Banyan Drive area. Ho&eVer, this Act was later
found to be unconstitutional under article XI, section 5, of the
Hawaii State Constitution.

The legislaturxre finds that business lessees typically sell

* or assign their leases that are nearing the end of the lease

terms at a discount, and believes that it would be unfair to the
2011-2328 SB1530 CD1l SMA.doc
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