STATE OF HAWAII
DEPARTMENT OF LAND AND NATURAL RESOURCES
Division of Boating and Ocean Recreation
Honolulu, Hawaii 96819

April 9, 2021

Chairperson and Members

Board of Land and Natural Resources
State of Hawaii

Honolulu, Hawaii

Land Board Members: Statewide

SUBJECT: Adoption of the Division of Boating and Ocean Recreation Sublease
Rent Participation Policy.

PURPOSE:

To allow the Division of Boating and Ocean Recreation (“DOBOR”) to implement a Sublease
Rent Participation Policy that is consistent with that directed and approved by the Board of
Land and Natural Resources (“Board”) for determination of sublease rent participation in
leases where participation is allowed, but no framework exists to determine the state’s level of
participation.

LEGAL REFERENCE:

Chapter 171-36(a) (6):

“The lessee shall not sublet the whole or any part of the demised premises except with the
approval of the board; provided that prior to the approval, the board shall have the right to
review and approve the rent to be charged to the sublessee; provided further that in the case
where the lessee is required to pay rent based on a percentage of its gross receipts, the
receipts of the sublessee shall be included as part of the lessee's gross receipts; provided
further that the board shall have the right to review and, if necessary, revise the rent of the
demised premises based upon the rental rate charged to the sublessee including the
percentage rent, if applicable, and provided that the rent may not be revised downward;”

ITEM J-1
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BACKGROUND:

At its meeting on January 13, 2017, under agenda item J-4, the Board approved staff’s
request, as amended, to adopt a sublease rent participation policy based on the policy used by
Land Division. Board minutes of the 2017 meeting explain the Board amendment, which
involved deletion of section C(ii) of the existing Land Division policy. Section C(ii) allowed
for sublease rent participation - in instances where the lessee owns the improvements - due to
the age of the improvements (including the extent to which those improvements have been
amortized), the relation between maintenance expenditures and sublease rental revenue and
the extent to which the lessee occupies the lease premises for its own business (see Exhibit
A). The Board questioned the appropriateness of this provision for DOBOR. The Board
noted that Land Division did encounter leases in which the lessee owned the improvements,
yet also had sufficient time to amortize the cost of those improvements and was subletting
the leased premises for amounts that greatly exceed the rent paid to the State (leases for cell
tower transmitters were used as an example). However, the Board was not aware that the
same circumstances applied in the context of DOBOR leases, and the Board instructed staff
to: (1) continue the discussion on this aspect of the rent participation policy; and (2) come up
with better wording for that section as applied to DOBOR leases.

REMARKS:

Since the adoption of DOBOR’s sublease rent participation policy, staff conducted additional
research and identified DOBOR leases where rent participation is warranted for the same
reasons that justified rent participation in Land Division leases. For example, a DOBOR
lease to Honokohau Harbor tenant GKM features lessee-owned improvements that have been
fully or substantially amortized, and the lessee (GKM) derives substantial revenue from
numerous subleases that is greatly in excess of the ground lease rent. Accordingly, in
connection with pending and future consents to these and similar DOBOR subleases,
DOBOR seeks to update its rent participation policy. Specifically DOBOR seeks either to
include section C(ii) of the current Land Division policy in DOBOR’s rent participation
policy, or adopt an alternative rent participation policy (discussed below) that would be
applicable to sublease consent in situations where the lessee owns the improvements.

First, applicable law (Chapter 171-36(a)(6)) allows revisions to rent in connection with
consent to proposed subleases. In addition, lease terms (like those in the GKM lease)
typically allow the Board to revise the rent and/or the rent structure charged to the lessee as a
condition of consent to a proposed sublease from the lessee.

To address the disparity between the sublease rents collected by the lessee and the lease rent
it pays to the DOBOR, staff procured the services of Sidney K. Komatsu of Lesher Chee
Stadlbauer (“Appraiser”) to assist in the formulation of an alternative rent participation
policy for DOBOR to apply statewide, based on pertinent industry standards.
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After consulting with several market participants, including the State of Hawaii and private
lessors, the appraiser concluded that there is a wide variability in the context of sublease rent
participation, and participation rates varied from 1.5% to 50%.

The appraiser recommended a flat percentage to determine percentage rent participation as an
alternative to the formula used in the Land Division policy, based on ease of application. His
rationale being that the administrative and legal costs associated with administering lessor
consents for projects with multiple sublessees would be lower using a flat percentage, not to
mention the greater ease in determining the participation amount.

The appraiser recommended a participation rate of between 3% and 4%. Staff recommends
that the range be slightly broader, with a standard participation rate of between 3% and 5%,
to be applied in circumstances where the lessee’s improvements are substantially or fully
depreciated. Staff also requests discretion to deviate from the range in circumstances where
there has been little or no time to amortize improvements, or where the revenue from the
sublease rents is not substantially in excess of the rent paid by the lessee to the State.

Alternatively, if the Board is not inclined to take action that would result in one rent
participation policy for Land Division and a different rent participation policy for DOBOR,
staff requests that the Land Division policy be applicable to DOBOR in its entirety.

Staff believes that either alternative in this proposal is justified and a win-win for DOBOR
and its lessees. Adopting an appropriate rent participation policy for these circumstances will
enable DOBOR to recover some of the difference between what the lessee collects in
sublease rents versus what it pays in ground rent, when it is appropriate to do so. The
flexibility built into either approach also allows the lessee to achieve a reasonable return on
its investment and avoid rent participation for sublease consents where the lessee has not had
sufficient time to amortize improvements.

RECOMMENDATION:

That the Board approve adoption of the new rent participation policy (as revised by staff and
supported by the appraisal report), or alternatively that the Board adopt for DOBOR the same
rent participation policy used by Land Division.

Respectfully Submitted,

IR L

EDWARD R. UNDERWOQOD, Administrator
Division of Boating & Ocean Recreation
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APPROVED FOR SUBMITTAL:

éMQ,C—M&L

SUZANNE D. CASE, Chairperson
Board of Land and Natural Resources

Attachments:
A. Board Action of January 13, 2017, Item J-4
B. Lesher Chee Stadlbauer Consulting Report

April 9, 2021
Page 4



EXHIBIT A

STATE OF HAWALII
DEPARTMENT OF LAND AND NATURAL RESOURCLS
Division of Boating and Occan Recreation
Honolulu, [lawaii 96819

January 13, 2017

BBoard of Land and Natural Resourccs
State of Hawaii
lTonolulu, Hawai’i Statewide

Request Approval ol the Division of Boating and Ocean Recreation Sublease Rent
Participation Policy

PURPOSE:

Adoption of a Division ol Boating and Occan Recreation (“DOBOR”) sublease rent
participation policy allows DOBOR to provided clear and consistent guidance to
lessors regarding subleascs and provides for conformity in determination ot sublease
rent participation within the Department of Land and Natural Resources by being
consistent with the sublease rent participation policy currently in use by the Land
Division and approved by the Board of Land and Natural Resources (“Board”).

LEGAL REFERENCE:
[Hawaii Revised Statutes Chapter 171-36(a)(6):

The lcssee shall not sublet the whole or any part of the demised premises except with
the approval of the board; provided that prior to the approval, the board shall have the
right to review and approve the rent to be charged to the sublessee; provided further
that in the case where the lessee is required to pay rent based on a percentage of its
gross receipts, the receipts of the sublessee shall be included as part of the lessee's
gross receipts; provided further that the board shall have the right to review and, if
necessary, revise the rent of the demised premises based upon the rental rate charged
10 the sublessee including the percentage rent, if applicable, and provided that the rent
may not be revised downward

REMARKS:

I. Adoption of a DOBOR Sublease Rent Policy is consistent with the Department of
Land and Natural Resources (DLNR’s) Principle of providing uniform policy across

the respective DLLNR divisions.

On August 24, 2012, under item D-14, as amended, the Board approved the sublease
rent participation policy that is currently in use for leases under the direct

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

_OMluay Y, 0] Item J-4
MENDE) By DELETOY Or ke . ’1.'(,.,!“
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Amendment and Adoption, DOBOR fem J4

management of the Land Division and is attached hereto as *Exhibit A", '

The rationale behind the establishment of a formal sublease rent participation policy
was that the State should not allow excessive profiteering from commercialized use of
State owned property while recognizing the lessee's right to reccive a fair return on
investment.

In anticipation of current and future development opportunities that will involve
subleases, DOBOR wishes to formally establish a sublease participation policy that
is clear and consistent. DOBOR’s intenlt is to utilize the policy for every lease which
will provide guidance for both lessees and staff on the determination of sublease
participation rents. Current leases which allow for a rent adjustment in the event of
subleasing will be informed by the policy with respect to calculating sublease rent
participation and future leases will include the sublease participation policy and
calculations as part of the lease.

The Board has already approved a sublease rent participation policy currently in use
for leases under the direct management of the Land Division. DOBOR finds Land
Division’s policy instructive and to conform state practice regarding land
dispositions, intends to follow the same policy.

Policy:

This policy shall apply to leases under the direct management of the Department of Land
and Natural Resources, Division of Boating and Ocean Recreation.

I. For lessees paying fair market rent:

a. If the lessee subleases unimproved lands, the Board shall revise the rent to
include as additional rent, 50% of that portion of the sublease rent in
excess of the original ground rent paid to the State. The following
calculation shall be used:

Annual Sublease Base Rent: 3

LESS: General Excise Tax: - §( )

Net annual Sublease Base Rent: 3

LESS Annual Lease Ground Rent: $( )

Additional Annual Sublease Rent: 3

MULTIPLIED by 50%: x50
Additional Annual Rent due DLNR: $

b. If the lessee sublcascs improvements owned by the State, the Board shall
revise the rent to include as additional rent, 50% of that portion of the

! On July 9. 1982. under agenda item F 9, the Board approved Land Davision stafT's recommenilation to adopt 2 subkease evaluation policy which
was first developed and wiilized in 1968 Since then, the Boand has approved the cvolution of the policy in considersation of changes in the
prevailing economic climate for the penad. On May 26, 2000, under agenda item D-24, as aniended. on Jenuary 26, 2004, under agenda iems D-
8, as amended, and on August 24, 2012, undes item D-14, as amended. the Board approved staff sccommiendations for ameniling the sublease neat
pacticipation policy for Land Pivision until it reached sts niost recent iteration.
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C.

sublease rent in excess of the original ground rent paid to the Stute. The
following calculation shall be used:

Annual Sublease Base Rent: $

LESS: General Excise Tax: 3( )

Net annual Sublease Base Rent: h)

LESS total Allowances: 5 )
Allowances:

Management & Vacancy Loss
(eff. inc. x%):

Repair and Maintenance:
Real Property Tax:
Insurance:

Total allowances:

L AR I - -]

LESS Annual Lease Ground Rent 3 )
Additional Annual Sublease Rent: $
MULTIPLIED by 50%: X.50

Additional Annual Rent due DLNR: $

If the lessec subleases improvements not owned by the State, the Board
shall not receive any portion of sublease rents from subleasing improved
space unless:

that right and method of calculation are specifically stated in the lease;
OR

.

LESS total Allowances:

participation in sublease rents is warranted considering the age of the
improvements (including but not limited 1o the extent to which the
improvements have been depreciated or amortized), lessee's
expenditures Lo maintain the same in relation to sublease revenues, and
e extent to which the lessee actually occupies and uses the lease

se Tax: 3( )

sC )
Allowances:
Investment Return:
Management & Vacancy Loss
(¢ff. inc. x%):
Repair and Maintenance:
Real Property Tax:
Insurance:
Total allowances:
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al Lease Ground Rent § }
Additional Annua .
MULTIPLIED by 50%:

Additional Annual Rent due DLNR:

2. For lessees paying any amount less than fair market rent:

a.

If the lessee subleases unimproved lands, the Board shall revise the rent to
include as additional rent, 50% of that portion of the sublease rent in
excess of the original ground rent paid (o the State. The calculation
delineated in ].a. above shall be used.

If the lessee subleases improvements owned by the State, the Board shall
revise the rent to include as additional rent, 100% of that portion of the
sublease rent in excess of the original ground rent paid (o the State. The
following calculation shall be used:

Annual Sublease Base Rent: 3
LESS: General Excise Tax: ¥ )
Net annual Sublease Base Rent: 3
LESS total Allowances: $C )

Allowances:

Management & Vacancy Loss

(eff. inc. x%):

Repair and Maintenance:

Real Property Tax:

Insurance:

Total allowances:
LESS Annual Lease Ground Rent 3 )
Additional Annual Sublease Rent: $
MULTIPLIED by 100%: x1

Additional Annual Rent due DLNR: $

AN AFHAAN

If the lessec subleases improvements not owned by the State, the Board
shall revise the rent to include as additional rent, 50% of that portion of
the sublease rent in excess of the original ground rent paid to the State.

The calculation delineated in 1.b. above shall be used.

3. Furthermore, the foregoing calculations generally reflect the intent of the Board of
Land and Natural Resources (“Board") regarding the calculation of sublcase
sandwich profit and shall serve as guidelines in such calculation. The Board
authorizes staff to use their discretion in representing the State's interest in applying
these formulae to address the varying sublease arrangements that may not fit ncatly
into the formulae.

4. The following definitions shall be binding in the interpretation of terms used in the
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calculations of sublease sandwich profits provided in part I of this policy:

ANNUAL SUBLEASE BASE RENT: The total gross yearly sublease ground rent
amount collected by a gencral lessec without any deductions.

GENERAL EXCISE TAX: State of Hawaii G.E. Tax. This expense will be
deducted only if not paid by a sublessee.

NET ANNUAL SUBLEASE BASE RENT: Annuul sublease ground rent less G.E.
Tax

ANNUAL LEASE GROUND RENT: The total gross yearly ground rent paid by
general lessee for the proposed sublease area.

ADDITIONAL ANNUAL SUBLEASE RENT: Additional annual rent realized by
general lessce from subleasing the proposed sublease area. Amount not less than

Zero.

ALLOWANCES: Allowances for costs incurred by a general lessee for
management and maintenance of improvements.

INVESTMENT RETURN: Return of general lessee’s cost of improvements over
the term of the lease. If the actual cost is not determined, an estimated amount is
obtained from appropriate real property assessed valuations established within
eighteen (18) months from completion of improvements. A reasonable return on
investment that a prudent general lessee expecls, return rate fluctuates with
market and economic conditions. The rate may be adjusted to reflect the change in
market and economic conditions

MANAGEMENT AND VACANCY LOSS: Applicable to rent collections,
accounting, legal and miscellaneous property management expenses, and
allowance for non-collection of sublease rent. This allowance is not to exceed
a rute of ten percent (10%) of Net Annual Sublease Base Rent.

REPAIR AND MAINTENANCE: Expenses applicable to maintenance and
repairs on building(s) and premises such as painting, refuse disposal, re-
paving, utilities, landscaping, security, etc. Staff may use their discretion in
granting this allowance based on evaluation of necessity or repairs and
maintenance. If detailed expenses are not provided by the general lessee. such
expenses will be estimated at two percent (2%) of Net Annual Sublease Base
Rent (Line 3) is used. This expense will be deducted only if not paid by a
sublessee.

REAL PROPERTY TAX: Per current real property tax bill or notice sent by
appropriate Real Property Tax Office. This expense will be deducted only if not
paid by a sublessee.
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INSURANCE: Premiums paid for fire and liability insurance policies. This
expense will be deducted only if not paid by a sublessce.
RECOMMENDATION:

That the Board Approve the adoption of the DOBOR sublease rent participation policy as
stated herein.

Respectfully Submitted,

(R A

Edward R. Underwood
Administrator

APPROVED FOR SUBMITTAL.:

Suzanne D. Case
Chairperson



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

August 24, 2072

Bourd of Land and Natural Resources
Stute of Hawaii

Honolulu, Hawaii Lslewide

Modificution of Staff Recommendation in Bourd Action of January 26, 2001, ltem D-8,
as Amended, Regarding Sublease Rent Participation Palicy. The Purpose of the
Modification is to Make the Staff Recommendation Consistent with the Board's
Directives and Practice in Determining the State’s Participation in Sublease Rents.

BACKGROUND:

On May 26, 2000, under agenda item D-24, as amended on January 26, 2001, under
agenda item D-8, as amended, the Board of Land and Natural Resources was presented
with staff recommendation for a sublease rent participation policy, which can be
summarized as follows for lessees paying fair murket rent:’

a. If the lessee sublesses unimproved lands, the Board shall revise the rent to
include as additionul rent, 50% of that portion of the sublease rent in
excess of the original ground sent paid 1o the State.

b. If the lessee subleases improvements owned by the State, the Board shall
revise the rent to include as additional rent, 50% of that portion of the
sublease rent in excess of the original ground rent paid to the Stale.

c. If the lessee subleases improvements nol owned by the State, the Board
shall not receive any portion of sublease rents from subleasing impraved
space unless that right and method of calculation are specifically stated in

the lease.
The Board ultimately adopted a sublease rent participation policy, but specifically

1 The policy includes detailed formulas for calculating the amount of sublease rent participation
as shown in Exhibit | attached hereta. The policy also covers rent participation in subleases

where the lessee is paying less than fair market rent.  Apppo : RD F
LANDAN SOURCES
AT ITS v LDODON 'D"'

Exhibit A Quaurt 2 a0y D-14
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umended the staff recommendation by cleurly srticuluting that it was upproving general
principles or guidelines for o rent purticipation policy und it desired und authorized stalT
to continue to use good land management practices in evaluuting the varying factunl
sccnurios thut cun arise in subleuse wnungements and ultimately making
recommendation to the Bourd on whether the Stute should panticipate in the sublease
rents, or not. Therefore, the Bourd umended the staff recommendution by adding the
following stulement into the record und minutes of the meeting (Bourd's amending
language in bold):

This policy shull upply to leases under the direct management of the Lund
Division. Furthermore, the following formulae generally reflect the
intent of the Board regarding the calcnlation of sublease sandwich
profit and shall serve as guidelines in such calculation. The board
authorizes stafT to use their discretion in representing the State’s
interest in applying these formulae (o address the varying sublease
arrangements that may not fit neatly into the formulae.

StalT has followed, and intends (o coatinue to follow the Board's directive by continuing
to use good land management practices in evaluating n sublease wsrangement and
recommending departure from the generul formulas noted above when adherence to them
seems contrary to the Slate's best interests. Recent Land Board actions involved
consenling (o a particular lessee’s sublease arrungement and participation in the sublease
rents. Although the staff submittals discussed the Board's sublease rent participation
policy and explained how the recommendation Lo participate in the sublease rents was, in
staff’s view, consistent with the Board’s sublease rent participation policy, as amended,
the staff submittals did not formally seek to refine or elaborate upon the Board policy
adopted, as amended, in 2001. This submittal formally and expressly seeks to do so.

REMARKS:

The situations wherse the formulas summarized above would normally not allow the State
to participate in sublease rent when staff's assessment is that the State should receive
some benefit from the sublease often arise where the improvements have been
substantially depreciated or amortized, and in cell tower or telecommunication leases, or
a combination thereof. Telecommunications companies often hold leases that were
entered into by direct negotiation pursuant to statute. The lessee typically abtains the
lease and constsucts the required improvements, usually consisting of one or two
equipment/office buildings and the cell tower or antenna itself. With the Board’s
consent, the lessee can sublease space on the antenna to other telecomununications
companies and generate revenues that more than cover the expense of the lessee’s ground
rent to the State.

For example, at its meeting of October 28, 2011, Item D-27, the Board appsoved staff"s
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rccommendution for the State to receive 50% of the sundwich profits generated in o
sublcasc/license situution under General Lease No, S-4223, which was issued in 1969 for
microwavc station and other rudio communication fucilities purposes. In that case, the
ground rent under General Leuse No. S-4223 was $31,400 per year, und the sublease rent
collected by the lessee was $33,153.57 per year. The stuff submiital noted thut the
improvements constructed by the lessee hud largely been deprecialed over the course of
approximultely 40 yeuss since the issuance of the lease. The Bourd approved the State’s
purticipution in sublease rents at the rule of 50% even though the right to purticipution
und method of culculation were not specificully stated in the leuse.’

Similurly, at its meeting of November 10, 2011, iiem D-5, the Board uppraved the Stule’s
purticipution in sublease rents under another cell tower lease ut the rute of 25% in Generul
Lease No. S-5511. In thal case, the lense wus issued in 1997 und less time had passed for
the depreciution of the cost of improvements. Additionatly, the lessee submitted evidence
of ils ongoing muintenance costs for the lower. Generul Lease No. S-5511 allowed the
Bourd to adjust the rent in the event of a sublease, but the right to participution and
method of culculation were not specifically stated in the leuse,

Another situation that sometimes arises is where a Slate lessee acts strictly as a sub-
lundlord in subleasing improved lands to various sublessees.® In such case, the State
lessee may not actually occupy or operate a business (such as for industrial, commercial
or agricultural use) at the premises but, instead, generates sublease income from multiple
sublessees thal exceeds the amount of rent the lessee pays to the State. Under the general
formulas set forth above, the State would not ordinarily share in the sublense rents when
the improvements constructed or owned by the lessee, unless the right to participate and
method of calculation are specifically stated in the lease, regardless of whether the
improvements have been substantially or fully amortized or depreciated (e.g., a 65-year
lease in its 40"® year noted above).

The cell tower and sub-landlord situations discussed above are two cases in which staff
belicve the State's participation in sublease rents is warranted depending on the age of the
improvements (including the extent to which the improvemenis have been depreciated or
amortized), lessee’s expenditures to maintain the same in relation to sublease revenues,
and the extent to which the lessee actually occupies and uses the premises for its own
business. Staff is including a recommendation below that the Board refine and eluborate
upon its existing policy to cover circumstances that may warrant the State's participation
in sublease rents even where the improvements are owned by the lessee and right to
participate and method of calculation are not specifically stated in the lease.

2 By statute, the Board can adjust the rent under a Jease as a condition to a consent to assignment
or sublease, even if the lease is silent on rent adjustment in such cases. See HRS Section 171-

36(a)X6).
3 In other words, the lessee is acting as a pure landlord and is in a sandwich lease position
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RECOMMENDATION: That the Bourd:

l. Refine its prior approval (as amended) of Junuury 26, 2001, ltem D-8, by
modi(ying the stalf"s prior recommendation A. l.c on page 3 1o reud as followy

I the lessee subleuses improvements not owned by the State, the Board shall not
receive uny portion of subleuse rents from subleasing improved spuce unless: (i)
that right and method of calculation are specifically stuted in the lease, or (ii)

i vements {ipcluding bu imit which the i s
1Y i r umortized), lessee's i intain the same

p ]

Except as amcnded hereby, the Board's prior ection of Januury 26, 2001 shall

remain the same.
Respectfully Submitted,
&evin E. Moore 7
Assistant Administrator
APPROVED FOR SUBMITTAL.:

e fis)
%\ William J. Aila, Jr., Chairperson




STATB OF HAMAIX
DBPARTWENT OF LAND AND NATURAL RESOURCRS
Land Diviaian
Honolulu, Hawaii 96813

Jaguary 26, 2001

Board of Land and Matural Resources
State of Mawaii
Honolulu, Hawaii Statewide

REGUBMITIAL: Ameadment to the Sublease Rent Paxticipation
Policy

On May 26, 2000, under agenda item D-24, the Board of Land and
Natural Resonrces ("Board®) approved the "Bevision to Bublease Rent
Participation Policy® (refer to Bxhibit A). The policy was stated as
follows:

*The following policy ahall apply to leases under thes direact
wanagement of the Land Divisian.

1) Paor unimproved lands, the Board ghall revise the xent to
include as additional rent, S0% of that portion of the
sublease reat in excess of the original ground remt paid to
theState.

2) For impzoved lands, the Board shall mot receive any portion
of sublease rents cbtained from suhleasing improved space
unless that right and wethod of calculation are specifically
stated in the lease.®

BRecently, staff has come across a situation which this subleasa
policy doss mot addrwess. Ths non-profit Nalmxnalo Teen Project was
issued general leass 8-5468 under section 171-43.1, HRS, and received
nominal rent (28% of fair markst) at 5317 per year (see RBxhibit B for
caiculntion). Gowetims in mid-1959, the Waimanalo Teen RrQject
requested that they be able to sublet part—of thetr building to Castle
Madical Csmter.

On July 9, 1553, undar agenda item D-16, the Board appruved and
aseoded staff's recummendation to ameud Ganeral lLease $-5468 by
allowing for eubleasingunder the lease. The Board amanded staff's
reccamendation by deleting the cansent to sublease withCastle Medical
Centerduetoconcerus regarding the calculaticn Of the sublease
sandvich amount and the issue of whether Cagtle Medical Center was a
for-profit cperatian circumventing the public auction process.

Baged on staff's addressing of these copcerns, the Board

., aw
M@m : : ITEM D-8
o : EXHIBIT 1

|
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consented ta the sublease between Waimanalo Tean Project and Castle
Medical Center on November 19, 1999 under agenda item D-27. 1Item 4 of
the recouomendation was amended as follows:

“Increase of the annual remntal by the amount of the annual

sandwich rental profit as calculated by the statf appraiser,
subject to adjustment upon renegotiation of the sublease or
reopening of General Lease S-5468, or change in the policy.*“

Regarding the added language, Poard meeting minutes reveal that
there had bean concern about a disorepancy in the sandwich remtal
calculations. The Administrator suggested defarring this item until a
Board briefing to discuss a revision to the sublease policy could be
conducted. The Waimanalo Teen Project accepted the rent as calculated
and indicated a need to get Castle Medical Center onto the property.
In responae, the Board approved the consent to sublease and added that
the congent would be subject to any future change in the sublease

policy.

Based on this situation, staff is recommending changes to the
Sublease Rent Participation Policy in this submittal. (This submittal
was deferred by the Board on December 15, 2000 to allow the new
Chairperson and Board Membhec McCrory the opportunity to comment on
this matter.)

REMARKS :

When the Revision to Bublease Rent Participation Policy was
drafted, staff did not account for the situation where a non-profit
pays less than fair market rent. A8 such, staff did not address the
public policy question of whether a non-profik, which iz being
subeidized by the State through nominal rent, should be subjsct to the
same sublease policy provisions as lessees who are paying fair market
rent.

digcussion among staff, including the staff appraiser, we
believe that the sublease policy, as approved, should not apply to any
lessee who is paylag less than fair market rent. 1In this case, the
legpee is raceiving a State subsidy and should not be allowed to
solely benefit from subleasing the State property without
participatica by the State, even where the improvements conmstructed by
the leages are being aubleased rather than raw land.

Puxther, staff noticed that the spproved sublease policy atated
*for improved lands, the Board shall not receive any portiom of
sublease rents cbtained from subleasing improved space unless that
right and wethod of calculation are gpecifically stated ia the lease.”
This provision was based cn tha premise that the lessee constructed
the improvements and assunnd the risk and therefore should solely
benefit from any subleasing arrangesentp. Staff would like to clarify
where the State owns the improvements (i.e., thes lessee assumed no
risk), then the lease rent would be revised to include ap additional
rent, S0% of that portion of the sublease rent in excess of the
oxiginal ground reat.
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Reot Paxticipation Policy

RECOMMENDATION :

That the Board amend the Revision to Sublease Rent Participacion
Policy approved by the Board on May 26, 2000, under agenda item D-24,
by:

A, Amending paragraph 2) of the Reaommendation section by teplacing
the entire *Policy" statement to read as follows:

"Pali
This policy shall apply to leasea under the direct wmanagemant of
the—Land Division.

1. For lessees paying fair warket rent:

a. If the lemgee subleases unimproved landa, the Board
shall xevise the rent to include as additional rent,
50% of that portion of the sublease rent in excess of
the original ground rent paid to the State. The
following calculation shall be uged:

Anrmmal Sublease Ground Rent 6

LEES: General Bxcise Tax 8t )

Nel Annual Sublease Ground Rent []

LRSS: Annual Ground Rent 84 ),

Additional Angual Rent ]

MULTIPLIBD by S0%& x .50
Additional Annual Rent Due DLNR $

b. If the lessce subleases improvemagts owned by the
State, the Board shall revise the rent to include ae
additional remt, 50% of that portion of the sublasase
rent in excess of the original ground rent paid to the
Btate. The following calculation shall ba used:

Annual Subleass Income 8
LBS8: General Excise Tax gg )
Net Annual Sublease Income
LRAS: Allowances X1 )
Management and vacancy loas (eff. inc. x &)
Rapair and maintenance
Real property tax
Insurance
Ground leage rant
Additionel Annual Income 8
MULTIPLIED by 50% x .50
Additional Annual Rent Due DIAR [3

c. If the lepsee subleases improvemsntg not owned by the
Btate, the Board ahall not receive any portion of
sublease rents frcm subleasing improved epace unless
that right and method of calculation are specitically
state in the lease. ’
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Rent Participation Policy .

APPROVED FUR SUBMITTAL:

2.

for leasees paying any amount less than fair market xent:

If the lessee subleases unimproved lands, the Board
ahall revise the rent to include as additional rent,
50% of that portion of the sublease rent in excess of
the original ground rent paid to the State. The
calculation delineated in 1.a. abova shall be used.

If the lessee subleasss improvements owned by the
State, the Board 11l revise the rent to include as
additional rent, of that portion of the sublease
vent in excess of Whe original ground rent paid to the
State. The calculafion delineated in 1.b. above shall

be used. oM ¢ 4o 'wa;'

If the lessse subleases improvements mnot owned by the
State, the Board shall revise the rent to include as
additional rent, 50% of that portion of the gsublezae
reant in excess of the original ground remt paid to the
gState. The following calculation shall be usead:

Annual Sublease Incoma $
LESS: General Bxcise Tax %l )
Net Annunl Sublease Income

LESB: Allowances &l }

NManagemenit and vacancy loss (eff. inc. x %)
Investrent return (total invest. X %)
Repair and maintenance
Real property tax
Insurance
Ground lease rent
Additional Annual Income ]
MULTIPLIBD by 50% x .50
Additional Annual Rent Due DLNR [ .

Deleting paragraph 4) of the Recommendation aection in its

entirety.

The remaining approved recommendations of agenda item D-24 shall
remain in effect.

Respectfully Submitted,
e, PPy

DIBRDRE 8. MAMIYA, Asat Majzor




Approved 38 Amended.—The staff recammendarion was amended to read as
follows:

This poticy shall spply to lcases ander the direct management of the Land
Division. Furthermore, the following formulas generolly reflect the intent of
the Board regarding the calculation of sublease sandwich profit and shall serve
as guidelines in such colcidation. The Board authoriyes staff to use iheir
diseretion in representing the Stute's interest in epplylng these formoulae 1o
address the varying subleasing arrangemenss that may nof fit neatly into the
Jormulae

Condition 2.b. wes also amended by changing “. . . [50%] to J08% of that postion
of the sublease rent..."




9.
STATE OF HAWAll
Depastment of Land and Nalural Resourcas

Land Divisian
Honolulu, Hawail 96813

May 26, 2000

Board of Land & Nalwral Resowrces
Slale of Hawail
Honolulu, Hawali STATEWIDE

Subject RESUBMITTAL ~- REVISION TO SUBLEASE RENT PARTICIPATION
pPOLICY

Background
Chapter 171-35(a) (6), 1998 Hawail Revised Statutes stsles:

“The lessee shall not sublet the whole or any part of the demjsed premises
axcept with the approval of the board; provided that prior to the approval, the
board shall have ths right to reviaw and approve the rent to be chasged to the
sublesses; provided fugther that in the case where the lesses Is required o pay
rent based on a parcentage of its gross receipts, the recaipts of tha sublessee
shall be included as part of the lessee’s gross recelpls; provided further that the
board shall have the right (o review and, if necessary, revise the rant of the
demised premises based upen the rertal rate charged to the sublessee
including the percentage rent, if appliceble, and provided that the rent may not
be revised downward,”

On July S, 1982, under agenda item F-9, the Land Board approved staffs
recommandation (0 adopt a sublease evaluatian policy. As stated in this
submittal, staff recommended the Board formally adopt the format and procedure
used to datarmine the amount of aandwich profit which was first daveloped and
uliltzad in 1968. The rationale behind the policy wes that the Stats should not
aflow anyane 1o maeke sandwich profits from the use of State owned property. As
statad, the purpose of this policy wes “lo prevent spaculation and to pravent the
MMWMWWIM“mdemmw
the lsasee’s right (0 recelve a fair retum on his invastmsant. Presently, sandwich
profits are estimated using the computatian sheet [dantified as Exhibit A. On the
compuiation sheet, the ground rent and that portion of the rant aitritateble to the
Wsmmmmmmluukmbmm
rend, if any, is due DLNR.

R EXHIBIT A

ux...:AN"&ﬁT" . ”;uf"\.,“.'o

TIPS MEfu- T ""“' ¢ ITES D-24

_m#&,mv.ﬂ/ :
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Problem Definition

In light of the changed economic environmant in which we operate — in
particular, the dramatic decline in properly values since the Japanssa bubble
burst in or about 1930 - staff ravisited the Sublease Evalualion Paolicy. In
evaluating the sppropriateness of current policles, staff examined appraisal-
related policies, including the sublease rent participation policy. Staff identified
the folowing concems regarding this policy and accompanying warksheet:

Falmess to Lesnees: The curent sublease evaluation policy may be unfair fo
(he lassee because it assigns 100% of the sandwich profit to DLNR even though
it is the lessee who assumes the risk

Reduced Marketability: DLNR ground leases may not be 8s marketable
because of the subleass evaluation policy. This may be particulasty trus in
today's depressed economy or when a business savvy lessee is involved.

Lack of Clarity: The curvent worksheet Is open to considerable inlerpretation
and difficult to support.

Cost/Benefit of implementation: The additional income received may not
justify the time spert calculating and applying sendwichprofits. For example,
ons industrial lease may have several subleases with terms of cne year or less.
Each lime thesa subleases are exiended and/or the rents changed, staff must
re-gveluate the rents for sandwich profits. Because the law requires that we
revise the lessee's rent basad on the subleaserent, stafl ends up continually
changing the lesses’s rent based on the sandwich profits determinad.

Anolvsis

Siaff's cancem (s the cuvent worksheat may be too harsh on lessees who
essentially act as enrepraneurs and assume much of the risk. This concern was
addressed In a January 8, 1887 sludy done by Ming Chew Associaiss for the
Department of Hawailan Home Lands (DHHL). The study

lessoees felt that having entarad into the original lease in good falth at a set
rental, € was unfalr to change the rental terms of the lease during “mid-stream®
with rental edjustments that ware nelther discussed nor agreed to during the
initial signing of the leasa.”
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The DHHL study also indicated the atlempl to prevent specutalion is bssed on i
the wrong circumstanca (the sublease). if the intent Is to have lease rents keep
up with increases In land velus, then the lease should be modified to consider
slep up rents, percentage rents, rent adjustments based an the CPI, and/or
shorler reopening paeriods. The report sfatad that in the privale sector, mast
lessars do not participate in sublease rents.

On Decamber 9, 1989, staff conducted a briefing to provida background on the F
relevant issues of the sublease policy and to explore (he Board's views and
opinlons on different alternatives for the policy.

At this Board briefing, the following Issues were discussed:

1) Tho Board questioned whether ather large land owners participstaed in
subloase rents and requested that staff expand its survay of other
lacge land owners.

2}  The Board agreed that a 50% split was more reasonable but
questianed the policy's cost/benefit.

Following this Boerd briefing, staff surveyed large Hawaii landowners and
found the following:

I : The estste may taka 60% of a sandwich when vacant
land is concemed. Once the site Is Improved, Campbell does not directly
pasticipate in sandwich rents,

Bishop Eglale: Bishop may also take 50% of a sandwich when veas land is
subleased; however, when a vacant parcel is legsed Bishop typically knows
whal is plannad and accounts for this via paercartage rest, step-ups, etc. Finding
that one of their lessees has created an unexpecied sandwich posilion is rare.
Bishop stated that elther the Jease prohibits such a sandwich or the lesses Is
baing forced o sublease dusa to difficult aconomic conditlons, hence a sendwich
position is uniely. Bishop would not rule out participating in sandwich rents
should one ever exist.

Kaneohe Ranch: Kanache Ranch does not directly participate in sandwich
rents. Like Bishop, Kansohe Ranch typically knows whet is plannad at the stert
of a lease and does not expect to find unautharized sandwich positions on its

property.
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ppact) ' j ! ands: DHHL collects sandwich rents on both
vacant and lmpmvsd sltos. The dapartmonl revisas the rent based on 50% of
the amount by which the sublsase rent exceeds the original rent for thal portion
of the praperty. DHHL estimates it receives leas than $5,000 per year in
sandwich renls.

Damenp Estate: The Damon Estate does not participste In sandwich rents and
does not condemn a lessee when one s created. They have no unimproved
lands.

Rebinson Estgte: The Robinsan Eslate aiso doas nol participale in sandwich
rents nor does it discourage a lessee from creating a sandwich position. They
stated that in fact, much of thelr lends got developed because sandwich
positions on vacant land were permiited. The estate deals only with ground
leases.

Based on these findings, staff recommends revisions ta the Sublease
Evaluation Policy presented at the Deceamber 8, 1989 Board brisfing to ensure
falrnass in our dealings with {sssees and Increase the marketability of our

feases.

Staff now believes that when a lessen improves a vacant site and
subsequently subleases improved space, the State ghould not participate in
sandwich profits abtained from subleasing that space. Staff recognizes that
it Is the lessee who has the vigion and assumes the risk, and it is the lessee

who should benefit.

Saff also belleves sublease rent participation should apply when vacant
land Is leased and subszequently subleased. Staff suggests that when
vacant land Is subleased the rent paid to the State should be ravisaed to
inciude as additionat rant, 50% of that portion of the subleass rent in excess
of the rent paid to the State. This leavas the lessee with soms economic
incentive and allows tha State to participata in sandwich profits. This
should also help discourage lesseas from overily speculating with State
tand. The Sublease Perticipation Worksheet, examplas of rant due and rent
loss are attached as Exhibits C and D. Note the only expense is G.E. tax
(49%) on the sublease rent received, which the sublessor s required to pay.

Staff notes that we are requesting the Board delegalte its suthority to the

Chalrperaan when sandwich profils do not exist due to: 1) appfication of the
new, racommendad policy or; 2) the ebsence of a sandwich provision in the
leasa, This request is made to streamiine the consant o sublease process.
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Poficy;

The following policy shall apply to teases under the diract management of
the Land Divislon.

1) For unimproved lands, the Board shall ravise the rent to include as
additional rent, 50% of that portion of the sublease rent in excess of the
original ground rent paid to the State.

2) For improved lands, the Board shell not receive any portion of sublease
rents oblained from subleasing improved space unless that right and
method of calculation are specifically stated in the lease.

The Revision to Sublease Rent Pariicipation Palicy dated April 28, 2000 was deferred
due to concems the Board had regarding the Sublease Participation Worksheet. The
Board questioned the worksheet's clarity and was particularly concemed about
deductions for property taxes and miscellanaous allowances. Upon review, staff
determined these and all other deductions, with the exception of G.E. tax, should not
bs included. The revised Sublease Participation Workshest identifled as Exhibits B
eliminated thase daductions and simplified the line itom descriptons.
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Recommendation: That the Boerd:

Ll

2

3)

4)

Approved for Submitial

Rescind its prior Board action of July 9, 1982, under sgenda item F-9,
including the computation workshest Identlfied as Exhibit A,

Apprave the abave stated policy.

Authorize the Chairperson to consent to a sublsase when no
sandwich profit exists becausa: 1} the lease has no provision which
allows for sandwich profits or 2) the sublease involves improved
propenty and according to the abova stated policy, the Stata is not
entitled to a sandwich profit; subjact to the review snd approval of
the Department of the Attorney General.

Approve the revised Sublease Participation Worksheet identified as
Exhibit B.

Respectfully submitted,

T8 £ Bons—
Bfnjamin L. Marx Hi, Staff Appraiser

E. Johns, Chairperson




%

.Ganaral Lease No. S~ A

o
e
" EXHIBIT A
Format

COMPUTATION SHEET

%

| Grose Annuai Sublease Incomo

Less 4% tax

Bffactive Income

Less Allowances:

Managemsnt, and vacency loss
(BEE, Inc. x 9)

Invegtment raturn
(Total Inv. x §)

Othor operating expenses paid

by sublesgor such as regl
property tax, ingurance premium,
painting, repair and maintanancea,
qte,

Resezvas for Aeplacements
General Leags No, §- rental

Tocal Allowances:

SANDWICH PROPIT:

— Sublessea

¢+ Sublessor, sublaass to




Exhibit B SUBLEASE PARTICIPATION WORKSHEET

General Laase No. X0
Lassan: 200X
Location: 20000¢
Tax Map Key: XXXX
Land Area [sf}:

Annual Ground Rant:

CAILCULATIONS:

Annugl Subleass Geound Rent
LESS: G.E. tax

Net Aruual Sublease Ground Rent:
LESS: Anmual Ground Rent

Addidonal Annual Rent
Adsidonsl Annusd Rant Duz DUNR (50%)




Exhibic C SUBLEASE PARTICIPATION WORKSHEFT

LAND ONLY
Ganaral Leasa No. S~x0cx
Lasses: John Doe
tocation: Honotuly, Hawall
Tax Map Key: 1) X-x-xc0¢
Land Area {sf): 20,000
Anmus3) Ground Rent: 45,000
CALCULATIONS:
Asvumal Subleasd Ground Remt $10,000
LESS: G.E. tax 400
Nat Annucal Subleass Ground Rent: 49,600
LESS: Anria) Ground Rent S.000
Addivonal Arvwa Rem 44,600

Addifiand Arauial Rent Dua DLNR (60%) 42,300




Exhibit D SUBLEASE PARTICIPATION WORKSHEET

LAND ONLY
General Loass No. S-xx00x
Lassan: John Doe
Location: Honoluly, Hawall
Tax Map Key: 11) x-x-2x2xx
Land Area (sf): 20,000
Annual Ground Ront: $10.000
CALCULATIONS:
Annual Sublanan Ground Rant ¢10,000
LESS: G.E. wmx 400
Not Anmml Sublases Ground Rent: 49,600
LESS: Asvrual Ground Rent 10.000
Additionad Arrual Rent {6400)
Additions} Annual Rentt Dus DLNR {EO%) %0




VALUE ESTIMATE

REVOCABLE PERMIT NHO. §-5870 {LOT B of TMK: 4-1-D9-01)

TOYAL LAND AREA: = 10.8930 Acres.
Adjuotment: Legcs: Open Stream Dicch - 0.0953 Acre
Net Area " 10.7977 Acros

1., Total value of banana crop products for Oahu
in 1990 =~ $1,489,000 (10/12/90 Value Date)

2. Totel acreage devoted to banana crop products
for Cahu 1in 1990 = 485 screa

THUS: 91,489,000 o 485 = §3,070.10 per acre per yosr
$3,070.10 x 3,5 = $ 107.43 per acre per anmum

ROGNDED = § 107.00 per acre per summ

lease remtal

VALUATION:
Total Net Land Acreas 10.7977 acs. @ $107.00 p/acre = $1,155.35
(FAIR MARKEY ANNUAL GENTAL)
Adjustments:

Pervitted use of land for mulei-

cozmunity facility use 410 = 115.53
TOTAL PAIR MARKET LEASE BENTAL PER ARNUM = $1,270.88
SPECIAL DISCOUST (See Attached Board Approval)
Mintoum annnel cent which i 20X of the market
amaual rental sud 5% managenent fes which is
57 of the annual market rentsl) - «23
ADJUSTED PAIR MARKET LEASE RERTAL PER AHBUM - § 317.72

ROUNDED o $ 317.00
FINAL ESTIMATB
$317.00

ANNUAL LEASE RENTAL

DATE OF VALUE: October 12, 1990

EXHIBIT B




% Lesher Chee Stadlbauer

Keal Estare Valuation & Consulting

Moncer Maza, 900 Fort Street, Suite 1500, Honoluha, Hawaii 96813 EXHIBIT B
hB(B08Y524-1511 fax (B0OB)524-1606 Info@lcs-consulting.com

December 10, 2020

Mr. Ed R. Underwood

Administrator

DEPARTMENT OF LAND AND NATURAL RESOURCES
DIVISION OF BOATING AND OCEAN RECREATION
4 Sand Island Access Road

Honolulu, Hawaii 96819

CONSULTING REPORT CONCERNING:

Department of Land and Natural Resources
Division of Boating and Ocean Recreation
Sublease Rent Participation

Dear Mr. Underwood:

At your request, we have prepared the following Consulting Report to assist in
establishing a standard for ground lessor participation in sublease rents (herein
referred to as “Percentage Rent”) for Department of Land and Natural
Resources Division of Boating and Ocean Recreation (DOBOR) leases using the
Honokohau Small Boat Harbor as an example.

The Honokohau Small Boat Harbor is situated within Kailua-Kona,
approximately 4.5 miles to the south of the Kona International Airport. The
Harbor was originally developed in the late-1960s and currently contains over
260 moorings, three boat ramps, and boat storage yards. Land uses also
include a mix of industrial, retail, office, and restaurant uses primarily related
to marine activities. Fast lands and submerged lands within the Harbor are
owned by the State of Hawaii and ground leased to various lessees.
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December 10, 2020

Several leasehold owners within the Honokohau Small Boat Harbor sublease their
property. Chapter 171-36(a)(6) of the Hawaii Revised Statutes states, “the board shall
have the right to review and, if necessary, revise the rent of the demised premises
based upon the rental rate charged to the sublessee, including the percentage rent, if
applicable, and provided that the rent may not be revised downward....” While the
HRS appears to allow the State to revise the rent upward when lessees sublease
property, the precise method of determining the upward rent adjustment is not
explicitly stated.

Lease provisions regarding ground lessor participation in sublease rents vary among
Harbor Leases (examples are provided herein). The inconsistencies among the Harbor
Leases relative to Percentage Rent coupled with the absence of a precise method of
determining the upward rent adjustment within Chapter 171-36(a)(6) of the Hawaii
Revised Statutes has led to uncertainty and disagreement among parties to respective
leases. The recommended Percentage Rent standard presented herein is intended to
offer an equitable and precise method for determining additional rent due when
ground lessees sublease their property.

HARBOR LEASE NO. H-82-4

GKM, Inc. (GKM) owns the leasehold interest in a 4.083-acre parcel within the
Honokohau Small Boat Harbor (Tax Map Key: (3) 7-4-008: 042). The property
contains retail and industrial buildings and operates as a multi-tenant project with
approximately 17 marine related tenants.

Harbor Lease No. H-82-4 between the State of Hawaii (Lessor) and GKM, Inc. (Lessee)
commenced April 1, 1984 and originally involved a 35-year term through March 31,
2019. In May 2006, a 20-year lease extension was agreed upon for the period
commencing on April 1, 2019 and ending on March 31, 2039.

A mediated settlement involving annual ground lease rent of $200,000, for the period
commencing April 1, 2019 and ending on March 31, 2024, was approved by the Board
of Land and Natural Resources on June 12, 2020. Based on a rent roll dated October
1, 2020, the current Lessee (GKM, Inc.) generates over $600,000 in annual base rent
from subtenants. Item 13 (“Subletting”) within Harbor Lease No. H-82-4 states:

That the LESSEE shall not rent or sublet the whole or any portion of the demised
premises, without the prior written approval of the Director and the Board pursuant to
Section 171-11 and 171-36(a)(6). The Director shall have the right to deny uses
contrary to the primary purpose of the lease. The Board shall have the right to review
and approve the rent to be charged to the proposed sublessee and, if necessary, revise
the rent and rent structure charged to the LESSEE by the LESSOR in light of the rental
rate charged to the proposed sublessee by the LESSEE; provided, further, that the rent
may not be revised downward.

Division of Boating and Ocean Recreation — Sublease Rent Participation
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The Lease appears to allow the Board to not only revise the rent as a result of
subletting (consistent with Chapter 171-36(a)(6) of the HRS) but to revise the rent
structure in light of the rental rate charged to sublessees. The State of Hawaii desires
to establish a Percentage Rent standard that can be used not only for Harbor Lease
No. H-82-4, but for all future Harbor leases and extensions.

PURPOSE, INTENDED USE, & INTENDED USER
The purpose of this consulting report is to:

1) Assist in establishing a standard for ground lessor participation in sublease
rents (herein referred to as “Percentage Rent”) for Department of Land
and Natural Resources Division of Boating and Ocean Recreation (DOBOR)
leases using the Honokohau Small Boat Harbor as an example for purposes
of demonstrating the analysis.

2) Determine the degree to which GKM, Inc.’s leasehold improvements have
been amortized.

The intended use of this consulting report is to provide the client independent and
objective research, analyses, and conclusions to assist in establishing a Percentage
Rent policy. The intended user is the Client, the Department of Land and Natural
Resources Division of Boating and Ocean Recreation. We are not responsible for
unauthorized distribution or reliance on this consulting report.

Division of Boating and Ocean Recreation — Sublease Rent Participation
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REPORT FORMAT

This consulting report is intended to comply with the Ethics Rule and Competency Rule
of the Uniform Standards of Professional Appraisal Practice (USPAP — 2020/2021
edition).

The consulting report will be presented as follows:

>

>

>

Scope of Work

Primary Assumptions & Limiting Conditions

Overview of the Honokohau Small Boat Harbor

Summary of Market Research Concerning Sublease Rent Participation
Recommended Percentage Rent Standard

Effective Age and Remaining Economic Life of GKM Inc.'s Leasehold
Improvements

Summary of Conclusions

Division of Boating and Ocean Recreation — Sublease Rent Participation
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SCOPE OF WORK

The scope of work is the type and extent of research and analysis in an assignment.
The scope of work includes the extent to which the property is identified; the extent
to which the tangible property is inspected; the type and extent of data researched;

and the type and extent of analysis applied to arrive at opinions or conclusions.

Specifically, the following are primary considerations of the Scope of Work:

1. During the process of completing this consulting report, we relied upon
information obtained from various State of Hawaii and County of Hawaii
governmental agencies and information provided by the Client inclusive of:

- Board of Land and Natural Resources submittals concerning GKM, Inc.
(Lease H-82-4).

- Ground leases involving the State of Hawaii as ground lessor (the provided
information was supplemented by our independent research of State of
Hawaii ground leases).

- A rent roll exhibiting GKM, Inc.’s subtenants and their respective rental
rates.

- A State of Hawaii Department of Land and Natural Resources Division of
Boating and Ocean Recreation transmittal to the Board of Land and Natural
Resources dated January 13, 2017. The transmittal, titled “Request
Approval of the Division of Boating and Ocean Recreation Sublease Rent
Participation Policy”, exhibits the Department of Land and Natural
Resources (DLNR's) sublease rent policy.

2. Sidney Komatsu visited the subject property on October 6, 2020.

3. For purposes of deciphering an appropriate Percentage Rent standard, market
research included but was not limited to:

- areview of State of Hawaii ground leases;
- areview of private ground leases; and

- interviews with investors, developers, ground lessors, and ground lessees
experienced with leasehold properties.

4. Our findings and conclusions had benefit of past interviews and our familiarity
with leasehold properties throughout the State of Hawaii.

5. Prepared the consulting report.

Division of Boating and Ocean Recreation — Sublease Rent Participation



Mr. Ed

R. Underwood

DEPARTMENT OF LAND AND NATURAL RESOURCES
DIVISION OF BOATING AND OCEAN RECREATION

Page 6

December 10, 2020

PRIMARY ASSUMPTIONS & LIMITING CONDITIONS

1.

It is our understanding that this consulting report may be utilized to assist in
developing a rent participation policy for future and possibly existing ground
leases. However, the ability to implement a sublease rent participation policy
for existing ground leases “mid-stream” is a legal matter and beyond the scope
of this report.

Our analysis and conclusion concerning a recommended Percentage Rent
standard presumes a ground lease with conventional terms, conditions, and
provisions such as:

- lease rent is reflective of fair market rent for the demised premises as
vacant;

- standard total lease term;

- standard initial known rent period;

- standard rent reopening intervals whereby lease rent during reopening
periods is reflective of fair market rent for the demised premises as vacant
and shall not be less than prior period rent;

- standard ground rent escalations; and

- standard expense obligations.

At expiration of a ground lease, a lessor will often inherit site and building
improvements. <In scenarios where the improvements contribute to overall
property value (i.e., the market value of the property as improved exceeds fee
simple land value as vacant), our market research determined that new ground
leases generally account for the improvements via (a) a lease premium paid
by the ground lessee to the ground lessor at lease inception or (b) percentage
rent/additional rental income.

Our analysis and conclusion concerning a recommended Percentage Rent
standard presumes that any potential improvement value at lease inception
would be accounted for via a lease premium. By extension, the recommended
Percentage Rent would not include any recapture of said improvement value.

Similarly, State ground leases occasionally include a provision where additional
rent due is based on a formula that deducts the amortized cost of lessee
improvements from sublease rental income. However, the percentage rent
calculation commonly found in State of Hawaii ground leases, where the
amortized cost of lessee improvements is one of several allowances deducted
from gross receipts, is not recommended for reasons discussed in further detail
herein.

Division of Boating and Ocean Recreation — Sublease Rent Participation
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Our analysis and conclusion concerning a recommended Percentage Rent
standard precludes the need to factor capital improvements made by the
lessee and is consistent with general market practice in this regard.
Additionally, Harbor Lease No. H-82-4 between the State of Hawaii (Lessor)
and GKM, Inc. (Lessee) does not detail the precise method for determining
additional rent due as a result of subletting. The recommended Percentage
Rent standard presented herein is intended to offer an equitable method for
determining additional rent due as a result of subletting in instances like Harbor
Lease No. H-82-4.

4, Chapter 171-36(a)(6) of the Hawaii Revised Statutes states, “the board shall
have the right to review and, if necessary, revise the rent of the demised
premises based upon the rental rate chargedto the sublessee, including the
percentage rent, if applicable, and provided that the rent may not be revised
downward....” The Percentage Rent’ recommendation reported herein
presumes the ground lessor would not have_.any further rights to additional
income (associated with subleases) over.and above the Percentage Rent
recommendation.

5. Our recommended Percentage Rent.standard references the term “Gross
Rents”. Gross Rents shall include all minimum, basic, percentage, and
operating expense reimbursements collected from subtenants.

6. As part of the scope of this report, @an estimate as to the degree to which GKM
Inc.’s improvements.have been amortized was made. For purposes of this
analysis, County of Hawaii tax records were relied upon relative to the reported
year built and building vareas. However, we were not provided with
architectural plans, detail regarding capital improvements made to property
and their respective costs, a building conditions report, a capital needs
assessment  report, or other similar materials. We reserve the right to
reconsider our findings and conclusions should additional information be
provided subsequent to delivery of this report.
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OVERVIEW OF THE HONOKOHAU SMALL BOAT HARBOR

The Honokohau Small Boat Harbor is situated within Kailua-Kona, approximately 4.5
miles to the south of the Kona International Airport. Vehicular access to the Harbor
is available off of Queen Kaahumanu Highway via Kealakehe Parkway. The Harbor’s
fast lands are identified by Tax Map Key: Division 3, Zone 7, Section 4, Plat 08,
Multiple Parcels.
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The Harbor was originally developed in the late-1960s and currently contains over 260
moorings, three boat ramps, and boat storage yards. Land uses also include a mix of
industrial, retail, office, and restaurant uses primarily related to marine activities. Fast
lands and submerged lands within the Harbor are owned by the State of Hawaii and
ground leased to various lessees. Chapter 171-36(a)(6) of the Hawaii Revised Statutes
states the following:

The lessee shall not sublet the whole or any part of the demised premises, except with
the approval of the board; provided that prior to the approval, the board shall have
the right to review and approve the rent to be charged to the sublessee; provided
further that in the case where the lessee is required to pay rent based on a percentage
of its gross receipts, the receipts of the sublessee shall be included as part of the
lessee's gross receipts; provided further that the board shall have the right to
review and, if necessary, revise the rent of the demised premises based
upon the rental rate charged to the sublessee, including the percentage
rent, if applicable, and provided that the rent may not be revised downward
[emphasis added];

We have been engaged by the Client to assist in establishing a sublease rent
participation policy (Percentage Rent) for Department of Land and Natural Resources
Division of Boating and Ocean Recreation (DOBOR) leases using the Honokohau Small
Boat Harbor as an example for purposes of demonstrating the analysis.
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SUMMARY OF MARKET RESEARCH
CONCERNING SUBLEASE RENT PARTICIPATION

STATE OF HAWAII GROUND LEASES

Various ground leases involving the State of Hawaii as lessor are summarized on
Table 1 within the Addenda. Numerous State ground leases were reviewed which
include the following subletting provision:

The Lessee shall not sublet the whole or any part of the demised premises
except with the approval of the Board... provided further that the Board shall
have the right to review and, if necessary, #evise the rent of the demised
premises based upon the rental rate charged to the sublessee including the
percentage rent, if applicable, and provided that the rent may not be revised
downward.

However, the above provision is inconclusive as to the precise method of calculating
percentage rent. Thus, Table 1 only includes State ground leases where the
percentage rent calculation is explicitly. stated.. The State ground leases exhibited on
Table 1 are organized by land use (harbor,.industrial, retail, hotel, and residential).

State of Hawaii - Harbor Leases
* Range of Percentage Rent: 5% to 50%

The State harbor leases vary significantly as to percentage rent. For example, Leases
1-3 are similar inthat lease rent is the higher of minimum rent or 5% of gross receipts
(Leases 1 and 2 also include 10% of mooring receipts). According to the lessor, the
lessees for Leases 1 and 2 have historically paid minimum rent only.

Lease 4 is similar to Leases 1-3 but sets forth the percentage rent at 10% of gross
monthly receipts. For illustration purposes, if a sublessor is hypothetically generating
$1.0 million in net operating income and minimum ground rent is $100,000, no
Percentage Rent would be due:

$1,000,000 x 10% = $100,000 (the equivalent of minimum rent due)
Lease 5 sets forth percentage rent at 5.25% of annual gross receipts in excess of
minimum rent. Utilizing the same hypothetical illustration, the annual percentage rent

due in this instance would be $47,250 as exhibited following:

($1,000,000 - $100,000 minimum rent) x 5.25% = $47,250
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In terms of the exhibited State harbor leases, Lease 6 is the anomaly in that monthly
rent shall be base rent or an amount based on 50% of gross receipts. According to
the State, the Lessee (Pacific Marine Partners LLC) has historically paid base rent only.
Additionally, our interviews with market participants indicated that a percentage rental
amount based on 50% of gross receipts is not financially sustainable in situations
where the property is acquired/developed for investment purposes (i.e., primarily
leased to subtenants for income generating purposes).

State of Hawaii — Industrial Leases
* Range of Percentage Rent: 10% to 50%

Similar to the State harbor leases, State of Hawaii‘industrial leases vary significantly
in terms of percentage rent. Leases 7 and 8 areSimilar in that both require “sandwich
profit” to be paid to the lessor. The sandwich profit is calculated by subtracting
operating expenses (inclusive of ground lease rent,a stipulated management/vacancy
allowance, and certain allowances such as investment return and reserves for
replacement) from annual sublease réntal income.

Lease 9 involves the Department of Hawaiian Home Lands as lessor and an industrial
site within the Kawaihae industrial area on Hawaii Island. A ground lease provision
allows the lessor to “revise the rent of the demised premises based upon 10% of the
gross rental rate charged to said sublessee for the subleasing of building space....”

Lease 10 involves.the State of Hawaii Department of Transportation Harbors Division
as lessor and an industrial site within Kalaeloa Barbers Point Harbor on Oahu. The
ground lease allows the lessor to receive 30% of the “sandwich profit” from the
sublessor.

Lease 11 represents the high-end of the range relative to the State industrial leases
whereby additional annual rent payable to the Department of Hawaiian Homelands
when subleasing of building space is effective annual sublease rent, less allowances,
less annual base lease rent multiplied by 50%.

State of Hawaii — Retail & Other Leases

* Range of Percentage Rent: 2% to 50%
Lease examples 12-14 include examples of retail leases while Leases 15-18 involve
hotel, residential, and communication leases. Lease 12 involves a sandwich profit
calculation whereby the additional rent due is calculated based on sublease rental

income less a vacancy factor of 25% less amortization of original investment less
amortization of improvements made less performance bond less leasing commissions
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less amortization of necessary repairs over the "next few years" = net adjusted
sublease income.

Lease examples 13 and 14 include a percentage rent breakpoint. Lease 13 requires
additional rent based on 10% of gross profit before taxes of the Hawaiian Home Lands
portion of City Square above $500,000 in gross profit. Lease 14 involves the Aloha
Tower Marketplace whereby ground rent is the greater of 10% of gross receipts or
$1,000,000.

Leases 15 and 16 involve ground leases involving hotel projects. Lease 15’s additional
rent is 2% of the annual gross revenue payable in excess of the annual base rent.
Lease 16's additional rent due is 5% of room revenue and 15% of rental income from
restaurant when the sum of such participation is in excess of base rent.

Lease 17, which involves the Department of Hawaiian Home Lands as lessor, is
consistent with Lease 11 (also a DHHL lease)and establishes percentage rent of 50%
of the net sandwich profit.

Lease 18 involves a State lease where.rent participation was established at 40% to
50% of revenue from subleases. However,»a 2016 rent reopening established via
mediation eliminated the percentage ‘rent.provision. During the mediation, it was
indicated that the sublease rent was far less than the expenses incurred to maintain
the subject site.

SUMMARY OF STATE OF HAWAIT GROUND LEASES

The State of Hawaii ground leases exhibited on Table 1 vary significantly in terms of
percentage rent. Even the most recent leases and extensions (Leases 3-6) are not
consistent and range.from 5% to 50%. Furthermore, there does not appear to be
consistency among locations. For example, percentage rent within the Honokohau
Small Boat Harbor ranges from 5% to 50%, while percentage rent within Department
of Hawaiian Home Lands’ Kawaihae industrial area ranges from 10% to 50%. There
does appear to be consistency within the Ala Wai Boat Harbor where the two leases
exhibited set forth annual lease rent at the higher of minimum rent or 5% of annual
gross receipts and 10% of annual mooring receipts.
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PRIVATE GROUND LEASES

Ground leases involving private lessors are summarized on Table 2 within the
Addenda. Private ground leases that do not include percentage rental income were
excluded. The ground leases summarized on Table 2 involve the following private
lessors:

Kamehameha Schools
Queen Liliuokalani Trust
Queen Emma Foundation
Grove Farm Land Corp.
Lanihau Properties, LLC
Eric Knudsen Trust
Castle Family LLC
Alexander & Baldwin

Due to confidentiality concerns, the identities.of the specific property and parties to
the lease were excluded from Table 2.

Reminiscent of the State ground leases, the private ground leases also reflect a wide
range of percentage rent spanning from 1.5% to 20%. However, the majority of the
ground leases exhibited reflect a relatively narrow percentage rent window of 3% to
10%.

Leases 1-11 all involve retail centers. Leases 1 and 2 involve retail centers on Oahu
where percentage rent is only due when vacant land is subleased. However, in both
instances, the.ground lessee subleased improved space and no percentage rent was
due.

Leases 3, 7, 9, 10, and 11 involve percentage rent at established breakpoints. Lease
3 is unique in that it calls for percentage rent against gross sales generated by
sublessees as opposed to the rental income generated from sublease rent.

Leases 4 and 5 involve retail centers where the ground lessee is required to pay 3%
and 4% respectively of gross rents from tenants (includes base rent and percentage
rent but excludes operating expense recoveries). The percentage rent due is in
addition to minimum ground rent and is not only to the extent that it exceeds minimum
ground rent.

Leases 12-15 involve an auto dealership, hotel, apartment, and office project. Perhaps
one of the most recent ground leases to include percentage rental income is Lease 14.
Percentage rent during Years 6-65 is 7.4% of gross revenue in excess of base rent.
No percentage rent is due during Years 1-5 of the ground lease. Additionally, the
ground lease does not include any base rent escalations during Years 6-30 of the
ground lease.
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RECOMMENDED PERCENTAGE RENT STANDARD

As previously described and reiterated during discussions with market participants,
there is no market convention as to sublease rent participation. In fact, the majority
(roughly 50% to 60%) of private ground leases reviewed do not require any additional
payment related to sublease rent. Additionally, market participants interviewed
generally believe that if the ground lessee is paying fair market rent on the demised
land and if the value of lessor improvements are accounted for via a lease premium,
percentage rent should be nominal.

However, State ground leases, under HRS 171-36(a)(6), would appear to allow the
State to revise the rent upward when the demised premises is subleased. The obvious
issue, however, is that the precise method of determining the upward rent adjustment
is not explicitly stated.

Based on our research and analysis and considering HRS 171-36(a)(6), the following
Percentage Rent standard is recommended:

Annual Percentage Rent = Range of 3.0% to 4.0% of Gross Rents from
Subtenants

“Gross Rents” shall include all minimum, basic, percentage, and operating
expense reimbursemeénts collected from subtenants.

For example, if a hypothetical sublessor generates $500,000 in Gross Rents, additional
annual rent due to'the ground lessor from the ground lessee (sublessor) would range
between $15,000 to $20,000 per year as exhibited following:

Recommended Sublease Rent Participation Illustration

Annual Gross Rent [1] $500,000 $500,000
Percentage X 3.0% x 4.0%
Additional Annual Rent Due to Ground Lessor $15,000 $20,000

[1] "Gross Rent" shall include all minimum (base) rent, percentage, and operating expense
reimbursements collected from subtenants.

The concluded Percentage Rent recommendation is subject to the primary
assumptions and limiting conditions set forth beginning on page 6.
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ADDITIONAL CONSULTING / CONTEXT OF THE RECOMMENDATION

e Alternative to Land Division’s Current Percentage Rent Policy

The State of Hawaii Department of Land and Natural Resources’ current
sublease rent participation policy references the following:

Annual Sublease Base Rent: h)
LESS: General Excise Tax: ¥( )
Net annual Sublease Base Rent: 3
LESS total Allowances: H )

Allowances:
Munagement & Vacancy Loss
(eff. inc. x%):
Repair and Muintenance:
Real Property Tax:
Insurance:
Total allowances:
LESS Annual Lease Ground Rent $( )
Additional Annual Sublease Rent: 5
MULTIPLIED by 50%: x .50
Additional Annual Rent due DLNR: $

ﬂmmmm

Several State leases reference a similar percentage rent calculation with
various nuances (see Table 1, Leases 7, 8, 10, 12, and 17).

Land Division’s percentage rent calculation is not recommended for the
following reasons:

a. When a ground lessee is already paying fair market rent on the demised
premises (land), market participants interviewed (not only lessees, but
lessors, developers, and investors) indicated that a percentage rent of 50%
of net profit is excessive and unreasonable. A ground lessor’s risk is largely
limited to tenant (ground lessee) default risk. Conversely, a ground lessee
is subject to greater risk such as development risk, construction risk,
financing/interest rate risk, sub-tenant default risk, uncertainty as to
ground rent resets (whereas ground leases typically include a “no less than
prior period” provision), etc. Thus, percentage rent of 50% is overly
punitive and unrealistic — again, particularly when ground lease rent is
based on fair market rent on the demised land.
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b. The above-cited DLNR calculation would present administrative challenges.
For example, some State leases allow for a variety of allowances
(deductions) such as a vacancy factor, amortization of original investment,
amortization of lessee improvements, performance bond, leasing
commissions, and amortization of future capital repairs. Adhering to this
rather complex percentage rent calculation results in higher operating
expenses (management, accounting, etc.) for both lessor and lessee.

The concluded recommended Percentage Rent standard simplifies the
calculation and would likely reduce administrative costs.

c. The above-cited calculation is subject to conjecture. For example, State
Lease 12 (see Table 1) includes a vacancy©f25%. Vacancy rates are fluid
and ebb and flow over time depending on a variety of factors (economic,
lease rollover, property characteristics, etc.). As readily observed, the
inclusion of this type of allowancesresults in additional ambiguity and most
likely additional administrative and legal‘costs.

e Reasoning for the Inclusion of Percentage Rent

As previously cited, the majority (roughly 50% to 60%) of private ground
leases reviewed do not require any additional payment related to sublease
rent. Additionally, the inclusion. of percentage rent is commonly a result of
lease rent concessions (particularly during initial years of a ground lease) or in
recognition” of the need to recapture any potential improvement value that
might exist at the beginning of a ground lease.

However, the recommended Percentage Rent standard was considered
appropriatein.this instance given HRS 171-36(a)(6). Furthermore, a project
with a significant nhumber of subtenants (or sublease income) would increase
the ground lessor’s administrative and legal costs associated with administering
lessor consent for the subleases. Moreover, infrastructure maintenance costs
generally rise in concert with an increase in the number of subtenants. The
recommended Percentage Rent would assist in offsetting some of these costs.
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Sensitivity Matrix

Sensitivity Matrix

(Hypothetical Scenario)
Percentage Rent 0.0% 1.0% 2.0% 3.0% 4.0% 5.0%
Sublessor's Annual Gross Rent [1] $500,000 $500,000 $500,000 $500,000 $500,000 $500,000
Operating Expenses (20% of Gross Rent) ($100,000) ($100,000) ($100,000) ($100,000)  ($100,000) ($100,000)
Annual Percentage Rent Due $0 ($5,000) ($10,000) ($15,000) ($20,000) ($25,000)
Sublessor's NOI $400,000 $395,000 $390,000 $385,000 $380,000 $375,000
Hypothetical Sales Price of $10,000,000  $5,000,000 $5,000,000 $5,000,000 $5,000,000  $5,000,000 $5,000,000
Going-In Capitalization Rate 8.00% 7.90% 7.80% 7.70% 7.60% 7.50%

[1] As defined within this consulting report.

The table above exhibits a hypothetical scenario where the sublessor’s annual
Gross Rent is $500,000 and annual operating expenses prior to additional
Percentage Rent due is $100,000." The highlighted columns illustrate the
recommended Percentage Rent range of 3.0% to 4.0% of Gross Rents from
subtenants.

The matrix also includes Percentage Rents of 0%, 1%, 2%, and 5% to
demonstrate additional rent due at the various percentage intervals. At 0%
and a hypothetical sales price of $5,000,000, the resulting capitalization rate
is 8.0%. At the concluded Percentage Rent range of 3% to 4%, the
capitalization rate decreases by 30 to 40 basis points (7.70% to 7.60%)
compared to the scenario with no percentage rent. The capitalization rate
decreases by 10basis points with each Percentage Rent basis point increase.
From an investor/developer’s perspective and considering factors such as
interest rate risk and return requirements, a Percentage Rent that is higher
than the concluded range of 3% to 4% would likely jeopardize the financial
feasibility of most projects.
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EFFECTIVE AGE & REMAINING ECONOMIC
LIFE OF GKM INC.'S LEASEHOLD IMPROVEMENTS

In addition to assisting in developing a rent participation policy, the scope of this
consulting report includes providing an estimate of the remaining economic life of
GKM, Inc.’s leasehold improvements and the extent to which the improvements have
been amortized. A summary of GKM, Inc.’s building improvements is exhibited on the
following table and was based on County of Hawaii tax records. Architectural plans
were not available during the course of completing this consulting report.

Building Area Summary [1]
74-5072-D Queen Kaahumanu Highway
Lease No. H-82-4
(3) 7-4-08: 42
Building’Area Year
Description (Sq. Ft.) Built
Building 1
Retail Store 21,600 1984
Mezz Encl. Office 576 1984
Mezz Display Sales 4,680 1984
Restaurant 1,132 1984
Subtotal - Building 1 27,988
Building 2
Retail Store 576 1985
Offices 576 1985
Subtotal=Building 2 1,152
Building 3
Manufacturing 1,800 1984
Mezz Encl. Office 1,200 1984
Subtotal - Building 3 3,000
Building 4
Offices 2,160 1984
Warehouse 9,750 1984
Offices 2,160 1984
Subtotal - Building 4 14,070
Building 5
Hangar 2,400 1999
Subtotal - Building 5 2,400
Total Building Area 48,610

[1] Source: hawaiiinformation.com

Photos of GKM, Inc.’s building improvements are provided following.
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View of the retail building
situation within the eastern
portion of the GKM
property, camera facing a
westerly direction.

Additional view of the retail
building, camera facing a
northwesterly direction.

View of building containing
office space, boat storage,
and boat repair area,
camera facing a southerly
direction.
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ECONOMIC LIFE OF GKM'S BUILDING IMPROVEMENTS

View of the building
situated within the western
boundary of the GKM Inc.
parcel, camera facing an
easterly direction.

View of the building
situated within the
southwestern corner of the
GKM 1Inc. parcel, camera
facing an easterly
direction.

Economic life is “the period over which improvements to real estate contribute to
property value”.! GKM'’s improvements include industrial and retail buildings. Based
upon a review of national trends as published by Marshall & Swift, the economic life
for the subject’s improvements would be in the range of 40 to 50 years. In Hawaii,
standard industrial and retail buildings are often retained and utilized well in excess of
40 to 50 years as a result of density benefits accruing to older facilities relative to
current zoning ordinances coupled with Hawaii’s relatively high cost of construction
compared to other areas across the U.S. The total economic life of the subject’s

existing improvements was estimated to be 50 years.

! Source: The Dictionary of Real Estate Appraisal, 6™ Edition by the Appraisal Institute, an Illinois not-for-profit

corporation.
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CHRONOLOGICAL AGE (ACTUAL AGE)

According to County tax records, the subject improvements were constructed between
1984 and 1999 and reflect chronological ages ranging from 21 to 36 years.
Approximately 93% of the building area was built in 1984. Thus, the majority of the
improvements reflect a chronological age of 36 years.

EFFECTIVE AGE & REMAINING ECONOMIC LIFE

Although the majority of the buildings were originally constructed circa 1984, the
improvements benefit from renovations that have been made during their physical
lives. Although actual construction renovation costs were not provided, County
records include eight building permits since 2002 with a total permit value of $345,000.
We also note that a transmittal from the State of Hawaii Department of Land and
Natural Resources dated March 24, 2006 addressed to the Board of Land and Natural
Resources? which indicated that loan proceéds would be used to renovate the existing
steel building and add additional square footage: A breakdown of the $1,000,000 in
loan proceeds suggests capital improvements were:made for foundation, steel frame,
rough frame, exterior shell, siding, windows, doors, electric, plumbing, and painting.

Based on our observations of the existing building improvements and the renovations
made to the property, theseffective age was estimated to be approximately 20 years.
As previously established, the total economic life of the subject’s building
improvements was estimated to be 50 years. Thus, the remaining economic life would
be approximately.30 years.

CONCLUSION - AMORTIZATION OF GKM'S BUILDING IMPROVEMENTS

Based on the concluded effective age of the existing improvements of 20 years and
the estimated economic life of 50 years, total depreciation of GKM’s improvements is
estimated at approximately 40%. The estimated remaining economic life of the
improvements is estimated at 30 years.

Notwithstanding, as a result of the ground lease (H-82-4), the remaining economic life
of the subject improvements to the leasehold owner is synonymous with the remaining
ground lease term of approximately 20 years. Thus, from the perspective of GKM
Inc., total depreciation is estimated at approximately 50% (effective age of 20 years
+ total economic life of 40 years).

2 Consent to Mortgage and Amendment for Extension of Lease Term, General Lease No. H-82-4, GKM, Inc., Lessee,
Kailua-Kona, North Kona, Hawaii, Tax Map Key: 7-4-008-042.
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SUMMARY OF CONCLUSIONS

Based on our research and analysis, the following Percentage Rent standard is
recommended:

Annual Percentage Rent = Range of 3.0% to 4.0% of Gross Rents from
Subtenants

“Gross Rents” shall include all minimum, basic, percentage, and operating
expense reimbursements collected from subtenants.

The concluded Percentage Rent recommendation <is subject to the primary
assumptions and limiting conditions set forth beginning on page 6.

Additionally, based on my observations, the concluded effective age of GKM Inc.’s
building improvements is estimated at 20 years, while the estimated economic life of
the improvements is 50 years. Thus, the estimated remaining economic life is 30
years and total depreciation of GKM'’s improvements is estimated at approximately
40%.

Notwithstanding, given the remaining ground lease term of only 20 years, the
remaining economic life of the improvements from the perspective of GKM is 20 years.
Thus, from the perspective of GKM 'Inc., total depreciation is estimated at
approximately 50% (effective.age of 20yyears + total economic life of 40 years).

Thank you for the privilege of assisting you in this consulting assignment. Should you
have any questions or concerns regarding any aspect of this report, please do not
hesitate to contact us.

DRAFT

Sidney K. Komatsu, MAI, CCIM
Principal
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EXHIBIT A

Table 1:./State of Hawaii Ground Leases
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EXHIBIT B

Table 2: Private Ground Leases
with Percentage Rent Provisions
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EXHIBIT C

Company Profile and Professional Qualifications
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|ESHER o CHEE » STADLBAUER, Inc.

Continuing a tradition of providing real estate valuation and consulting services
to Hawaii and the Pacific for over 45-years.

Lesher Chee Stadlbauer, Inc. (LCS) is a full service real estate valuation and consulting
practice headquartered in Honolulu, Hawaii and serving the Pacific Basin (Hawaii, Micronesia and
the South Pacific) since 1970. The LCS Valuation Practice concentrates principally in commercial,
industrial, hospitality, residential development (on an entire project basis), and specialty property
types. We are also experienced with complex engagements involving partial real estate interests,
life estates, leased fee interests and real estate tax credits. Analyses employing modeling
software (Argus) are regularly performed with copies via compact‘disk available at the dlient’s
request. The LCS Consulting Practice includes market studies,feasibility analysis, highest and
best use studies, location analysis, rent studies, appraisal review;, arbitration, tax appeal, and
litigation support services.

Members of our firm include highly recognized and qualified real estate professionals with
extensive experience in assisting land owners, eal estate’ managers, developers, lenders,
investors, trusts, attorneys and governmental agencies.in the solution of real estate problems
requiring objective valuation and evaluation analyses.

Raymond A. Lesher, MAI, CRE (1928 — 2000), our.founder, was recognized both in the
Pacific and nationally as a practicing appraiser, educator and author during a distinguished 50-
year career in the appraisal profession. »Following the relocation of his practice to Hawaii from
Connecticut in 1970, the focus_.of Mr. Lesher’s practice was in the Hawaiian Islands and Pacific.

The current principals of LCS are Steven D. Chee, MAI, Stephen E. Stadlbauer, MAI, and
Sidney K. Komatsu, MAI, CCIM.

X Mr. Chee! specializes in waluation and consulting assignments involving residential
development, development land, complex income properties, resort and hospitality
properties, and leased. fee interests. Mr. Chee is a recognized industry leader in the
valuation and analysis of large residential developments in the State of Hawaii and has
been involved in over 50 engagements involving proposed residential development
within the past five years. He is also available for arbitration assignments or
engagements involving testimony as a qualified expert in real estate valuation.

X Mr. Stadlbauer’s diverse income property background includes valuation and consulting
involving existing and proposed self storage facilities, large industrial and retail
projects, specialized elderly housing (inclusive of assisted living facilities and nursing
homes) and multi-family housing inclusive of low-income housing tax credit (LIHTC)
projects. Mr. Stadlbauer is one of a limited number of appraisers in Hawaii approved
by the U.S. Department of Housing and Urban Development (HUD) to provide
appraisals under Section 223(/); Mark-to-Market assignments for the MAP program. He
is also available for arbitration assignments or engagements involving testimony as a
qualified expert in real estate valuation.

X/
£ %4

Mr. Komatsu primarily focuses on retail and office properties. Other practice areas
include litigation support, real property tax appeals, industrial, multifamily, ground
leased fee interests, and ground rent matters. Mr. Komatsu is a graduate of the
University of Colorado and holds an M.B.A. from the Shidler College of Business. He is
also available for arbitration assignments or engagements involving testimony as a
qualified expert in real estate valuation.



LESHER « CHEE « STADLBAUER

Clients are assured that all engagements performed by our
practice are led by one of our principals. Under this structure we
maintain a consistent level of quality and detail. The principals are
assisted by a qualified staff of professionals including:

7
0.0

Lianne K. S. Poppinga, CRA (Real Property Analyst) is a
Certified Residential Appraiser (CRA) licensed in the State of
Hawaii. Ms. Poppinga, a graduate of the University of Hawaii,
practiced as an independent fee appraiser for ten years prior to
joining LCS.

Matthew Balkin, CGA (Senior Real Property Analyst) is a
Certified General Appraiser (CGA) licensed in the State of Hawaii
with expertise in various practice areas inclusive of affordable
rental housing projects involving LIHTC. Mr.Balkin is a graduate
of the University of Washington and previously worked as a
legislative aide and research analyst in the Hawaii,State Senate.

Desiree L. Manuel, Esq. (Real Property Analyst) is @ graduate
of Pepperdine University and received her Juris Doctorate from
the University of Hawaii - William S.<Richardson School of Law
and was admitted to .the Hawaii State Bar Association in
2015, Ms. Manuel ‘alsowholds a »Masters of Business
Administration from the University of Hawaii at Manoa and is an
Associate Member of the Urban Land Institute (ULI Hawaii) -
Young Leaders/Group.

We would be delighted to.meet.with you at your convenience to further
discuss our services andow we can be of assistance to you. Following,
we have included.a sampling of major clients for whom this practice and
its principals have completed assignments as well as certain reference
sources.
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ESTATE AND LAND COMPANIES

Alexander & Baldwin, Inc. Amfac, Inc.

Bernice Pauahi Bishop Estate Chrysler Realty Corporation
C. Brewer & Company Estate of Samuel M. Damon
Estate of James Campbell First Hawaiian Trust

Grove Farm Land Corporation Grove Farm Properties
Iolani Schools Kaneohe Ranch

Knudsen Farms (Kauai) Liliuokalani Trust
McCandless Properties The Nature Conservancy
Oceanic Properties Bank of Hawaii Trust
Parker Ranch The Queen Emma Foundation
Theo H. Davies, Co., Inc. Trust for Public Lands
Victoria Ward, Limited W.H. Shipman, Limited

FINANCIAL INSTITUTIONS

American Savings Bank Bank of America

Bank of Hawaii Bank of the West

Bank of Tokyo Bank of the Midwest
Citicorp Central Pacific Bank
Chase Manhattan Bank Duetsche Bank

Finance Factors, Ltd. First Federal Savings

First Federal Savings (Arkansas) United First Hawaiian Bank

First National Bank of<Chicago Fleet Bank

Fremont Investment and Loan Hawaii National Bank
GMACCM HSBC

Homestreet Financial La Jolla Bank

Metropolitan Mortgage and Securities Mitsui Trust & Banking Co., Ltd.
Nippon_ Credit Bank Pacific Guardian Life
Pacific'Capital Funding Royal Bank of Canada
Sanwa Bank Transpacific Mortgage
TRI Capital Corporation Western Farm Credit Bank
Shinsei Bank Wells Fargo

BUILDERS AND DEVELOPERS

A & B Properties Andre Tatibouet

Bill Mills BIGI Corp.

Castle & Cooke Properties, Inc. CMI Corp.

Dole Food Company, Inc. Coastal Rim Properties
Finance Realty Front Street Properties
Gentry Pacific, Ltd. Grosvenor International Ltd.
Graham Murata Russell Halekua Development

Hawaii States Properties Hawaiian Dredging

Hawaiian Electric Industries, Inc. Hawaiian Investment Co., Inc.

Herbert K. Horita Realty Houma Investment
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BUILDERS AND DEVELOPERS
(Continued)

The MacNaughton Group
The Maryl Group
Pan-Pacific Development
Pili Hale Associates

Public Storage, Inc.

Rick Rainalter

Stanford Carr Development
West Beach Estates
Waikamilo Properties

INDUSTRIAL AND COMMERCIAL

AT & T Global Solutions

Better Brands, Ltd.

C. Itoh & Company (America)
Castle & Cooke Terminals, Ltd.
Communications Satellite Corp.
Fisher Hawaii

GTE Hawaiian Telephone
Hawaii Meat Company

Heftel Broadcasting Corp.
Kaiser Permanente

Lockheed Martin

Mitsui Mutual LifedIns. Co.
Pacific Resources, Inc.

Sony Corporation:(Hawaii)
Theo H. Davies & Co:, Ltd.
Wilcox{Memorial Hospital

FEDERAL GOVERNMENT

Department of the Air Force
Department of the Navy

Federal Aviation Administration (FAA)
Federal Savings & Loan Ins. Corp. (FDLIC)

National Weather Service
U.S. Department of the Interior

U.S. General Services Administration (GSA)

United States Postal Service

CITY AND COUNTY OF HONOLULU

Department of Budget and Finance

Department of Public Works

Mike Klein

Pacific Construction, Ltd.
Pankow Development Inc.
Princeville Development Corp.
Reynolds + Shidler

Stark Development Co., Ltd.
Toya Real Estate Company
Waitec Development Inc.
WCC Partners

Barnwell Industries

C. Brewer & Company
California & Hawaiian Sugar Co.
Chevron U.S.A., Inc.
Daiichiya — Love’s Bakery
GASPRO

Halekulani Corporation
Hawaiian Electric Co., Inc.
I & F Company (Japan)
Kodak Corporation

Lone Star Hawaii Properties
Northwestern Mutual Life
Shell Oil Company

Texaco, Inc.

Times Supermarkets

Department of the Army
Department of Transportation
FDIC

Internal Revenue Service
U.S. Army Corps of Engineers
U.S. Department of Justice
U.S. Fish & Wildlife

HFCDC
Dept. of Corporation Counsel
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STATE OF HAWAII

Department of the Attorney General

Department of Land and Natural
Resources (DLNR)

Housing and Community Development
Corporation of Hawaii (HCDCH)

University of Hawaii

OFF-SHORE

Republic of the Marshall Islands

Dept. of Hawaiian Home Lands (DHHL)
Aloha Tower Development Corp (ATDC)
Hawaii Housing Authority (HHA)

Office of State Planning
HCDA

Marshall Islands Nuclear Claims
Tribunal

ATTORNEYS AND ACCOUNTANTS

Alston Hunt Floyd & Ing

Capital Realty Advisors

Carlsmith Ball

Crabtree & Hoshibata

Chun Kerr Dodd Beaman & Wong

Friedman Collard Cutter & Pennetton (CA)

KPMG Peat Marwick

Kobayashi Sugita & Goda

Ning Lilly & Jones

Reinwald O'Connor & Playdon
Bays Deaver Lung Rose & Holma

Ashford & Wriston

Case Bigelow & Lombardi

Pricewaterhouse Coopers

Dwyer Imanaka & Schraff

Goodsill Anderson Quinn & Stifel

Kemper and Watts

McCorriston Miller Mukai MacKinnon

PKF Hawaii

Tam O’Connor Henderson Taira &
Yamauchi

SOURCES FOR REFERENCE PURPOSES

A sampling of selected references acknowledging the professional real estate
appraisal or consulting services provided by Mr. Stadlbauer, MAI and
Mr. Chee, MAI, MRICS as the Principals of Lesher Chee Stadlbauer, Inc., are

shown following:

Mr. David Shibata

Managing Partner

Rush Moore LLP

737 Bishop Street, Ste. 2400
Honolulu, HI 96813

Phone: (808) 521-0408
DShibata@rmhawaii.com

Mr. Scott Rodie

Vice President and Chief Appraiser
Bank of Hawaii

130 Merchant Street, 9™ Floor
Honolulu, HI 96813

Phone: (808) 694-4556
srodie@boh.com

Ms. Lesley M. Love, MAI
Executive Advisor, Investments
Robertson Properties Group
120 N. Robertson Boulevard
Los Angeles, CA 90048

Phone: (310) 855-8231
llove@decurion.com

Mr. Scott L. Mitchell (B)
Executive Vice President
Colliers International US/HI
220 South King Street

Suite 1800

Honolulu, HI 96813

Phone: (808) 523-9702
Scott@ColliersHawaii.com
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SOURCES FOR REFERENCE PURPOSES

(Continued)
Ms. Roberta O. Ishikawa, MAI, SRA Mr. Deepak Neupane
Chief Appraiser Director of Planning and Permitting
Appraisal Department State of Hawaii - HCDA
American Savings Bank 547 Queen Street
P. O. Box 2300 Honolulu, HI, 96813
Honolulu, HI 96813 Phone: (808) 594-0338
Phone: (808) 526-2122 deepak.neupane@dbedt.hawaii.gov

rishikawa@asbhawaii.com

Mr. Bruce Voss

Partner

Bays Lung Rose & Holma
700 Bishop Street, Suite 900
Honolulu, HI 96813

Phone: (808) 523-9000
bvoss@legalhwaii.com

May 24, 2019



PROFESSIONAL QUALIFICATIONS OF
SIDNEY K. KOMATSU, MAI, CCIM

PROFESSIONAL EXPERIENCE

> LESHER CHEE STADLBAUER, Inc., Real Estate Appraisal, Arbitration & Consulting, Honoluluy,
Hawaii (2004 to present)

e Principal
» TITLE GUARANTY OF HAWAII, Escrow & Title Services, Honolulu, Hawaii (2003 to 2004)
e Escrow Associate

» JP MORGAN CHASE, Boston, Massachusetts (2001 to 2003)
e Mutual Fund Accountant

QUALIFIED EXPERT WITNESS

Mr. Komatsu has been accepted as an expert witness in real‘estate valuation in court and arbitration
proceedings.

PROFESSIONAL ORGANIZATIONS AND LICENSES

> Appraisal Institute
e Designated Member (MAI); Member.No. 489627

» CCIM Institute
e Designated Member (CCIM), Certificate No. 14226

> State of Hawaii Certified General Appraiser
e License No. CGA-800, Expiration Date: December 31, 2021

> Urban Land Institute

e General Member, 2006 to present

» Urban Land Institute
e Young Leader Executive Committee Member, 2008-2011

> Hawaii Chapter of the Appraisal Institute
e Director, 2015

EDUCATION
»  Master of Business Administration, University of Hawaii — Manoa, Honolulu, Hawaii
»  Bachelor of Science, Finance, University of Colorado — Boulder, Colorado

>  Punahou School - Honolulu, Hawaii
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