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FOREWORD

This report has been prepared in response to Senate Concurrent Resolution No. 89,
S.D. 1, adopted during the Regular Session of 2003, which requested the Legislative Reference
Bureau study major problems facing commercial and other land lessees.

In conducting this study, the Bureau was directed to contact certain individuals and
organizations identified in the Resolution and other stakeholders with a direct interest in the
issues set forth in the Resolution.  Input was obtained by way of questionnaires soliciting
information from identified multi-family, commercial and industrial lessors and lessees, and real
estate analysts knowledgeable in the area of leasehold issues.  The Bureau also obtained
information from studies submitted by stakeholders and data contained in the latest available
Quarterly Statistical & Economic Report issued by the Department of Business, Economic
Development and Tourism.

The Bureau would like to thank all parties who submitted information in response to our
questionnaires and also the real estate analysts who responded to our questions.

Ken H. Takayama
Acting Director

December 2003
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Chapter 1

INTRODUCTION

Scope of Study

During the Regular Session of 2003, the Legislature adopted Senate Concurrent
Resolution No. 89, S.D. 1 (hereafter "Resolution"), entitled "Requesting a Study on Real
Property Leases."  (See Appendix A.)  The primary direction of the Resolution was "...that the
Legislative Reference Bureau is requested to study the major problems still facing commercial
and other land lessees...."  Further, it requested that the Bureau:

• Consult with certain organizations and individuals "with a direct interest in the issues
to ensure that all stakeholders are allowed to express their thoughts and concerns;"

• "Consult with the Attorney General for legal issues, opinions, and advice relating to
any constitutional issues related to the study; and"

• "Submit a report of its findings and recommendation, including any proposed
legislation, to the Legislature no later than twenty days before the convening of the
Regular Session of 2004."

The opening Whereas clauses of the Resolution make reference to the perceived problem
caused by the "artificially high land values" resulting from intense Japanese investment in
Hawaii real estate during the period covering 1985 to 1990, estimated to be as high as
$15,000,000,000.  This massive influx of foreign capital inflated land values locally, which were
then used as comparables in rent renegotiations for commercial and industrial leasehold
properties, resulting in "highly inflated long-term ground leases" throughout the State.  The
Resolution states that this has led to lessees in many cases downsizing their businesses, reducing
employee work hours and benefits, and reducing capital improvements.  In many cases, lease
rents were unsustainable by the improved properties' economic uses intended under the terms of
the leases.  Some lessees unable to pay these inflated lease rents were faced with forfeiture of
valuable improvements, mortgage foreclosures, and bankruptcy.

In many cases, due to the fact that leases contained a clause that the renegotiated lease
rent could not be less than the lease rent of the previous period (the "not less than" clause), the
resulting lease rent remained higher than it would have been if the renegotiated lease rent had
been based on the lower land values which deflated following the bursting of the "Japanese
bubble."  The Resolution further found that these inflated lease rents were imposing burdens on
many lessees, resulting in adverse impacts upon the Hawaii economy.

The sixth Whereas clause of the Resolution made reference to a similar House
Concurrent Resolution No. 312, adopted during the Regular Session of 1993, which created a
task force to examine this same problem.  That earlier task force found some renegotiated
commercial lease rent increases in excess of 200%, causing hardships to and the closures of
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many local businesses.  Ten years later, the Legislature finds that the problems of lessees remain
unresolved.

Methodology

The Bureau has neither the personnel nor expertise to undertake a comprehensive
empirical fact gathering analysis, nor is it equipped to undertake a definitive economic study.
Additionally, the language of the Resolution is very broad and general.  To ensure completion in
a timely manner, this study is relatively general and policy oriented and limited in scope.

In undertaking this study, the Bureau was directed to consult with certain specified
organizations and any individual or agency or organization with a direct interest in the issues to
collect their thoughts and concerns.  The primary method of consulting with these persons and
organizations was through the preparation and dissemination of a questionnaire.  However, upon
reviewing some of the public testimony presented at the committee hearings on this Resolution,
it became apparent that this request for comments was to be sent out to persons and organizations
which represented a broad spectrum of opinions on this issue.  The interested parties or
stakeholders with whom the Bureau was requested to consult ranged from landowners or lessors
who did not believe a problem existed, or believed that any problem had been resolved by the
passage of time, to lessees who were urging the imposition of rent caps, a one-time rent
renegotiation overriding any "not less than" clause in a existing lease, or commercial leasehold
reform permitting the forced purchase of the fee interest under their leasehold properties.

Due to the broad different perspectives on the issues, separate questionnaires were
prepared and sent out to persons or organizations identified as lessors and persons and
organizations identified as lessees (see Appendices B and C).  The primary purpose of the
questionnaires was to determine the direct effect the Japanese bubble from 1985 to 1990 had on
rent renegotiations.  A total of fourteen lessor questionnaires were sent out and fifty-six lessee
questionnaires were sent out.  Appendix D contains a list of all the recipients of the
questionnaires.  Although the responses were deemed to be confidential, the response rate was
low:  five questionnaires were received back from lessors and thirteen questionnaires were
received back from lessees.

After reviewing a newspaper article on the scarcity of industrial warehouse space,1

Bureau staff solicited comments on the contents of the Resolution from real estate analysts with
the firms of CB Richard Ellis Hawaii, Colliers Monroe Friedlander Inc., and Grubb & Ellis/CBI
Inc. to add a different perspective.  Finally, staff had various conversations with representatives
of both lessors and lessees, real estate appraisal firms, and financial institutions.

Organization

This opening chapter provides the direction and task set forth by Senate Concurrent
Resolution No. 89, S.D. 1, the scope of the study, and the methodology utilized in this study.
Chapter 2 provides background information regarding past efforts to address the problems faced
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by single-family and multi-family lessees and past attempts to address the problems faced by
commercial lessees by past Legislatures and the Council of the City and County of Honolulu.
Chapter 3 sets forth an analysis of the responses made to the disseminated questionnaires by
lessors and lessees of multi-family leasehold developments and conclusions.  Chapter 4 sets forth
an analysis of the responses made to the questionnaires by lessors and lessees of commercial and
industrial developments and conclusions.  Chapter 5 contains the Bureau's recommendations.

ENDNOTES

1. Isle warehouse space is getting scarce, Honolulu Star-Bulletin , August 21, 2003.
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Chapter 2

BACKGROUND AND PAST LEGISLATION

Single-Family Leasehold Reform

In 1967, in response to ideological forces fighting an oligopolistic land tenure system in
Hawaii and spurred on by more practical reasons of increasing lease rents on renegotiations, the
State Legislature enacted Act 307, Session Laws of Hawaii 1967, codified as Chapter 516,
Hawaii Revised Statutes.  Chapter 516, as amended over the years, allows lessees of long-term
leasehold interests in single-family residential development tracts the right to purchase the fee
interest of their residential lots through a condemnation process involving the fee simple
landowner and what is now the Housing and Community Development Corporation of Hawaii.
The latter party would condemn the fee interest, paying the fee owner fair compensation for the
fee interest and, in turn, sell the acquired fee interest to the leasehold homeowner.

Following extended litigation, in 1984 United States Supreme Court ruled in Hawaii
Housing Authority v. Midkiff,1 that Act 307 did not violate the United States Constitution.
Shortly thereafter, in Hawaii Housing Authority v. Lyman,2 the Supreme Court of Hawaii in like
manner found that Act 307 did not violate the state Constitution.  As a result over the last 25
years, the number of leasehold single-family residences fell from a high of approximately 28,000
to 4,600.3

Multi-Family Leasehold Reform

Following the successful effort in virtually eliminating the single-family leasehold system
in Hawaii, many owners of multi-family residential leasehold units facing lease rent
renegotiations, including cooperative housing corporations (i.e., "coops"), condominiums and
planned development housing, aspired to be able to purchase the fee interests under their multi-
family units.  Over the years, numerous bills were introduced to extend the right to purchase the
fee interest by multi-family unit leasehold owner, culminating in 1991 with two bills introduced
in the Legislature proposing mandatory leasehold conversion for multi-family units, or in the
alternative, giving the lessor the option of leasehold conversion or lease rent control. 4

Senate Bill No. 948, reciting many of the findings of Act 307, called for the mandatory
condemnation of multi-family units upon the application of 50% of the units in a development.
The then Housing Finance and Development Corporation, following a public hearing to assure
that a public purpose was being effectuated, would have the parties negotiate an agreed upon
value for the fee interest.  Absent agreement, the Housing Finance and Development Corporation
would determine the value of the fee interest, based upon the final positions of the parties, and
would then condemn the fee interest of the development and resell the fee interest to unit owners.
Where this bill departed from Act 307 was in the payment to the fee owner upon condemnation.
The fee owner would receive only 50% of the fee value for every unit; however, the fee owner
would retain a continued interest in the unit.  Upon the subsequent sale of the unit by its owner,
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the fee owner would receive 13% of the actual sale price or tax assessed value of the whole unit,
whichever was higher.  Senate Bill No. 948 was referred to the Committee on Housing and
Hawaiian Programs and was not reported out for Second Reading in the Senate.

Senate Bill No. 1255 which was also introduced in 1991, recited many of the same
findings that were contained in Act 307; however this bill gave the fee owner the option between
leasehold conversion or lease rent control.  Senate Bill No. 1255 required a threshold of at least
twenty-five (or more than 50%, whichever is less) of owner-occupants of a development to apply
for conversion.  This time, following a public hearing to determine whether a sale would
effectuate a public purpose and establishing the value of the fee interest by mutual agreement of
the parties or determination by the Housing Finance and Development Corporation, the fee
owner had the option to sell the fee interest at the value determined or keep the fee interest, but
any increases in rent would be limited to increases in the consumer price index.  In the event the
fee owner agreed to sell the fee interest, the price the fee owner received was 100% of the agreed
upon or determined fee value for each unit, plus an additional share in any appreciation in the
value of the fee interest if the unit was sold within twenty years of the conversion.  Initially, the
lessor would be entitled to all the appreciation, if any, if the unit was sold immediately upon the
conversion.  The lessor's share of the appreciation would be reduced by 20% for every two years
after the conversion until the ninth year.  Thereafter, the lessor's share in the appreciation would
remain at 10% until the end of the twentieth year.

Senate Bill No. 1255. S.D. 2, crossed over to the House of Representatives where its
contents were substituted for those of a similar House Bill No. 1982, H.D. 1 (which had earlier
passed out of the House).  The bill was passed by the House on Third Reading as Senate Bill No.
1255, S.D. 2, H.D. 1.5  The Senate and House conferees could not come to agreement on a final
version of the bill in conference during that Regular Session.

However, in 1991, the Honolulu City Council adopted Ordinance 91-95, which granted
multi-family residential leaseholders the right to purchase the fee simple interest to their units in
a condemnation procedure similar to Chapter 516, Hawaii Revised Statutes.  The new ordinance,
codified at Chapter 38, Revised Ordinances of Honolulu (hereafter "ROH"), provided that at
least twenty-five of all the condominium owners (defined as owner-occupants) or at least owners
of 50% of the condominium units within the development, whichever was less, could trigger the
condemnation process by the city Department of Housing and Community Development.
Following the inevitable court challenge, the United States Ninth Circuit Court of Appeals in
Richardson v. City and County of Honolulu6 held the ordinance did not violate the United States
Constitution.

In 2002, in Coon v. City and County of Honolulu,7 the Hawaii Supreme Court upheld the
validity of Chapter 38; however, in so doing, the Court held that rules promulgated to implement
Chapter 38, relating to determining the minimum number of applicants required to initiate the
conversion process violated Chapter 38 by impermissibly lowering the minimum number of
applicants required.  In order to trigger a condemnation, §38-2.2(a)(1), ROH requires
applications from at least twenty-five condominium owners within the development or at least
owners of 50% of the condominium units, whichever number is less.  Rules §2-3, promulgated
by the city Department of Housing and Community Development (hereafter the "Department")
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authorizes the Department to designate a condominium development eligible for condemnation
when it receives applications from twenty-five condominium owners by number, or 50% of the
condominium owners of a development, whichever is less.  Rules §1-2 and §38-2.2 (a)(2), ROH,
both define "condominium owners" to mean "owner-occupants," and not all the condominium
units in a given development are necessarily owner-occupants.  Therefore, while the ordinance
required at least twenty-five owner-occupants to trigger a condemnation, the rule simply required
50% of the owner occupants in a condominium development, which could be less than twenty-
five in number.  This prompted the City Council to attempt to amend Chapter 38 in 2002 by
introducing Bill 53, which would bring Chapter 38 in line with the liberal rules for triggering the
conversion process, making Chapter 38 as broadly applicable as possible.  However, this time
the proponents were met by a more organized effort by fee owner lessors seeking to keep the
conversion process comparatively narrow by excluding as many multi-family projects as
possible from the process established in Chapter 38.

In response to this opposition, Bill 53, after passing Second Reading, was referred back
to the Council's Executive Matters Committee where it remains.  Instead of moving Bill 53 and
continuing public discussion on this matter, the Council passed Resolution 03-69 which
established a Leasehold Conversion Task Group.  Basically, the mandate of the Task Group was
to review Chapter 38 and attempt to identify the issues perceived as unfair by either lessors or
lessees and to propose measures to eliminate or mitigate the perceived unfairness.  As amended
by further resolutions,8 the Task Group is now composed of six individuals representing the
interest of  lessors and six individuals representing the interests of lessees and led by a non-
member independent facilitator.  The Task Group facilitator is to submit a final report to the
Executive Matters Committee within six months of the Task Group's first meeting, which was
held on October 2, 2003, followed by a public hearing on October 31, 2003.

Commercial Property Leasehold Conversion

Echoing the same concerns that led to the passage of House Concurrent Resolution No.
312 (Regular Session of 1993) and are recited in Senate Concurrent Resolution No. 89 (Regular
Session of 2003), on March 31, 1998, Bill 46 was introduced in the Honolulu City Council
calling for commercial leasehold conversion.  The bill cited the findings of the concentration of
the fee title to commercial property being held by a few private landowners.  It further cited the
artificially high property values caused by wealthy international investors and the use of those
high land values by lessors to calculate master ground lease rents.  The bill went on to recite that
this situation has resulted in inflation, instability and economic disruptions on Oahu with
potentially damaging consequences to all members of the community.

Bill 46 would permit any one lessee who owns a commercial project, including hotels
and warehouses, to apply with the city Department of Housing and Community Development to
commence a condemnation process similar to Chapter 38, relating to multi-family leasehold
units.  Bill 46 passed First Reading and was referred to the Committee on Policy on April 8,
1998.  The bill was not heard in committee and was subsequently filed for no further
consideration on March 31, 2000, pursuant to Section 1-2.4, Revised Ordinances of Honolulu,
which sets a filing deadline on pending bills.
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Business Leasehold Task Force

As stated in Senate Concurrent Resolution No. 89 (Regular Session of 2003), in 1993, the
Legislature adopted House Concurrent Resolution No. 312, entitled "Convening a Task Force to
Study the Major Problems Facing Commercial Land Lessees."  The focus of the task force was
to determine:

• How many acres of land in Honolulu in hotel, commercial and industrial uses were
leasehold.

• Whether rents being renegotiated for such uses were economically feasible.

• How many hotel and small businesses were affected by high lease rents.

• Small businesses impact on the stability of the Hawaii economy and tax base.

• Where small businesses may relocate to lands with reasonable rents.

• Whether legislation capping lease rents or requiring the income approach to
appraising property was required.

Further, the task force was directed to work with the City and County of Honolulu in
overhauling its property value assessment methods.

The task force was comprised of forty-one persons representing a wide range of parties,
including small businesses, large landowners, commercial developers, and appraisers.  Four
public hearings were held on Oahu, one on Maui and one in Hilo.  Without reaching a concensus
on the issues raised by the Resolution or what to include in any final report, the members of the
task force decided on a report format that allowed individual statements by each member,
addressing the issues raised by the Resolution.  The report closed with five recommendations,
each of which, while not reflecting a concensus, was supported by a significant majority of the
task force members.  Those recommendations from the 1993 task force were as follows:

1. Laws should be enacted to ensure that arbitrators for lease rent renegotiation
arbitrations are selected through a double blind process, to ensure neutrality.

2. The Legislature should convene a task force consisting of representatives of
lessors, commercial and industrial lessees, and financial institutions to explore
methods to establish longer periods of known rents.

3. The general excise tax law should be amended to exempt amounts received by fee
owners from business and commercial lessees to pay real property taxes owed to
the counties.
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4. The Legislature should urge counties to review their tax assessment procedures
for conformity with the Uniform Standards of Professional Appraisal Practices.

5. The Legislature should enact legislation to designate the American Arbitration
Association to administer arbitration panels to determine the fair market rents at
the time of commercial and industrial leasehold rent renegotiations.

While none of the specific recommendations was ever acted upon, in 1998 the
Legislature enacted Act 180, Session Laws of Hawaii 1998, codified as Section 466K-4, Hawaii
Revised Statutes, which required all real estate appraisers who are licensed or certified to
practice in this State to comply with the current uniform standards of professional appraisal
practices when performing appraisals in connection with a federally or non-federally related real
estate transaction.  Ironically, in 1999 the Legislature enacted Act 287, codified as Section 466K-
4(b), Hawaii Revised Statutes, which specifically exempted real estate appraisers employed by
the counties to value real property for ad valorem taxation from the requirement of complying
with the uniform standards of profession appraisal procedures.  This was completely contrary to
recommendation 4 of the task force.

Related Legislation

During its Regular Session of 2000, the Legislature passed Senate Bill No. 873, S.D. 1,
H.D. 2, entitled "A Bill for an Act Relating to Real Estate Appraisals."  (See Appendix E.)  The
purpose of the bill was to amend Chapter 519, Hawaii Revised Statutes, which deals with lease
rent renegotiations for both commercial and residential leases.  In its final form, Senate Bill No.
873 provided that at the time of any rent renegotiation, if the lease rent renegotiated is based on
fair market value and is less than the rent currently being paid, that renegotiated rent will prevail
over any existing contract provision that bars the lowering of lease rent upon renegotiation.

Governor Benjamin Cayetano vetoed Senate Bill No. 873, S.D. 1, H.D. 2, declaring that
it violated the Contracts Clause in Section 10 of Article I of the United States Constitution.  The
Governor said that the bill, by attempting to statutorily override the "not less than" clause in a
lease contract, was an unconstitutional attempt to impair the obligations of a contract.  (See
Appendix F for Governor Cayetano's veto Proclamation and Statement of Objections to Senate
Bill No. 873.)

In an Attorney General's opinion issued on April 20, 2000 (see Appendix G), which the
Governor relied upon in vetoing the bill, the Attorney General stated that the prohibition in the
Contracts Clause is not absolute, however, there had to be some limits on the power of the State
to abridge existing contractual obligations.  In its opinion, the Attorney General quoted from the
decision of the Hawaii Supreme Court in Applications of Herrick & Irish9 as follows:

In deciding whether a state law has violated the federal constitutional prohibition against
impairment of contracts, U.S. Const., art. I, §10, cl.1, we must assay the following three
criteria:  (1) whether the state law operated as a substantial impairment of a contractual
relationship; (2) whether the state law was designed to promote a significant and
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legitimate public purpose; and (3) whether the state law was a reasonable and narrowly-
drawn means of promoting the significant and legitimate public purpose.

The Attorney General noted that the only public policy stated in Senate Bill No. 873,
S.D. 1, H.D. 2, was "The legislature finds that it is in the public interest that the lease rent and
sublease rent should be based on the fair market value of the land."  Not only was the stated
purpose insufficient, but the Attorney General pointed out that in the final version of the bill, any
savings that a ground lessee received, as a result of proposed changes in the bill, did not pass
through from the lessee-sublessor to a sublessee.

In response, the following year, during the Regular Session of 2001, House Bill No. 1131
(see Appendix H) was introduced.  In section 1 of the bill, which took up the first four pages of
the bill, the authors of the bill cited all of the historic problems stemming from the concentration
of fee ownership of land in a small handful of owners and the leasehold system of property
tenure in Hawaii.  It further recited the artificial inflation of land values due to international
investors and the use of these inflated values in determining ground lease rents.  While land
values have fallen from the inflated heights, according to the bill, lease rents remain higher than
present fair market value can support, due to the "not less than" clause in many lease contracts,
thereby negatively impacting the entire State economy.

House Bill No. 1131, H.D. 1, which provided that a lease rent based on fair market value
determined by appraisal that is less than the lease rent currently being paid shall prevail over any
existing contract provision that bars the lowering of lease rent upon renegotiation, passed out of
the House but was not reported out of the Senate Committee on Commerce, Consumer
Protection and Housing.  (Apparently, the Chairman of the committee relied upon another
opinion by the Attorney General, dated March 22, 2001, which basically reiterated its earlier
opinion that this bill violated the Contracts Clause by substantially impairing contractual rights
and obligations without furthering a significant public purpose by reasonable and narrowly
drawn means.  See Appendix I.)

Not to be deterred, proponents of commercial leasehold relief returned in 2002 in support
of House Bill No. 2245.  Basically, the same findings and purpose contained in the previous bill
calling for commercial leasehold relief were recited in section 1, this time covering the first eight
pages of the bill and also citing the negative impacts on the State's economy caused by the
terrorist attack of September 11, 2001.  In its final form, House Bill No. 2245, H.D. 1, S.D. 1
(see Appendix J) provided that, notwithstanding existing lease provisions, any lease that had its
lease rent renegotiated after January 1, 1990, shall be allowed a one-time adjustment at the
option of the lessee to reflect present fair market value.  This "one-time correction"10 was to
prevail over any existing contract provision to the contrary.  Any one-time reduction in ground
lease rent to a lessee/sublessor was to be passed on to any existing sublessee.  Further, fair
market values were to be derived by the use of uniform standards of professional appraisal
practice.

House Bill No. 2245, H.D. 1, S.D. 1 made it to a Conference Committee; however,
another Attorney General's opinion, dated April 11, 2002 (see Appendix K), found that this bill
also resulted in an unconstitutional impairment of contractual obligations and relationships.  The
bill was not reported out of Conference Committee.
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Again in 2003, proponents of leasehold relief refitted House Bill No. 2245, this time in
the form of Senate Bill No. 905 (see Appendix L).  In its latest metamorphosis, the bill cited
findings covering the first eleven pages of the bill, expanding on previous descriptions of the
inherent problems facing lessees and the resultant negative impacts to the State's economy.
Senate Bill No. 905 again called for a one-time correction in lease rents to prevail over any
existing contract provisions and required the passing down of any reduction in ground lease rent
to any sublessee.  However, new provisions in the bill:  made the one-time correction apply only
to leases that were in effect on January 1, 1985, and had a rent renegotiation subsequent to
January 1, 1990; did not permit the one-time corrected lease rent to be lower than the lease rent
prior to January 1, 1985; and had a "drop dead" clause automatically repealing it on
December 31, 2006 or three years after a final court decision upholding its validity, whichever
occurs later.  An almost identical bill, except for the findings and purpose language in the first
section and some minor other differences was also introduced as Senate Bill No. 903.

Both Senate Bill No. 903 and Senate Bill No. 905 were referred to the Senate Committee
on Commerce, Consumer Affairs and Housing where they have not been heard and remain
carried over to the 2004 Regular Session.  Instead, Senate Concurrent Resolution No. 89, S.D. 1,
that called for the subject study was reported out of the Committee on Commerce, Consumer
Affairs and Housing, adopted in the Senate and later adopted in the House without amendment.

ENDNOTES

1. Hawaii Housing Authority v. Midkiff, 467 U.S. 229 (1984).

2. Hawaii Housing Authority v. Lyman, 68 Haw. 55 (1985).

3. For an analysis of the history of single-family leasehold housing in Hawaii, see Sumner J. La Croix, James
Mak and Louis A. Rose, "Single Family Leasehold Housing in Hawaii:  An Analysis of its Rise and Fall,"
Working Paper No. 93-13, July 23, 1993.

4. Senate Bills Nos. 948 and 1255, Regular Session of 1991.

5. House Journal, Regular Session of 1991, page 1278.  For purposes of economy, since Senate Bill No. 1255 in
all its drafts exceeded 90 pages, it, along with Senate Bill No. 948, was not included in the appendices.

6. Richardson v. City and County of Honolulu , 124 P.3d 1150 (1997), cert. den. 525 U.S. 871 (1998).

7. Coon v. City and County of Honolulu, 98 Haw. 233 (2002).

8. City Council Resolution 03-244 and 03-278.

9. Applications of Herrick & Irish , 82 Haw. 329, 340 (1996).

10. House Bill No. 2245, H.D. 1, S.D. 1, Regular Session of 2002, p. 11, line 5.
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Chapter 3

RESIDENTIAL LEASEHOLD QUESTIONNAIRE ANALYSIS

Multi-Family Residential

The Bureau received only two responses to the questionnaire relating to multi-family
residential leases.  One response came from a ground lessor for one single project and the other
response was from a representative of residential lessees covering three separate projects.  All
the projects were located in urban Honolulu.  Of the four projects, three were cooperative
housing projects with leases that were entered into in the late 1950s and the fourth was a
residential condominium project with a lease that was entered into in the late 1960s.  Two leases
were ground leases and two were ground subleases.  The initial fixed rent terms varied from
twenty to thirty years.  Three of the leases had a fixed step-up rent increase half way through the
initial fixed rent term, varying from 15% to 30%.  The fourth lease, which was also the oldest,
had one initial twenty-year term without any increase and the lowest initial lease rent.

In this essentially retrospective review, the most glaring common fact in the four leases is
the low front-end lease rents.  The lowest rent started at $10 per month and the highest (and also
the latest lease) at $23 per month.  (While the questionnaire did not specifically request that
average apartment lease rents be provided, we assume for the study that the responses referred to
average lease rents per multi-unit projects.)  Accordingly, an original lessee in the oldest and
least expensive leasehold project paid a total of $2,400 in lease rent for the first twenty years of
the lease.  The most expensive lease started at $20 per month with a 15% step-up in rent after the
first ten-year term for another ten years, paying a total lease rent for the first twenty years of
$5,160.

The first rent renegotiation for each of the four projects took place in 1982, 1984, 1989
and 1992, respectively.  With the Japanese bubble phenomenon extending from 1985 to 1990,
only the 1989 renegotiation took place during that period.  Due to the low front-end lease rents
prior to renegotiation and the land value inflationary period during the 1960s, 1970s, and 1980s,
perhaps it could have been anticipated that the renegotiated increases in rent could range from
946% to 4,150%.1  The highest jump not surprisingly was in the increase of the lease rent of $10
per month for the first twenty-year term to a new renegotiated rent of $415 per month.

What was interesting is that the renegotiation that took place in 1989, in the midst of the
Japanese bubble, had the lowest percent increase of the four projects.  Two of the other
renegotiations took place before the bubble period and the fourth took place two years after the
bubble.  Outwardly, it would appear that the Japanese bubble had no effect upon these rent
renegotiations.  However, there may have been some lingering evidence of the Japanese bubble.

All four leases have now gone through a second rent renegotiation.  The first project to
renegotiate for the second time, in 1999, saw a 40%, or 4% per year, increase for the next ten-
year period.  The last project to renegotiate the second time, in 2002, saw a 42% reduction in its
lease rents.  The other two projects which renegotiated for the second time, in 1992 and 1994
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respectively, had their rents remain unchanged.  Unlike the project that last renegotiated for the
second time, the latter two projects contained a clause that did not permit the new renegotiated
lease rent to be less than the rent for the previous term (the "not less than" clause).  Accordingly,
between 1992 and 2002, the project last to renegotiate a second time saw a reduction in its
underlying land value of 42%.  Without further facts, it is uncertain whether that project faced
special or different circumstances than the other two projects that entered into their second
renegotiations in 1992 and 1994 or whether those two projects would have benefited by the
"burst" of the Japanese bubble had it not been for the "not less than" clause in their leases.

At any rate, other questions were raised by the responses to the questionnaires which are
beyond the scope of this study.  First, of the four leases in question, two are ground leases and
two are ground subleases.  With regard to the ground subleases, is there a "sandwich" position,
some party with a financial interest, who is reaping a benefit at the expense of the lessees paying
the lease rents?

Another question relates to the low front-end lease rents.  While the equities at first
glance would appear to lean to the landowner lessor accepting low front-end rents, perhaps to
stimulate the sales of the multi-family units, did the lessors receive any kind of a premium, either
an upfront cash premium or, as was typical in many cases, an in-kind premium of a dwelling unit
within the finished development from the developer?

ENDNOTES

1. Sumner J. La Croix, James Mak and Louis A. Rose, "Single Family Leasehold Housing in Hawaii:  An
Analysis of its Rise and Fall," Working Paper No. 93-13, July 23, 1993, p. 27, footnote 74.  The authors state
that price appreciation on land was unavailable; however, single-family home appreciation provides indirect
evidence of high per year increases.  Further, note that this survey addressed single-family and not multi-
family units.
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Chapter 4

COMMERCIAL LEASEHOLD QUESTIONNAIRE ANALYSIS

Introduction

A total of eighteen responses were received by lessors and lessees of commercial or
industrial properties.  Five of the responses were from lessors and thirteen responses were from
lessees.  Of the responses from lessees, two involved ground leases by a single lessee/user while
the other responses involved ground leases of commercial retail or office developments which in
turn were sublet to space sublessees.  With the exception of one lessor with land holdings on
three different islands, the responders were all located on Oahu.

In response to inquiries arising from an article on industrial property vacancy rates, two
responses were received from real estate analysts of real estate firms in Honolulu.  In addition to
the questionnaire responses, information and data were received from lessees relating to the
scarcity of fee simple commercial and industrial properties in the City and County of Honolulu.
From the other side, an economic impact report provided by a lessor addresses some of the
claims and statements contained in Senate Concurrent Resolution No. 89, S.D. 1.  Finally,
information from the latest Quarterly Statistical & Economic Report, Executive Summary, issued
by the Department of Business, Economic Development and Tourism in September 2003 is
reviewed.

In separate parts in this chapter, we will analyze the questionnaire responses from lessors
and the responses from lessees, and the information provided by the real estate analysts.  We will
then address the information provided relating to the scarcity of available fee simple commercial
and industrial land in Honolulu and the findings of the economic impact report.

Analysis of Lessor Responses

Of the five lessors that responded to the questionnaire, two were large landowners with
extensive land holdings in industrial and commercial properties.  Another lessor was more
oriented to commercial space renting on short-term leases, while the remaining two were
generally owners of improved commercial properties under long-term leases.

All lessors indicated that vacancy rates they were experiencing were very low, ranging
from 1% to 5%.  However, in response to a question as to whether they anticipated applying for
land entitlements for the further development of more commercial and industrial land, three of
the lessors indicated plans for such expansion.  One large landowner lessor indicated that further
expansion in industrial properties would probably be sold in fee simple rather than leased.
Another lessor planned future development of commercial and industrial lands but indicated that,
in keeping with its present operations, the additions would be leased on short-term space leases
rather than long-term ground leases.  The other two lessors, while recognizing the demand for
commercial and industrial land, had no present plans for expansion.  One lessor cited the high
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costs to construct new facilities in contrast to what it considered modest ground lease rents and
space rents for reasons not to move forward with further development.

One of the lessors operated primarily with relative short-term space leases.  In this case,
the typical leases extended from two to five years with annual or biennial rent increases.  The
rent step-ups ranged from 2% to 5% or were tied to the consumer price index.

The lessors leasing land on long-term ground leases stated that the leases generally
ranged from thirty-five to fifty-five years, with a fixed rent for the first ten to twenty years.
Thereafter, rents were renegotiated on the basis of the fair market value of the unencumbered
land multiplied by a rate of return of between 6% and 8%.  Lease rents increased substantially on
those ground leases that began in the 1960s and 1970s, with leases entered into in the 1980s
experiencing lesser increases.  In recent years, lease rents have remained the same or, in some
cases, have been reduced.

One lessor indicated that between 1961 and 1998 its rents increased at an average rate of
790% for the thirty-seven-year period.  However, it also reported that its real property tax
assessments increased at an average rate of 1,077% for the same period.  On the first
renegotiated rent period, average rents increased 100%; however, real property tax assessments
increased by an average of 150%.  Another lessor also stated that average increases in
renegotiated lease rents were less than average increases in real property tax assessments.

With regard to the "not less than" clause, most lessors reported that their leases contained
such a clause.  A standard response was that the clause was mutually agreed to by the lessor and
lessee.  One lessor responded that the lessor's costs of doing business, e.g., debt service, taxes,
maintenance costs, and employee wages and health benefits, never go down, so the lessor cannot
afford to have its lease rent income go down.  On the other hand, most of the lessors
acknowledged the flat economy of the recent past and expressed a willingness to work with their
lessees.  In some cases, lessors claimed to have granted rent rebates and future reductions of
lease rents to retain good lessees.

Not surprisingly, all the lessors spoke up emphatically and unanimously in response to
the last two questions in the lessor questionnaire relating to any prevalent problem in the
commercial leasehold industry and the need for legislative action.  The responding lessors felt
that if there was any prevalent problem in the commercial leasehold system, it is a
misunderstanding that the lessors are the sole beneficiaries of the commercial leasehold system
at the expense of their lessees.  In business, there are always risks which any good
businessperson will realize, anticipate and formulate contingent plans against.  All commercial
lease contracts are mutually negotiated and entered into by experienced lessors and lessees.
Lessors point out that no lessee is forced into a lease agreement.

The lessors all point out that, particularly with long-term ground leases, the lessees are
the beneficiaries of low-fixed front-end lease rents.  In both commercial and industrial leases
many times the lessee will create a "sandwich position" by subletting space leases to sublessees
in excess of the ground lease rent, thereby enjoying an income stream in which the lessor does
not normally participate.  Further, the lessors point out that, in many commercial lease situations,



COMMERCIAL LEASEHOLD QUESTIONNAIRE ANALYSIS

15

the lessee/sublessor will collect an additional rent in the form of a percentage rent that is tied to
the sublessee's gross sales.  Again, the lessor does not participate in this percentage rent and is
left with a low fixed front-end lease rent.

According to the lessors, during this period of low fixed front end lease rents, while the
lessee was enjoying the benefits of the ground lease, a prudent lessee should have anticipated
that real estate values would increase and should have set aside a reasonable reserve in the same
manner that the lessee would for the replacement or renovation of improvements.  (The same
point could be made in the case of multi-family leasehold situations, particularly in the case of
cooperative housing corporations.  A prudent board of directors could have set aside a rent
reserve in the same manner that it would for capital maintenance and improvements.)

Additional benefits that the commercial or industrial lessees enjoy include the
preservation of capital by not having to invest in a fee simple acquisition, thereby freeing up
capital for investment in the business rather than in non-income producing real estate.  Further,
the lessors point out that a ground lease provides the lessee with flexibility, allowing businesses
to change their land requirements without the need to sell or dispose of an illiquid asset as the
demands for capital, space and other business needs change.

With regard to the need for any legislative action, again as anticipated, the lessors
responded emphatically and unanimously in the negative.  All lessors agreed that government
should not interfere in private mutually agreed to contractual arrangements.  Market forces and
not government action should prevail.  Aberrations in the market place, such as the Japanese
bubble, can be and have been met through existing legal processes, including negotiations,
arbitration and mediation.  Further, since the United States Constitution, as was repeatedly
pointed out by the State Attorney General, does not permit the passage of laws impairing the
obligations of contracts, any new legislation must be prospectively applied.  Finally, any
legislative action in this field could undermine the foundations of business and eliminate any
incentive for future long-term and substantial capital investment in Hawaii.

Analysis of Lessee Responses

Of the thirteen responses from lessees, two appeared to be from ground lessees who are
actually occupying and using the leased premises, while the remaining eleven are from ground
lessees of commercial developments who in turn sublease space to commercial sublessee/tenants.

Of the lessees who are in a direct lease and actually using the leased premises, one lease
is for a term of twenty-five years, commencing in 1996, with the first five years at a fixed rent,
the next ten years with 3% per year step-ups in rent, with the final ten years rent to be
renegotiated in the year 2012.  With a renegotiation period in 2012, the Japanese bubble would
appear to be of no relevance in this case; however, the lessee claims that its present fixed rent
with step-ups starting in 1996 reflected a lingering Japanese bubble effect on real estate
valuations.
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A second direct lessee user of industrial property had a fifty-year lease commencing in
1982, with rent fixed for the first ten years and renegotiated in 1993.  The rent increased by
130% on renegotiation; upon appeal to the landlord, the rent was reduced by approximately 17%
in the eighth year of the first ten-year renegotiated period.  The lessee claimed that the lingering
Japanese bubble effect affected its renegotiation in 1993.  This lease does not have a "not less
than" clause, and conceivably could be reduced even further during the second renegotiation
presently taking place.

The other eleven lessee responses were from lessees of commercial retail and office
developments that, in turn, sublet space in the leased premises to sublessees.  However, two of
these lessee responses differed from the remaining nine.  The first of these leases was unusual in
that, although the term of the lease, commencing in 1986, is for sixty-three years, the lease rent
for the entire term of the lease is determined by an agreed upon rent step-up schedule.  The step-
ups during the first twenty-three years of the lease vary from 14% up to 50%, with the last forty
years having step-ups of 20% every five years or four percentage points per year.  While the
initial term of the lease commenced in the midst of the Japanese bubble years, no comment is
made by this lessee of the Japanese bubble effect on setting the initial lease rents.  However, the
lessee does express concern over the 20% step-ups every five years commencing 2009.  It should
be noted that this particular development was initially developed by another lessee and the
present lessee is an assignee of the lease who presumably purchased it fully aware of its terms.

Another of these lessee responses related to the ground lease of a retail shopping center,
which initially set a fixed minimum lease rent versus 10% of the gross lease rents collected from
sublessees.  However, this lease was renegotiated in 1991, removing the 10% of gross lease rents
provision and setting a fixed step-up schedule for the first thirty-five years of the amended lease,
with the step-ups averaging 3% per year then up to 6% per year during the last ten-year fixed
rent period.  The first renegotiation in this amended lease takes place in 2017.  While the lease
was amended in 1991 to remove the 10% of gross provision and established fixed rents until
2017, no complaint is raised of any Japanese bubble effect inflating the negotiated new fixed
rents.

The remaining nine responding lessees had leases that had similar structures.  The leases
ranged from fifty to sixty-five-year terms, commencing between 1968 and 1989.  Many of the
leases had an initial one- or two-year development period with a low rent, allowing the lessee to
either develop or renovate the retail property and build up tenancies.  Following the development
period, all the leases had front end fixed lease rents for periods ranging from twenty to twenty-
five years; some lease rents remained the same for the entire period and about half had a step-up
in rent of 20% to 100% for the last half of the fixed rent period.

Lease rent renegotiations occurred starting in 1989 and through the early 1990s.  All
lessees encountered substantial increases in lease rents upon renegotiation based on a prevailing
return on the fair market value of the subject property.  The increases in the renegotiated lease
rents ranged from 150% to 1400%.  However, in spite of the bulk of the renegotiations taking
place in the early 1990s, with one exception, none of the responding lessees blamed any
lingering effects of the Japanese bubble for the substantial increases.
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Most of these leases had a "not less than" clause and some have already gone through
their second renegotiation, experiencing modest increases for the second renegotiated period.
However, in one lease without the clause, the lessee received a 20% reduction in the lease rent.
Another lessee received a reduction of about 33% in lease rent because, astutely, the lessee
negotiated a "not less than" clause for the new lease rent to be not less than the last fixed rent
rather than the just prior renegotiated rent.

With the majority of these remaining nine leases already through one renegotiating
period, all the lessees claim that their lease rent costs have risen at a much higher rate than their
other costs of doing business.  They cite their lease rent cost at between 14% and 66% of their
total costs of doing business, with most in the 50% range.

In response to a question as to any prevalent problem in the commercial leasehold
system, again with one exception, none of the responding lessees raised the problem of the
Japanese bubble effect.  Most lessees raised the fact that there was an oligopoly of a few
landowners that owned and controlled the bulk of the commercial and industrial zoned land on
Oahu.  A common complaint was the lack of fee simple land being available for purchase.
Further, due to the dearth of fee simple transactions, the few comparables that are available for
use in renegotiating lease rents are inflated.  In fact, one lessee pointed out that, due to the few
transactions in one part of Oahu, the only comparables available in renegotiating its lease rent
were other properties owned by the same lessor.

Most responding lessees urged the passage of legislation calling for commercial
leasehold reform, permitting them to purchase the fee simple interest of the lands they are
presently leasing, similar to Act 307 benefiting single-family homeowners and Ordinance 91-95,
benefiting multi-family homeowners.  In the alternative, they urge the passage of legislation
permitting the one-time reopening and renegotiating of lease rents, a "not less than" clause
notwithstanding (Senate Bill No. 903, introduced in the Regular Session of 2003).

Real Estate Analysts Responses

Following a review of a newspaper article relating to the extremely low vacancy rates of
industrial properties (the article cited industrial space vacancy rates at between 2.5% and 4.5%
and dropping),1 inquiries were made to the real estate analysts that were quoted in the article as
to whether the present situation with the scarcity of available industrial space was in any way
attributable to the Japanese bubble.

Both analysts that replied felt that the Japanese bubble had minimal, if any, effect on the
present real estate situation.  While the Japanese bubble did raise land values in the late 1980s, it
burst in 1990, and over time, land values have returned to normal rational levels, levels that are
appropriate to today's real estate markets.

The main cause of the lack of industrial properties and the climbing of industrial lease
rents is the lack of supply of desirable near town industrial properties.  While rents are climbing,
they are not yet at a level that would encourage the development of more industrial properties.
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Further, much of the existing industrial inventory is old, dilapidated, and in need of renovation or
redevelopment.  Lease rents would have to increase significantly higher to allow landowners a
reasonable return on any investment in developing new or renovating existing industrial space.

City and County of Honolulu
Real Property Tax Data

A review of some of the data gleaned from the real property tax records of the City and
County of Honolulu would appear to support the view that land holdings, especially leasehold
land, is concentrated in a small handful of owners.2  (For report containing data see Appendix
M.)

Abstracting the number of parcels on Oahu that are designated for commercial or
industrial use for real property tax purposes, the report shows that, for all parcels, so designated,
1,657 or 50.2% are held in fee simple and 1,647 or 49.8% are subject to a lease.3  Taking a sub-
market of Oahu, less Wahiawa, the entire North Shore or Koolauloa, and the Leeward or
Waianae district, the percent of fee simple to leasehold switches slightly with 49.7% held in fee
simple and 50.3% in leasehold.  Accordingly, about one-half of all commercial and industrial
designated parcels are held in fee simple and half under a lease.

Looking at the ownership of the commercial and industrial parcels in the sub-market
described above, in total, the five largest landowners control 38.79% of such parcels; however,
looking only at those so designated parcels under leasehold, the top five landowners control
73.83% of all leasehold commercial and industrial designated parcels. (A single landowner -- the
State of Hawaii -- is the largest landowner of leasehold parcels with 49.88% ownership, leaving
23.95% to the next four largest private landowners.  On a square foot basis, the top five
landowners own 76.44% of all leasehold commercial and industrial designated land in this sub-
market.  However, on a square foot basis, 64.8% of this leasehold land is owned by a private
landowner, with the State of Hawaii owning 11.7% of this leasehold land.)

Looking at commercial and industrial designated parcels in smaller sub-markets, the
ownership of leasehold parcels become more concentrated.  A review of land tenure in tax Zone
1-1 which includes the Moanalua, Mapunapuna, and airport areas shows that the commercial and
industrial designated parcels are held 44% in fee simple and 56% in leasehold.  However, the top
five landowners of leasehold parcels control 79.64% of those leasehold parcels (again, however,
the State of Hawaii owns 60.49% of those parcels leaving only 19.15% to the next four largest
landowners.  On a square foot basis, the top five landowners own 82.43% of all leasehold
commercial and industrial designated land in this sub-market, with the State of Hawaii owning
43.19% of this leasehold land.)

Looking at Zone 1-4, which includes the Windward communities of Kaneohe, Kailua and
Waimanalo, of all commercial and industrial designated parcels, 37.1% are held in fee simple
and 62.9% in leasehold.  The top five landowners of the leasehold parcels in this sub-market
control 83.93% of those leasehold parcels (this time, without the State being among the top five
landowners.  On a square foot basis, the top five landowners own 92.95% of all leasehold
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commercial and industrial designated land in this sub-market, this time with the City and County
of Honolulu owning 51.94% of this leasehold land.  While the City did not own many separate
parcels, it owns a substantial portion of the total square footage in this sub-market.)

Similarly, looking at Zone 1-9, which includes the Ewa district, including the
communities of Aiea, Pearl City, Waipio, Kapolei and Ewa Beach, of all parcels designated for
commercial or industrial use, 69.2% are held in fee and 30.8% are in leasehold.  The top five
landowners of all the leasehold parcels in this sub-market control 84.94% of those parcels (again,
without the State among the top five landowners.  On a square foot basis, the top five landowners
own 95.07% of all the commercial and industrial designated land in this sub-market, with neither
the State or City owning any substantial portion of the land in this sub-market.)

In summary, the City data supports the position held by many lessees regarding a
concentration of leasehold commercial and industrial properties owned and controlled by a small
handful of landowners.  Roughly half of all commercial and industrial parcels in Honolulu are
held in leasehold, and of those leasehold commercial and industrial parcels, ownership is
concentrated in the hands of a few large landowners, including the State of Hawaii.

Economic Impact Report

In response to our questionnaire, one lessor submitted an Economic Impact Report on
Commercial and Industrial Lease Rent Issues, prepared by SMS, dated October 2003 (see
Appendix N).  The SMS study addressed the following claims contained in Senate Concurrent
Resolution No. 89:

• Hawaii businesses are suffering, and as a consequence are cutting employment and
capital expenditures.

• Hawaii businesses are failing at high rates.

• Ground rents have risen at disproportionately high rates, leading lessees to pay an
exorbitant share of their revenues for lease rents.

• Lease rents are at levels that cannot be supported by the "economic uses" of the
properties.

The scope of the report was to assess the above claims and determine whether the
leasehold system in commercial and industrial properties had general impacts on the State's
economy.  The study utilized data that was generally available to the public.

With regard to employment, the report cited data indicating that locally wages have been
growing at rates well above inflation.  Further, Hawaii's unemployment rate remains well below
the United States' average.
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The data further found that bankruptcies in Hawaii were substantially lower than the
national average.  Bankruptcy filings in Hawaii have declined since 1998, and continue to
decline.  At the same time, business bankruptcy filings have declined since 1998.  On the other
hand, business expectations and confidence appear to be on the rise.

Broadly, lease rents for industrial and office space declined during the 1990s; however,
they have since increased to levels circa 1990, but with inflation factored in, they remain at about
60% to 65% of 1990 levels.  Further, upon reviewing the costs of doing business in Hawaii, the
study determined in contrast to the responses to our questionnaire by lessees, that lease rents did
not appear to be a major cost component for businesses in the State.  The data cited indicated that
the rise in lease rents was at a slower rate than inflation or the rise in real property taxes.

In response to the last claim made in the Resolution, the report retorts that, if lease rental
were not supportable, leased spaces would be empty, which they are not.  Industrial, office and
retail space vacancies remain low, which means businesses are sustaining existing lease rents.

In closing, the SMS report responds to the call for leasehold reform for commercial and
industrial properties by stating, "Although Hawaii is often characterized as unfriendly to
business, it still offers a stable economic and legal setting for investors.  If, however, it appears
that existing and future commercial contracts can be revised by legislative fiat, rather than
negotiations by the contracting parties, the investment climate is far less stable."4

A review of the latest Quarterly Statistical & Economic Report, Executive Summary,
issued by the Department of Business, Economic Development & Tourism in September 2003,
supports many of the findings in the economic study. 5

Some of the conclusions in the executive summary are:

• "Hawaii's economy is doing relatively well.  It continues to be helped through
otherwise slow times by strong investment in construction and real estate.  Hawaii is
currently among the leading states in personal income growth and is below the
national average in unemployment."6

• "Hawaii's civilian employment grew at a strong 4.0 percent growth rate in the second
quarter of 2003 or 22,150 more persons employed than in the second quarter of
2002...(while) the unemployment rate declined from 4.4 percent to 4.0 percent from
the second quarter of 2002 to the second quarter of 2003 (cite omitted)."7

• "Personal income continued to grow at a strongly positive rate during the first quarter
of 2003 (the period for which the latest data are available from the Bureau of
Economic Analysis) measured over the first quarter of 2002."8

• "The number of visitors arriving by air was down 4.7 percent in the second quarter of
2003 from the second quarter of 2002...(however) Hotel occupancy rates rose 0.1
percentage point from 67.5 percent in the second quarter of 2002 to 67.6 percent in
the second quarter of 2003 (cite omitted)."9
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• "Indicators of Hawaii construction industry activity was mostly positive for the
second quarter of 2003...The contracting tax base, which measures construction
activity subject to the general excise tax, increased by 11.2 percent from the second
quarter of 2002 to the second quarter of 2003 (cite omitted)...The value of residential
building permit authorizations was up 40.5 percent statewide for the second quarter of
2003 (cite omitted)...Wage and salary jobs in the construction industry increased
statewide in the second quarter compared to 2002.  Construction jobs were up about
7.6 percent from the second quarter of 2002 to the second quarter of 2003 (cite
omitted)."10

• "The total number of (Hawaii) bankruptcy filing decreased by 6.4 percent in the
second quarter of 2003 compared to the second quarter of 2002 (cite omitted)."11

ENDNOTES

1. "Isle Warehouse Space Is Getting Scarce, Honolulu Star-Bulletin, August 21, 2003.

2. The data referred to is contained in a report entitled The Concentration of Land Ownership on Oahu, Relative
to Fee Simple and Leasehold Tenancy, prepared by Data@Work, dated November 15, 2003.

3. It should be noted that these numbers refer to separate parcels of land for real property tax purposes, and do not
indicate acreage or square footage.  In later paragraphs of this part, there will be separate references to square
footage.

4. Id. at p.13.

5. Quarterly Statistical & Economic Report, Executive Summary, September 2003,
(http://www.hawaii.gov/dbedt/qser/index.html).

6. Id. at p. 3.

7. Id. at p. 12.

8. Id. at p.14.

9. Id. at p. 19.

10. Id. at p. 22.

11. Id. at p. 25.
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Chapter 5

CONCLUDING OBSERVATIONS

Senate Concurrent Resolution No. 89, S.D. 1 (2003), requested that the Bureau to study
problems facing lessees.  The Bureau sent out questionnaires to various lessees and lessors of
multi-family residential leaseholds and commercial leaseholds, and also reviewed information
from real estate analysts who agreed to assist the Bureau, real property tax data from the City and
County of Honolulu, an economic report prepared by SMS research, and the latest Quarterly
Statistical & Economic Report prepared by the Department of Business, Economic Development
and Tourism.

1. With respect to multi-family residential leaseholds, as a practical matter, the most
active arena at present is the Honolulu City Council, which has established a Task
Group that includes many interested parties on both sides of the issue of multi-
family leasehold conversion. 1

2. The primary question being debated by the Task Group members concerns the
number of owner-occupants or total multi-family units in a development that should
be necessary to trigger the residential leasehold conversion process under the
county’s ordinance.  The lessees want to lower the required threshold, thereby
potentially enabling more multi-family projects to convert to fee simple.
Conversely the lessors want to require a higher threshold, which would more
strictly limit the number of qualifying projects.

3. At the same time, lessee proponents will almost certainly continue in their efforts at
the Legislature to enact a law authorizing one-time renegotiation of lease rent,
whether or not the lease contains a "not less than" clause that prevents a
renegotiated lease rent from being lower than a pre-set level.  The intent of the
statutorily mandated renegotiation is to offset the perceived effect of the Japanese
"bubble" that lessees contend raised real property prices in Hawaii to artificial
levels with a corresponding impact on lease rents.  This could benefit the lessees of
certain multi-family units.  Lessors contend, however, that with the passage of time,
even these perceived inequities may be removed if real estate values continue to
appreciate.  As the recent low interest rates have pushed new and resale purchases
of single-family and multi-family units to greater heights, the value of the
underlying fee simple property may similarly continue to increase.2  If this holds
true, lessors believe that the "not less than" clauses may become irrelevant in future
lease rent renegotiations.

4. With respect to commercial and industria l leaseholds, the responses received from
lessors, lessees and the real estate analysts consulted, indicate that while the
Japanese "bubble" may have negatively impacted the leasehold system in the past, it
presently appears to have minimal, if any, continuing effect.  While the majority of
lessee responses cited the "not less than" clauses as the main problem in their
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leases, none claimed the Japanese bubble effect as a major problem in a rent
renegotiation, although two lessees claimed it had an effect on the determination of
the initial lease rent charged in their leases.  However, while some lingering effect
of the "bubble" may remain, as evidenced by the two commercial leasehold
examples discussed in a previous chapter where commercial lease rents were
reduced upon a second renegotiation, even this lingering effect will probably be
removed if the real estate market continues to improve.

5. According to the real estate analysts and the SMS economic study, lease rents are
probably "right where they should be".  In fact, with regard to industrial properties
and the present low vacancy rate, lease rents are going up but will have to climb
significantly before justifying investment for the development of additions to and
renovation of existing inventory.

6. According to the SMS economic impact study, lease rents are not a major
component of doing business in Hawaii.  This is, however directly contradicted by
the responses received from some lessees who reported that their lease rents were in
excess of 50% of their costs of doing business.  Only a small percentage of
questionnaires mailed to lessees were returned.  It is possible that lessees who are
being substantially impacted by lease rents in the operation of their business were
more inclined to respond.  However, there can be no doubt that at least some lessees
find their present lease rents to be a heavy burden.

7. According to real property tax data from the City and County of Honolulu, in
certain areas of Oahu, a small handful of large landowners (including in some cases
the State and the City), control a high concentration of commercial and industrial
leasehold properties.  This has caused, according to some of the lessee responses,
problems in renegotiating lease rents due to the shortage of comparable fee simple
transactions to use to establish fair market values.

8. There is no question that there are lessees who are being heavily impacted by the
leasehold tenure system in commercial and industrial properties.  However,
indications from the Department of Business, Economic Development and Tourism
(DBEDT) are that overall, business in Hawaii appears healthy at this time.3

According to DBEDT, recent private sector construction activity, particularly in
single-family and multi-family construction, projected federal spending for
improving military facilities, and a rebounding visitor industry following the Iraq
hostilities and the SARs epidemic all point to a positive future business
environment for Hawaii.

9. One of the main problems that lessee responses cited in their existing leases was the
presence of "not less than" clause.  Over the last several years, many attempts were
made by lessees to enact legislation that would have the effect of altering various
terms of existing lease agreements.  These attempts received varying degrees of
support from legislators.  However, most of these attempts have failed in the past as
a result of State Attorney General opinions that the bills violated the provision of
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the United States Constitution clause prohibiting the impairment of contracts.
While it is clear that certain lessees are experiencing significant difficulties under
their present leases, there is no indication at this time of a broad based compelling
need for the Legislature to pass legislation to mandate the alteration of existing
lease agreements.

10. The final (and by no means profound) conclusion to be drawn from the responses to
the questionnaires, the responses from the real estate analysts, and the other
information received is the lack of available fee simple commercial and industrial
property on the market.  Whether the situation is attributed to the leasehold system,
the land entitlement system, or simple geography, the primary problem lessees face
tends to stem from supply and demand.  There simply is not enough commercial
and industrial zoned land, fee simple and leasehold, in the market place.

Whether or not the Legislature chooses to assist lessees by passing legislation to mandate
the alteration of existing lease agreements, the Legislature may want to consider taking steps to
make more fee simple property available for commercial or industrial use.  None of the items
discussed below are "simple", "easy", or "free".  At the very least, most will require extensive
discussion, investigation, planning, and development prior to implementation.

A. Potential base realignment and closing (BRAC) for Fort Shafter.  The United
States Department of Defense is preparing for another BRAC review of military
bases in 2005.  Conspicuously, Fort Shafter has not been mentioned as a recipient
of the recently well publicized massive federal military base spending that is to
flow into Hawaii over the next decade.  The Legislature could direct the
Department of Business, Economic Development and Tourism to initiate
discussions with federal authorities regarding any future plans for Fort Shafter
and, particularly with commercial and industrial purposes in mind, the "Shafter
Flats" area makai of the Moanalua Freeway.

B. Designation of a new community development district in urban Honolulu to be
overseen by the Hawaii Community Development Authority.  Pursuant to Section
206E-1, Hawaii Revised Statutes, one of the purposes of the Hawaii Community
Development Authority is to plan and assist with the redevelopment of
"undeveloped, blighted, or economically depressed (areas)...potentially in need of
renewal, renovation, or improvement to alleviate such conditions as dilapidation,
deterioration, age, and other such factors or conditions which make such areas an
economic or social liability."

In answer to the concerns and comments regarding the lack of available new or
renovated industrial properties near the urban core, the Legislature could consider
directing the Hawaii Community Development Authority; the Department of
Business, Economic Development and Tourism, or both to determine whether one
or more areas makai of the freeway, between the Aloha Tower complex and the
airport would warrant redevelopment under the auspices of the Hawaii
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Community Development Authority.  The area could be designated a community
development district pursuant to section 206E-5(a) and redeveloped in the same
manner that the Kakaako community development district has been and is being
redeveloped.  Any proposed community development plan for this new district
should encourage the redevelopment and expansion of commercial and industrial
uses in the district, and steps taken to ensure that improvements to infrastructure
do not have the unintended consequence of improved infrastructure raising
property values to the point that industrial expansion is impeded.

C. State industrial parks.  The Legislature could consider directing the Department
of Land and Natural Resources to review the possibility of making more land
available for industrial purposes through its industrial parks program pursuant to
part VII of Chapter 171, Hawaii Revised Statutes.  Further areas that the
Legislature could have the Department consider for the development of industrial
parks include the present Oahu Community Correctional Center site (if in fact the
Legislature foresees relocating the correctional center), the piers and support areas
of the former Army terminal (the Kapalama Military Reservation) generally
located near the intersection of Nimitz Highway and Waiakamilo Road, and state
lands at Sand Island, Kapolei, and Kalaeloa.

D.  Review the land use and zoning process.  The demand for more commercial and
industrial land requires more land to be developed for those uses; that, in turn,
requires more speed, flexibility, and certainty in the existing land use and zoning
process.  A group of representatives of large landowners, environmental interests,
urban planners, agricultural interests, land use attorneys, the State Office of
Planning, and other state and county planning agencies, should be convened to
explore ways to expedite the land use and zoning process.

Presently, to develop land for any urban use in the Ewa or central Oahu
agricultural land use district, the land must undergo a State Land Use Commission
contested case hearing and action decision to be reclassified from the agricultural
district to the urban district.  It would probably also need an amendment to the
relevant Honolulu development plan for the proper land use designation which, in
turn, will require a public hearing and action by the Honolulu Planning
Commission and the review and passage of an ordinance by the Honolulu City
Council.  (The correct land use designation on the development plan should, but
need not in all cases, be in place prior to the land use reclassification process.)
The application for the development plan amendment would trigger a Chapter
343, Hawaii Revised Statutes, environmental assessment and probably a full
environmental impact statement preparation process, which must be completed
prior to consideration of the development plan amendment application.  The final
discretionary step, assuming the land is not in any special district, such as the
coastal zone special management area, would be a change in zoning, which again
would require a public hearing and action by the Honolulu Planning Commission
and the review and passage of an ordinance by the Honolulu City Council.  This
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all would be followed by what are referred to as ministerial but hardly simple
steps, including at minimum, subdivision permits and building permits.  These
governmental steps are normally preceded by meetings with community groups,
neighborhood boards, and a plethora of state and county agencies.

The described process will take a matter of years, not months.  It will require a
number of experienced consultants, including, at minimum, attorneys, land
planners, civil engineers, traffic consultants, environmental consultants and
archaeologists.  Added to the mix could be environmental or hazard material
engineers, acoustical engineers, architects, flora and fauna consultants,
economists, and other specialty consultants.  The process is very expensive,
especially if there are the added costs of land which must be carried during this
period.

Further along the process will be added, until then some unknown, conditions of
development that will include, at minimum, requirements for improvements to the
area's infrastructure, including roads and highways, water distribution and storage
system, wastewater collection and treatment system, and electrical utilities.
Additional impact fees for basic services, such as police and fire protection,
school facilities, and parks, can be anticipated.

Any landowner, even one not bearing land carrying costs, would be very hesitant
to undergo this land entitlement process.  This is particularly so because the initial
steps, while costing money, are discretionary and not guaranteed.  The pitfalls of
the process have been magnified by recent court decisions overturning earlier
obtained land entitlements for failure to follow the exacting steps required by this
land entitlement process.

The process and problems involved in making more land available for
commercial and industrial use are complex.  Simple solutions to problems of this
complexity cannot be expected.  Simply abolishing the Land Use Commission
will not solve these problems.  Accordingly, a group of representatives of
stakeholders in the land entitlement process should be established to review the
entire process with the intent of trying to not only shorten or expedite the process,
but also remove some of the uncertainty and risks in the entire land entitlement
process.  This would benefit not only landowners and developers but, in the final
analysis, the end users whether they be homeowners or commercial or industrial
businesses.

E. Review methods of appraisal for renegotiation of lease rents.  The Legislature
could direct the Director of Commerce and Consumer Affairs to convene a group
of representatives of commercial and industrial lessors and lessees, financial
institutions, and real estate appraisers (through the real estate appraiser program
under chapter 466K, Hawaii Revised Statutes) to explore methods of appraisal
which may be more fair and equitable to all parties.  Presently, according to the
responses of both lessors and lessees to the questionnaire, the great majority of
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renegotiations are based on a set return on the fair market value of the land at its
highest and best use without encumbrances, using comparable sale prices of like
properties in the area.

A negotiation based on a weighed average of various indices, such as the fair market
value of the land, recently renegotiated comparable lease rents, the consumer price index, and a
review of the comparable values of the unencumbered land and the lessee improvements, may
result in more equitable method of determining lease rents.  While this may not relieve the need
for more commercial and industrial lands available or address the present needs of some of the
lessees with their present leases, it could help future lessees avoid some of the pitfalls being
experienced today by some lessees.

ENDNOTES

1. Both parties who returned the completed lessor and lessee questionnaire discussed in this chapter are actively
participating in the Task Group discussions.

2. Experts expect pause in Oahu home Sales, Honolulu Star-Bulletin, November 25, 2003.

3. See notes    through    and accompanying text.
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