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Department of Taxation
Re: H.B. 1012, Relating to Real Estate Investment Trusts

The Department of Taxation (Department) appreciates the intent of H.B. 1012 and
provides the following comments for your consideration.

H.B. 1012 temporarily disallows the deduction for dividends paid by a Real Estate
Investment Trust (REIT) for a period of 15 years, except for dividends generated from housing
that is affordable to households with incomes at or below 200% of the median family income.
The measure is effective upon approval and applies to taxable years beginning after December
31, 2017. The measure is repealed on December 31, 2032.

First, the Department notes that this measure relies upon the study “Real Estate
Investment Trusts in Hawaii: Analysis and Survey Results” produced by the Department of
Business, Economic Development & Tourism Research and Economic Analysis Division
(Report) which was issued in September 2016. Section 1 of this Report concluded the dividends
paid deduction resulted “in $36,000,000 in corporate income tax revenue being forgone that the
State”. However, it is very important to remember that this conclusion is not the equivalent to a
revenue gain, if the deduction were disallowed. Meaning that the repeal of the dividends paid
deduction is highly unlikely to result in a $36,000,000 gain to the State.

REITs must report all of its income on a tax return, but are also required to report all of
its allowable deductions. This is because the dividends paid deduction alone will eliminate any
tax liability. In other words, to properly estimate a revenue gain we must also consider the other
allowable deductions that can be used to offset tax liability, as well as behavioral responses due
to tax planning. The repeal of the dividends paid deduction is only one of many variables that
must be considered in determining any potential revenue gain.
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Second, the Department notes that it always prefers conformity with the Internal Revenue
Code (IRC) where possible, as it provides clear guidance to both the Department and to
taxpayers; the Internal Revenue Service has issued substantial guidance in the form of rules and
regulations, and there are many court decisions regarding the various sections of the IRC.
Conformity greatly minimizes the burden on the Department and taxpayers, thereby assisting
compliance with Hawaii's tax law.

Finally, if the Committee wishes to advance this measure, the Department is able to
implement this measure with the current effective date.

Thank you for the opportunity to provide comments.
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On behalf of Park Hotels & Resorts Inc. (“PK”}, thank you for this opportunity to provide our testimony on H.B.
1012 and its companion S.B. 1228. PK submits this testimony in opposition to H.B. 1012. PK is a publicly
traded lodging real estate investment trust (“REIT”) (NYSE:PK) that owns 67 premium branded hotels and
resorts globally. Included within PK’s portfolio of hotels are (i) the Hilton Hawaiian Village Waikiki Beach
Resort located along Oahu’s prestigious Waikiki Beach, and (ii) the Hilton Waikoloa Village located on the
Kohala Coast of the Big Island of Hawaii. PK strives to be the preeminent lodging REIT, focused on consistently
delivering superior, risk adjusted returns for shareholders that invest in the hotel sector. PK, like most RE|Ts,
has a long-term investment focus and is committed to creating sustainable value at its properties.

As you know, Congress enacted the REIT legislation in 1960 to allow individual investors the ability to own and
benefit from professionally managed, institutional quality, income-producing real estate. As with all REITs, PK
must meet multiple stringent, complex and costly requirements in order to maintain its status as a REIT,
including: organizational requirements, asset holding requirements, passive income generation requirements,
and importantly REITs must distribute at least 90% of their taxable income annually. Further, as REITs are
passive real estate companies, they cannot actively trade in real estate properties without being subject to a
100% tax on the gain. In addition, because of the taxable income distribution requirement, REITs are required
to continuously access the debt and equity capital markets to obtain growth capital.

By meeting these stringent, costly and complex requirements REITs are allowed to claim a dividends paid
deduction (“DPD"} essentially passing through their taxable income to shareholders. The structure does not
“unfairly” advantage REITs, as the cost for such allowance is significant. H.B. 1012 and $.B. 1228, propose to
“suspend” (for 15 years) the DPD for all RE[Ts operating in Hawaii. We believe the DPD should not be
eliminated. The elimination of the DPD would be inconsistent with federal tax ruies and the existing rules of
virtually all other states with an income based tax system. Additionally, we believe that our investment and
the investments by other REITs in Hawaii are beneficial to the state and that eliminating the DPD would have
the undesirable consequence of discouraging additional investments by REITs in the future. We believe the
proposed legislation will not increase tax revenue for the state as the cost of doing business in Hawaii
diminishes investment returns. Further, Foundations or pension funds could replace REIT ownership of real
property if the DPD is eliminated. Foundations and pension funds generally are passive owners that pay no
income taxes and do not make the same investments as REITs.

PK’s two landmark, oceanfront resorts cater to residents from Hawaii and the mainland, and international
travelers. PK’s Hawaiian resorts provide significant economic benefit to the State of Hawaii. We have made
extensive renovations over the last 5 years in excess of ~$228 million at Hilton Hawaiian Village and Hilton
Waikola Village. Further, PK’s economic footprint benefits the State of Hawaii in many ways, including:

JOBS: PK'’s hotels directly employ more than 2,731 employees. The payroll and associated benefits for these
direct employees is in excess of $152,338,584 million.

CAPITAL MAINTENANCE: Over the next five years, PK will spend almost $200 million at Hilton Hawaiian Village
and Waikoloa Village on capital maintenance projects.

CAPITAL IMPROVEMENTS. Given the long-term nature of our investment, PK is currently analyzing incremental
capital investment at both resorts. These investments are sizeable and at various stages of feasibility /
underwriting.

Park Hotels & Resorts Inc.



TAXES GENERATED BY PK in HAWAII:

o Payroll Taxes. Payroll taxes on employee wages totaled $10,401,795 in 2016.

o General Excise and Use Tax - Operations. The tax revenues generated from our operations totaled
$24,210,890 in 2016.

o General Excise Tax — Rent. Because PK is a REIT and must use a lease structure, we are required to
pay General Excise Tax on the rent paid between our related companies. Effectively a double
taxation of the same revenue. We estimate this additional GET to be approximately $7,000,000
during 2017.

o Property taxes. Property taxes at PK's two resorts was $15,146,337 in 2016.

We believe that PK’s hotels benefit the State of Hawaii and its residents tremendously in a variety of economic
ways. We strongly urge that Hawaii not impose double taxation on REITs. If adopted, this controversial
legislation would (i) put Hawaii at a competitive disadvantage, (ii} penalize Hawaii citizens who invest in REITs
by reducing their returns, (iii} discourage REITs from investing in Hawaii, and (iv) would require PK to reassess
the level of its investment or reinvestment in Hawaii. Further, this legislation would have a chilling effect on
the motivation of REITs, like PK, which currently own property in Hawaii, to improve these assets and grow
their positive economic impact through additional capital investment.

We thank you again for this opportunity to provide testimony against H.B. 1012 / S.B. 1228 and sincerely hope
you consider our strong opposition to this proposed legislation.

Respectfully submitted,

%—fw___

Scott Winer
Senior Vice President, Tax

Park Hotels & Resorts Inc.
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Hearing Date: Thursday, February 9, 2017
Time: 9:00 a.m.
Place: Conference Room 423

The Honorable Tom Brower, Chair
The Honorable Nadine K. Nakamura, Vice Chair
House of Representatives, Committee on Housing

Re: Testimony Opposing Repeal of the REIT Dividends Paid Deduction - HB 1012

Dear Chair Brower, Vice Chair Nakamura, and Members of the Committee on Housing:

My name is Lily Yan Hughes and I am the Senior Vice President, Chief Legal Officer
and Corporate Secretary of Public Storage. We are strongly opposed to HB 1012, and its
companion bill, SB 1228. The bills would eliminate the “dividends paid deduction” (DPD) for
Hawaii income tax purposes for real estate investment trusts (REITs).! The DPD is a central
feature of the taxation of REITs; REITs get the deduction because they are effectively required
to distribute their income to their shareholders, who are currently taxable on those dividends.

Enactment of HB 1012 or a similar measure would make REITSs separately taxable in
Hawaii for a 15 year period, imposing a double tax regime that is completely contrary to the
accepted federal and state tax treatment of REITs. Imposing an added 6.4% tax on REITs
operating in Hawaii predictably would lead REITs to redirect investments away from the state.

Public Storage and Hawaii. Public Storage is a real estate investment trust that is the
largest owner and operator of self-storage facilities in the United States, with almost 154 million
rentable square feet of real estate in 38 states. In the United States we have approximately 2,350
facilities and 1.3 million tenants. We own 11 facilities in Hawaii. In 2016, those properties
generated more than $28.5 million of gross revenue and we paid the state about $1.3 million of
general excise tax. For the 2016/2017 fiscal year, we will pay almost $2 million of real estate
taxes in Hawaii.

Because we are taxed as a REIT, Public Storage is effectively required to distribute all of
its taxable income to our shareholders. The shareholders then report and pay state and federal
tax on those dividends. Our shareholders in Hawaii are taxable by the state on the full amount of
our dividends (not just the limited portion of those dividends attributable to the 11 properties we
have in the state), so the state benefits from the REIT regime.’

The preambles to the bills offer little to justify the proposed DPD repeal. The most
apparent motivation is a misguided effort to raise added tax revenue. In fact, the bills may well

The bills would continue to allow the DPD for dividends related to income arising from providing
certain affordable housing.

We are confident that investors in Hawaii directly and indirectly hold significant PSA shares, but
we cannot specifically identify our Hawaiian shareholders. Our common stock is publicly-traded
on the New York Stock Exchange under the symbol PSA. Publicly traded companies typically
cannot specifically identify their shareholders, as most publicly traded stock is held by
depositaries in street name.



have the opposite effect. Imposing such an anti-business tax will reduce REITSs’ yields on
Hawaii investment and encourage REITs to invest in other states. This can be expected to have
adverse long term effects on the Hawaii economy and the state’s tax collections. The preambles
only other purported justifications are two spurious “fairness” points: (1) a suggestion that
because REIT shareholders in other states do not pay Hawaii taxes on the dividends they receive,
Hawaii taxpayers somehow are subsidizing the shareholders in other states; there is no subsidy,
and of course, Hawaii REIT shareholders do not pay taxes to other states for REIT dividends
attributable to properties in other states (and in the case of Public Storage, the great bulk of our
dividends are attributable to properties in other states); and (2) asserting that repeal would
somehow support fairness in treatment of similar but differently organized businesses; in fact,
REITs are treated differently for good reasons, repeal of the DPD would unfairly single out
REITs for double taxation, even though REITs, unlike regular corporations, are required to
distribute their income and are subject to significant operating restrictions governing their
income and assets.

Also, a key fairness issue supports continuing the DPD. If Hawaii breaks from the
national REIT template and repeals the DPD, it would subject shareholders in Hawaii to double
taxation on income that REITs earn in the state (Public Storage would pay tax to Hawaii on its
Hawaii earnings, and our Hawaii shareholders would pay tax to Hawaii again when those
earnings are included in their dividends), although shareholders virtually everywhere else would
only be subject to a single level of state income tax.

We note too that no state that imposes income tax upon REITSs (other than New
Hampshire) denies the dividends paid deduction as proposed by HB 1012 (and SB 1228).
Indeed, over the past decade or so, a number of states (e.g., Idaho, Louisiana, New Jersey, North
Carolina, and Rhode Island) have examined, and then rejected, legislation that would have
disallowed a widely-held REIT’s DPD in those states.

As when Hawaii’s legislature considered similar proposals in recent years, Hawaii should
decline to enact these bills, so that the DPD for widely-held REITs will continue. We
respectfully request that you do not move HB 1012 or any similar bill forward.

Hugh
Vice President, Chief Legal Officer
orporate Secretary of Public Storage
lhughes@publicstorage.com
818.244.8080, extension 1537

cc: Department of Taxation
Department of Business, Economic Development & Tourism
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February 7, 2017
TO: Honorable Chair Brower and Members of the Housing Committee

RE: HB 1012 Relating to Real Estate Investment Trusts
Support for hearing on Feb. 9

Americans for Democratic Action is an organization founded in the 1950s by leading supporters of the
New Deal and led by Patsy Mink in the 1970s. We are devoted to the promotion of progressive public
policies.

We support HB 1012 as it would deny the dividend exemption to Real Estate Investment Trusts
(REITs). REITs help investors speculate on real estate investments. We need our housing units to be
homes first and investments second. Furthermore this bill would help the state gain about 36 million
in revenue needed for tax breaks for low income people, the construction of affordable rentals, and
education.

Thank you for your consideration.

Sincerely,

John Bickel
President



TO:

Representative Tom Brower, Chair
Representative Nadine Nakamura, Vice Chair
Committee on Housing

FROM:

Graphic Design Studio, Inc.
Petra Weggel

360 Papa Place #205
Kahului, HI 96732

(808) 205-1269

February 7, 2017

Support for H.B. No. 1012, Relating to Real Estate Investment Trusts

As a business person concerned about Hawaii’'s economy and long-term community
development, | strongly support H.B. No. 1012, Relating to Real Estate Investment
Trusts.

This bill corrects a glaring loophole in our state income tax law that allows mainland
corporations operating profitably as REITs in Hawaii to take the net income out of our
state without paying income tax like the rest of us. This results in a loss of $30 to $60
million annually to the state. These funds are desperately needed to support the costs
of education, social services, and other state commitments, which continue to struggle.

There is more REIT-owned property in Hawaii per capita than any other state in the
nation. And with our attractive real estate market, this will only increase in the future to
further deplete our tax base. Since the DBEDT study was completed in 2015, the value
of REIT property in Hawaii has already grown by 50% to $16 billion. Ala Moana
Shopping Center, Pearlridge Shopping Center, Hilton Hawaiian Village, International
Marketplace, plus hundreds of other properties owned by mainland companies operate
here without paying any income tax. This loophole must be closed so that REITs are
taxed the same way as other real estate investors.

For these reasons, | urge the committee to pass H.B. No. 1012. Thank you for the
opportunity to testify.

Petra Weggel

President
Graphic Design Studio, Inc.
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An American Assets Trust Property
February 7,2017

Honorable Tom Bower, Chair

Honorable Nadine K. Nakamura, Vice Chair
Committee on Housing

State Capitol

415 South Beretania Street

Honolulu, Hawaii 96813

Re: Written Testimony to House Bill No. 1012, regarding Real Estate Investment Trusts
February 9. 2017 hearing at 9:00 a.m. Room 423

Dear Chair Bower, Vice-Chair Nakamura, and Committee Members:

My name is Pamela Wilson, and I am the General Manager of Hawaii Real Estate for American Assets Trust.
American Assets Trust is a New York Stock Exchapge-listed Real Estate Investment Trust (REIT) engaged in
acquiring, improving, developing and managing premier retail, office and residential properties primarily in Hawaii,
Southern California, Northern California, Oregon, and Washington State.

American Assets Trust owns four properties in Hawaii: The Shops at 2150 Kalakaua; Waikele Center; Waikiki Beach Walk
and the Embassy Suites-Waikiki Beach Walk. We are committed to creating sustainable value at our properties. We have
helped to nurture local businesses that provide jobs, increase business activity, and contribute to the state’s economy
(through generation of additional payroll, general excise, property taxes and income taxes earned by residents employed at
these properties). We also play a valuable role in support of the local communities.

REITs allow ordinary Americans to invest in real estate. As with all REITs, we must satisfy many strict and expensive
requirements in order to maintain our REIT status. One of the requirements is to distribute annually all of our taxable
income to shareholders in order for all of our earnings to be taxed at the shareholder level. Another requirement is to own
propetties for the long-term, rather than to develop and sell properties. Notably, the REIT business model does not depend
on “flipping” properties but on providing sustainable returns to our investors from distributions of current earnings and
modest capital appreciation of our stock. Thus, we are incentivized (assuming state law regarding REITs does not change)
to continue making additional investments in Hawaii at these properties. As a REIT that invests in multiple states, a double
taxation would make Hawaii less attractive and encourage the placement of investments in other states that do permit the
Dividend Paid Deduction (DPD).

I submit this testimony not only as a shareholder who receives dividends from American Assets Trust but as a life-long
resident of Hawaii, a constituent and a kama’aina with enough life experience to remember how dark and foreboding
Lewers Street looked before the vibrancy of Waikiki Beach Walk, how the old International Marketplace, though quaint,
was floundering, how all this influx of capital has redefined Hawaii as a world class destination.

1 ask that you consider the very real financial contributions and community benefits that REIT's bring to our State. Please
hold Bill 1012. Thank you for the opportunity to submit this testimony.

Smcer:?_l:\i-r/ , K)Q(/u
st “e ] 'L“"w\.Lé/\ = S

Pamela R. Wilson
General Manager, Hawaii Real Estate
American Assets Trust

94-849 Lumiania Street Suite 100 Waipahu, Hawaii 96797
Telephone: 808 671-7977 Facsimile: 808 678-8170
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Thursday, February 9, 2017

Representative Tom Brower, Chair
Representative Nadine Nakamura, Vice Chair
Committee on Housing

RE: Support for H.B. No. 1012, Relating to Real Estate Investment Trusts
Dear Rep. Brower and Rep. Nakamura:
| support H.B. No. 1012 to have REITS pay State of Hawaii income tax.

Hawaii has a finite quantity of commercial property. To allow the revenue tax base
that supports our island population to be decreased by these large amounts is playing
with FIRE.

Respectfully yours,

Marshall W. Hung



Noah’s Development, LLC

50 S. Beretania Street, #C-119C, Honolulu, HI 96813

February 7,2017

Donna May Hayashida, Member
Noah’s Development, LLC

50 S. Beretania Street, #C-119C
Honolulu, HI

Committee on Housing
Honorable Representatives Tom Brower, Chair; Nadine Nakamura, Vice Chair; and Members of the
Committee on Housing

Hearing: Thursday, February 9, 2017
9:00 a.m.

Conference Room 423

State Capitol

RE: Testimony in Support of House Bill No. 1012, Relating to Real Estate Investment Trusts

Dear Chair Brower, Vice-Chair Nakamura, and Members of the Committee:

As a business person concerned about Hawaii’s economy and long-term community development, I
strongly support H.B. No. 1012, Relating to Real Estate Investment Trusts.

This bill corrects a glaring loophole in our state income tax law that allows mainland corporations
operating profitably as REITs in Hawaii to take the net income out of our state without paying income tax
like the rest of us. This results in a loss of $30 to $60 million annually to the state. These funds are
desperately needed to support the costs of education, social services, and other state commitments, which
continue to struggle.

There is more REIT-owned property in Hawaii per capita than any other state in the nation. And with our
attractive real estate market, this will only increase in the future to further deplete our tax base. Since the
DBEDT study was completed in 2015, the value of REIT property in Hawaii has already grown by 50% to
$16 billion. Ala Moana Shopping Center, Pearlridge Shopping Center, Hilton Hawaiian Village,
International Marketplace, plus hundreds of other properties owned by mainland companies operate
here without paying any income tax. This loophole must be closed so that REITs are taxed the same way
as other real estate investors.

For these reasons, I urge the committee to pass H.B. No. 1012. Thank you for the opportunity to testify.
Sincerely,
Donna May Hayashida

Member
Noah’s Development, LLC



To: Representative Tom Brower, Chair
Representative Nadine Nakamura, Vice Chair
Committee on Housing

Thursday, February 9, 2017

Support for H.B. No. 1012, Relating to Real Estate Investment Trusts

As a business person concerned about Hawaii's economy and long-term community development, |
strongly support H.B. No. 1012, Relating to Real Estate Investment Trusts.

This bill corrects a glaring loophole in our state income tax law that allows mainland corporations
operating profitably as REITs in Hawaii to take the net income out of our state without paying income
tax like the rest of us. This results in a loss of $30 to $60 million annually to the state. These funds
are desperately needed to support the costs of education, social services, and other state
commitments, which continue to struggle.

There is more REIT-owned property in Hawaii per capita than any other state in the nation. And with
our attractive real estate market, this will only increase in the future to further deplete our tax base.
Since the DBEDT study was completed in 2015, the value of REIT property in Hawaii has already
grown by 50% to $16 billion. Ala Moana Shopping Center, Pearlridge Shopping Center, Hilton
Hawaiian Village, International Marketplace, plus hundreds of other properties owned by mainland
companies operate here without paying any income tax. This loophole must be closed so that
REITs are taxed the same way as other real estate investors.

For these reasons, | urge the committee to pass H.B. No. 1012. Thank you for the opportunity to
testify.

Sincerely,/
C

i-Aranoff
MY Investafent Co., Ltd.
1144 10" Ave. #202A
Honolulu, HI 96816




Taubman

February 8, 2017

Honorable Tom Brower, Chair

Honorable Nadine K. Nakamura, Vice Chair
Committee on Housing

State Capitol (conference room 423)

415 South Beretania Street

Honolulu, Hawaii 96813

Re: Testimony in Opposition to House Bill No. 1012 relating to real estate investment trusts

Dear Chair Brower, Vice-Chair Nakamura and Committee Members:

On behalf of Taubman Centers, thank you for the opportunity to provide our testimony
in opposition to House Bill No. 1012, which is being heard by the Committee on Housing on
February 9, 2017 at 9am. House Bill 1012 would disallow the dividend paid deduction for real
estate investment trusts (“REITs”) for a period of 15 years.

We offer the following background on Taubman, our business activity in Hawaii and an
explanation of our tax treatment as a REIT. We are an S&P MidCap 400 publicly-traded and
widely owned REIT engaged in the ownership, operation, management, development and
leasing of 26 regional and outlet shopping centers in the U.S. and Asia.

Taubman and our shareholders are new investors in Hawaii and began construction in
2014 with Queen Emma Land Company and our partner Coastwood Capital Group to redevelop
and revitalize International Market Place in Waikiki, Honolulu, Hawaii. Our shopping center,
which opened on August 25, 2016, includes approximately 75 retailers and is designed to
celebrate the rich history of the site and offer a Hawaiian sense of place that honors Queen
Emma's legacy while adding vitality and appeal to Waikiki for tourists and residents alike. We
are very excited about this project and to be part of the community in Hawaii.

As part of our commitment to the local community, during the year 2016 we
recognized the following organizations with donations of cash; The Daughters of Hawai’i
($25,000), Hawaiian Music Hall of Fame ($25,000), Bernice Pauahi Bishop Museum ($25,000),
The Waikiki Community Center ($30,000), Historic Hawai’i Foundation ($5,000) and Girl
Scouts of Hawai’i ($2,500).
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REIT Tax Treatment

We are organized, owned and operated in a manner to qualify as a REIT under the
Internal Revenue Code for federal income tax purposes. A REIT is a conduit vehicle designed
to allow many small investors to participate in real estate development and ownership. Some of
the requirements to qualify as a REIT include (1) ownership by at least 100 shareholders,
(2) a prohibition on being closely held and controlled by limiting ownership by five or
fewer persons to no more than a 50% interest in the REIT, (3) meeting certain asset and
income tests to ensure we are primarily invested in real estate and operate it for rental
purposes as a long term investor, and (4) paying out all of our taxable income as cash
dividends to our shareholders. Failure to meet these requirements results in losing our REIT
tax status or in some circumstances harsh penalties like a prohibited transaction tax for not
holding property as a long term investor in a rental real estate business. For meeting these
stringent tests, Taubman Centers, like all REITs, is entitled to a deduction for dividends
paid to our shareholders to reduce our taxable income. It is this deduction afforded in the
federal tax law and permitted by virtually all other states that House Bill No. 1012 would
eliminate and disallow for Hawaii corporate income taxation for a period of 15 years.

Because of the forced dividend requirement to distribute all of its taxable income, a
REIT’s taxable income is effectively taxed at the shareholder level by the state taxing the
shareholder’s dividend income in their state of residence. This allows for a single level of
taxation at the shareholder level and no double taxation (i.e., it prevents taxation at both the
entity level and again at the shareholder level) and is consistent with the treatment of investors in
mutual funds that are treated as regulated investment companies for tax purposes. For REITs,
state income taxation based on the shareholder’s residence is the uniform tax treatment in
virtually all states that impose an income based tax system. This results in state income taxation
by Hawaii on dividends received by Hawaii residents who are shareholders in REITs that may
own property and operations outside of the State.'

Please note that those taxpayers organized by corporations who do not qualify as a REIT
are not entitled to a deduction for dividends paid in the computation of their taxable income.
However, those taxpayers are not required to meet the restrictions on ownership and stringent
operational and distribution requirements imposed on companies like us to qualify as a REIT and

! More than 9,300 individual investors in Hawaii receive $30 million in dividend each year

Brewbaker, P.H., Ph.D., CBE. (2015, December). Economic Impacts of Real Estate Investment Trusts in Hawaii
http://thereitwayhawaii.com/wp-content/uploads/2016/02/REITs-in-Hawaii-final-December-2015.pdf (Prepared for
the National Association of Real Estate Investment Trusts® (NAREIT)
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entitle them to a deduction for dividends paid. This means they are not required to be long term
investors and are not required to distribute all of their taxable income as cash dividends to
investors.

REIT Economic Benefits in Hawaii

Approximately 80 REITs have invested in commercial real estate in Hawaii and are
responsible for significant economic activity in the construction industry, resort industry,
restaurant and retail industry, office and industrial leasing and others.? Taubman alone invested
over $475 million for the redevelopment of International Market Place. In addition, it will
continue to require investment to fund significant capital expenditures on a recurring annual
basis to maintain the property to our standards and provide the highest quality shopping
destination for our shoppers and tenants.

Such business activity generates substantial economic benefit for Hawaii, including
providing jobs, as well as significant tax revenues for the State government. The tax revenues
include substantial general excise taxes on rents from tenants, on the sale of goods and services
at retail by the tenants, and on construction activities.

In year 2015 REITs were associated with more than 11,700 jobs representing labor
earnings of nearly $500 million and $95 million in tax revenue in Hawaii. And in the past five
years REIT funded construction activity is estimated to have generated $3 billion in Hawaii
GDP. ?

Taubman’s International Market Place shopping center is expected to pay in this
current year over $1 million in general excise tax and over $3 million in property taxes. To date
we have paid in total over $1.5 million in local conveyance taxes. During the development of the
center it resulted in employment of over an estimated 1,000 construction jobs and after opening
is expected to create 2,500 permanent jobs (including employment by tenants), which generate
both general excise tax revenues from construction work and individual income tax revenues
from both the construction and permanent jobs.

2 Brewbaker, P.H., Ph.D., CBE. (2015, December). Economic Impacts of Real Estate Investment Trusts in Hawaii
http://thereitwayhawaii.com/wp-content/uploads/2016/02/REITs-in-Hawaii-final-December-2015.pdf (Prepared for
the National Association of Real Estate Investment Trusts® (NAREIT)

3 ibid
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Hawaii residents own an estimated $2.5 billion in real estate equity through REITs,
mutual funds and exchange traded funds that distribute more than $105 million in REIT
dividends annually. Approximately 9,300 individual investors in Hawaii receive $30 million
each year in REIT distributions.* House Bill No. 1012 resulting in double taxation to REIT
profits (once at the REIT level and again at the shareholder level) will affect after tax return on
investment of Hawaii residents.

For more information on how REITs are making a positive impact in Hawaii please visit
http://thereitwayhawaii.com/.

Such a policy change in state taxation of REITs is likely to discourage future investment
by REITs in Hawaii, stifling the availability of capital and putting Hawaii at a competitive
disadvantage versus virtually every other state when trying to attract capital for investment.
Because investments by REITs generate so much economic activity and create so many local
jobs in the State, disallowing the deduction for dividends paid not only would hurt workers in
Hawaii, over the long run, it ultimately may result in less tax revenue for the State as its makes
Hawaii unattractive for investment by REITs resulting in less economic activity.

For the foregoing reasons, we respectfully ask the Committee on Housing to hold House
Bill No.1012

Thank you for your consideration of our testimony.

Very truly yours,

Taubman Centers, Inc

200 East Long Lake Road
Suite 300

Bloomfield Hills, Michigan
48304-2324

T 248.258.6800
4 ibid www.taubman.com
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February 8, 2017
Representative Tom Brower, Chair

Representative Nadine Nakamura, Vice Chair
Committee on Housing

RE: HB 1012 Relating to Real Estate Investment Trusts — In Opposition

Aloha Chair Brower, Vice Chair Nakamura and Members of the Committee:

On behalf of Douglas Emmett, Inc. (“Douglas Emmett”), thank you for the opportunity to present
testimony expressing concerns on House Bill 1012, which seeks to disallow the deduction for
dividends paid by real estate investment trusts.

Douglas Emmett has been investing in Oahu for more than a decade. We currently own over
1,500 apartment units in three multi-family projects: The Villas at Royal Kunia, Waena
Apartments, and the Moanalua Hillside Apartments. In addition, Douglas Emmett owns over 1.6
million square feet of office property in downtown Honolulu, including Bishop Square, Bishop
Place and Harbor Court.

We are currently building 475 additional units of workforce rental housing at our Moanalua
Hillside Apartments. The $120 million budget also includes a refresh for the entire Moanalua
Hillside Apartments complex, with upgrades to the exteriors of the existing units, new
landscaping and a new recreation center for all tenants.

Background of REITs. Congress created REITs in 1960 in order to enable individuals to invest
in commercial real estate. REITs allow individuals to own a small portion of professionally
managed, income-producing property, including offices such as Bishop Square, apartments such
as the Waena Apartments, hotels, healthcare facilities, shopping centers, senior housing and
storage facilities.

Federal law requires REITs to distribute at least 90% of their taxable income to their
shareholders. Similar to other typical ways of holding real estate such as limited partnerships or
limited liability companies, REIT’s are essentially pass through vehicles in that the income
earned by REIT shareholders (in the form of their annual dividends) is taxed at the shareholder
level on the shareholder’s individual tax return. These dividends are then deducted for tax
purposes at the REIT level to avoid double taxation on REIT investors.

Although the dividends are deducted at the REIT level to avoid double taxation, REITs - just like
any other property owner in Hawai’i - are required to pay all other taxes associated with their real
estate holdings, including real property taxes, occupancy, and general excise taxes. By way of
example, in 2016, Douglas Emmett paid over $5.1 million in real property taxes and over $3
million in general excise taxes. We expect to pay over $5 million of excise tax on our $120
million Moanalua Hillside Development. When completed, the additional units are projected to
generate more than $500,000 of annual general excise tax. Without this development, this
additional excise tax on both the construction costs and rental of the new units would not be
generated.
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REITs Provide Vitally Needed Capital for Hawai’i. As an island state poised for significant
population growth over the next several decades, Hawai’i faces unique challenges. Economic
growth, job creation and the development of workforce housing are only a few of these issues;
addressing these issues will require capital and the primary sources of this investment capital will
be from outside of Hawai’i.

In addition to being an important source of capital for Hawai’i, REITs bring real estate
development and management expertise across a variety of asset classes. Douglas Emmett, for
example, is adding critically needed rental housing. Other REITs are investing significant capital
and bringing expertise in retail, hotels, self-storage, water parks, office buildings and medical
buildings.

By imposing a double tax on REITs, Hawai’i will be at a competitive disadvantage compared to
48 other states.)’ REITs will compare prospective returns on investment, and over time, will
likely shift investment dollars from Hawai’i to other markets. This means Hawai’i will lose a
significant source of low-cost capital and development expertise.

We acknowledge that Hawai’i will remain an attractive place to invest, just not for REITs. We
believe that tax exempt investors are the most likely source of capital large enough to replace
REITs. Tax exempt investors, such as endowments, foundations and pension funds, pay no state
income tax. These investors, currently have significant land holdings, CBD office buildings,
hotels, and retail properties throughout the islands. Without REIT investment, their proportionate
ownership share is likely to grow.

REITs Contribute Significantly to GDP and the Labor/Finance Markets in Hawai’i. Over the
past five years, REIT-related construction activity generated an estimated $3 billion in Hawai’i
GDP. In 2015 alone, REITs supported more than 11,700 local jobs and labor earnings of nearly
$500 million. REITs also work with local banks on numerous financings and refinancings;
Douglas Emmett is proud to have the four major Hawai’i banks as lenders.

We believe the elimination of the dividends paid deduction is unlikely to make up for the loss of
GDP, jobs and associated income and excise taxes generated by REIT activity. The DBEDT
study confirmed that its numbers did not take into consideration “how REITs would change their
behavior if the DPD were repealed.” According to the State of Hawai’i Department of Taxation:

. . .if Hawai'i eliminates the dividends paid deduction, taxpayers may respond
in ways that reduce substantially any latent tax liability, such as by claiming
other deductions that are presently not reported on their income tax returns.

Accordingly, once these deductions are applied, the DBEDT projected revenue figures are likely

to significantly decrease and Hawai’i could lose more tax revenue from foregone economic
activity in response to eliminating the DPD than would be gained in corporate income taxes.

1. Excludes New Hampshire which is the only state to eliminate the DPD.
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House Bill 1012 Imposes a Double Tax on Hawai’i Residents. House Bill 1012 will negatively
impact investors in REITs that own property in Hawai’i, including Hawai’i residents and Hawai’i
pension funds. Should Hawai’i choose to double tax REITs, dividends coming from Hawai’i
properties to these Hawai’i domiciled investors will be unfairly penalized.

REITs ultimately mirror other traditional real estate holding structures such as partnerships and
limited liability companies. Profits from the real estate are distributed to the ultimate owners — in
a REIT’s case, its shareholders. Jurisdictions in which REITs invest benefit from REITs access
to capital, development activity, and property management expertise as well as from the jobs,
revenue and taxes generated by REITs. REITs pay real property and excise taxes, just like other
local real estate owners.

As a stakeholder in Hawai’i, Douglas Emmett believes HB1012 will eliminate an important
source of capital that generates substantial local economic activity. Hawai’i could lose more tax
revenue from foregone economic activity in response to DPD elimination than would be gained in
corporate income taxes. Inasmuch as House Bill 1012 appears to be outside of the best interests
of the residents of Hawai’i and the objectives of the State to encourage investment and the growth
of Hawai’i’s economy, we respectfully ask that you defer Bill 1012.

Sincerely,

ey

Kevin Crummy
Chief Investment Officer, Douglas Emmett
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Chair Brower, Vice Chair Nakamura, and members of the Committee on Housing,

The National Association of Real Estate Investment Trusts (NAREIT)! thanks you for this opportunity
to submit testimony in strong opposition to H.B. 1012, which would “temporarily” (for 15 years)
eliminate the dividends paid deduction (DPD) for REITs except with respect to certain dividends from
affordable housing.

NAREIT opposes H.B. 1012 because it is contrary to federal income tax rules and the existing laws of
virtually every other state with an income-based tax system. Enacting this proposal would double tax
REITs and signal Hawaii’s discouragement to long-term capital investment. This would potentially
result in a reduction of millions of dollars of new REIT investment, a shift in property ownership to
tax-exempt owners like pensions and endowments, and loss of revenue and significant jobs generated
by REITSs to the State. Accordingly, NAREIT respectfully asks this Committee to hold H.B. 1012.

REITs are a way for people- including Hawaii residents and others — to own professionally-
managed, rental real estate. Created by Congress in 1960, REITs are corporations that combine the
investment dollars of many investors to own and operate rental properties that may include apartments
(like Douglas Emmett’s Waena Apartments, which provides workforce housing); theme parks (like
CNL Lifestyle Properties’ Wet’n’Wild Hawaii); shopping centers (like General Growth Properties’
Ala Moana Center and Washington Prime Group’s Pearlridge Center); hotels (like American Assets
Trust’s Embassy Suites at Waikiki Beach Walk), healthcare facilities (like Healthcare Realty Trust’s
Hale Pawaa medical office building), offices, and storage facilities. There are about 20 Securities and
Exchange Commission (SEC)-registered REITs that have invested about $4 billion (as of Dec. 31,
2015) in over 70 Hawaii properties (worth approximately $7.7 billion, based on the equity market
capitalization of all equity REITs in the FTSE NAREIT All REITs Index as of December 31, 2015).

Unlike partnerships, LLCs or other C corporations, REITs are legally mandated to distribute all
their taxable income to shareholders as dividends so their income is taxed once — at the
shareholder level. In exchange for meeting this distribution requirement, federal law grants REITs a
DPD. Like every other state with a corporate net income tax but New Hampshire, Hawaii follows
federal law and allows a DPD. Thus, the income generated by REITSs is reported by, and income taxes
on such income are paid by, the shareholders of these companies to their state of residence. In fact,
NAREIT’s membership includes almost 200 public REITs and hundreds of REIT mutual funds
invested in those REITs. Many of these REITs (and the funds that own these REITS) own no
properties in Hawaii yet distribute millions of dollars in dividends — taxable by Hawaii — to thousands
of Hawaii shareholders. Hawaii is able to tax these dividends even though the rental income underlying
the dividends is earned in other states.

REITs benefit Hawaii by paying millions of dollars in taxes, creating jobs, and helping local
communities. Noted Hawaii economist Dr. Paul Brewbaker conducted a 2015 study on behalf of
NAREIT that concluded that “[i]n just the past year REITs were associated with more than 11,700 jobs
representing labor earnings of nearly $500 million and $95 million in tax revenue in Hawaii.” In fact,
REITs —like other commercial property owners - pay millions of dollars in general excise taxes (GET),
property taxes and conveyance taxes. By investing hundreds of millions of dollars in property
upgrades, their tenants generate even more in GET revenue. For example, Taubman’s International
Market Place (which opened last summer) is expected to pay in this current year over $1 million in
general excise tax and over $3 million in property taxes. Taubman also paid in total over $1.5 million

L NAREIT is the worldwide representative voice of real estate investment trusts (REITs) and publicly traded real estate
companies with an interest in U.S. real estate and capital markets.

L 2R 2R 4
NATIONAL ASSOCIATION OF REAL ESTATE INVESTMENT TRUSTS


http://www.reitsacrossamerica.com/#/map/HI
https://www.reit.com/investing/investor-resources/reit-directories/reits-by-ticker-symbol
https://www.reit.com/investing/investing-reits/list-reit-funds
http://thereitwayhawaii.com/wp-content/uploads/2016/02/REITs-in-Hawaii-final-December-2015.pdf

-3-
in local conveyance taxes. The development of the center resulted in employment of over an estimated
1,000 construction jobs, and after opening is expected to create 2,500 permanent jobs (including
employment by tenants).

If H.B. 1012 were enacted, those REITs would be likely to modify their businesses to minimize
double taxation and the anticipated Hawaii revenue, risking millions of dollars of capital
investment and thousands of jobs. A new tax of 6.4% on net income in one state that does not exist
in another state will encourage multi-state REITSs to invest where the tax does not exist in order to
maximize value to shareholders. The Department of Business, Economic Development and Tourism’s
(DBEDT) REIT study released in September 2016 specifically notes that its “estimates do not take into
account how REITs would change their behavior if the DPD were repealed.” For example, REITs may
claim deductions or tax credits not currently claimed because currently, the DPD fully offsets their
income. At the same time, multi-state REITs likely would shift investments among the 48 states where
double taxation is absent, and tax-exempt investors like pensions and endowments would fill the
vacuum left by their departure and invest in more Hawaii real estate — resulting in no additional tax
revenue for Hawaii.

H.B. 1012 discourages investment in affordable housing. REITs with office buildings or retail
properties in Hawaii currently are encouraged to build workforce housing so their tenants have places
to live and shop. Limiting the DPD only to income from affordable housing lowers already low
margins, discouraging further investment in affordable housing. Investors would view 15 years as
permanent, and would shift capital to states without double taxation. In fact, we understand that at least
one large REIT declined to invest in a sizable Hawaii project due to the mere threat of this legislation.

REITs are good for Hawaii: NAREIT urges this Committee to hold H.B. 1012. Even though H.B.
1012 purports to suspend the DPD temporarily (for 15 years) and exempt certain “affordable housing,”
its enactment would be viewed as repeal. Except for New Hampshire, every other state that imposes a
corporate-level income tax allows the DPD for widely-held REITs. Accordingly, NAREIT urges this
Committee to hold H.B. 1012.

To learn more about REITs in Hawaii, see NAREIT’s www.theREITwayHawaii.com.

L 2R 2R 4
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The Honorable Tom Brower, Chair
House Committee on Housing

State Capitol, Room 423

Honolulu, Hawaii 96813

RE: H.B. 1012, Relating to Real Estate Investment Trusts

HEARING: Thursday, February 9, 2017, at 9:00 a.m.

Aloha Chair Brower, Vice Chair Nakamura, and Members of the Committee.

I am Myoung Oh, Director of Government Affairs, here to testify on behalf of the Hawai‘i
Association of REALTORS® (“HAR”), the voice of real estate in Hawai‘i, and its 9,000
members. HAR opposes H.B. 1012 which disallows the dividends paid deduction for Real
Estate Investment Trusts (REIT) for a period of 15 years.

In 1960, the United States Congress created REITs to allow all individuals the opportunity to
invest in large-scale diversified portfolios of income producing real estate. REITSs are tied to
all aspects of the economy, and has a major impact on our state and encompasses a full range
of real estate including affordable housing developments, health care facilities, office
buildings, shopping centers and hotels.

These investments in Hawai‘i generate taxes to the State, such as through the workers and
jobs it creates (income tax), the General Excise Tax for rental income and property taxes for
the counties.

Under this measure, it proposes to remove the income tax deduction for dividends from a
REIT, thereby creating a double taxation of income. HAR has concerns that this will
become a disincentive to invest in Hawai‘i and negatively impact the economy through these
investments in real estate. Some benefits of the REITS include renovation and
redevelopment of Waikiki Beachwalk, Waikiki International Marketplace, and Moanalua
Hillside Apartments.

H.B. 1012 will have a negative effect on Hawaii’s investment climate and undermine the
State’s credibility as an attractive place to invest in new real estate projects.

Mabhalo for the opportunity to testify.

REALTOR® is a registered collective membership mark which may be used only by real estate professionals @
who are members of the NATIONAL ASSOCIATION OF REALTORS® and subscribe to its strict Code of Ethics.

EQUAL HOUSING
OPPORTUNITY



LEGISLATIVE TAX BILL SERVICE

TAX FOUNDATION OF HAWAII

126 Queen Street, Suite 304 Honolulu, Hawaii 96813 Tel. 536-4587

SUBJECT: INCOME, Disallow REIT Deduction for Dividends Paid
BILL NUMBER: HB 1012; SB 1228 (Identical)

INTRODUCED BY: HB by FUKUMOTO, BROWER, C. LEE, MCKELVEY, NISHIMOTO,
OHNO, SAIKI, WOODSON; SB by KEITH-AGARAN, Espero, K. Kahele

EXECUTIVE SUMMARY: This bill would suspend for 15 years the dividends paid deduction
that real estate investment trusts, or REITs, now enjoy. The numerous REITs who now own and
manage Hawaii real estate would be taxed like any other corporation doing business in Hawaii.

BRIEF SUMMARY: Amends HRS section 235-2.3(b) to provide that section 857(b)(2)(B)
(with respect to the dividends paid deduction for real estate investment trusts) shall not be
operative for Hawaii income tax purposes, except that the deduction shall remain available for
dividends generated from trust-owned housing that is affordable to households with incomes at
or below two hundred per cent of the median family income, as determined by the United States
Department of Housing and Urban Development.

Amends HRS section 235-71(d) to provide that for tax years beginning after December 31, 2017,
no deduction for dividends paid shall be allowed for real estate investment trusts in the state.

EFFECTIVE DATE: Upon approval, applies to taxable years beginning after December 31,
2017. Repealed on December 31, 2032.

STAFF COMMENTS: Currently under federal and state income tax law, a real estate
investment trust (REIT) is allowed a dividend paid deduction, unlike most other corporations,
resulting in that dividend being taxed once, to the recipient, rather than to the paying corporation.
The proposed measure would make that section of the IRC inoperative for Hawaii income tax
purposes for tax years beginning after 12/31/15, meaning that REITs would be subject to double
taxation similar to other corporations.

All state income tax systems in the United States, including ours, have a set of rules that are used
to figure out which state has the primary right to tax income. For example, most tax systems say
that rent from real property is sourced at the location of the property, so if a couple in Florida
rents out a property they own on Maui they can expect to pay our GET and our net income tax on
that rent. These sourcing rules, which do vary by state but are relatively consistent across state
lines, are there to assure consistent and fair treatment between states.

Sourcing rules, however, can yield strange results. Here, there is a Hawaii Supreme Court case
saying that when real property is sold on the installment basis under an “agreement of sale,”
where the seller remains on title until the price is paid (although the buyer can live in the house),
then the interest on the deferred payments is Hawaii source income and is subject to our net
income tax and our GET. There is also a Hawaii Tax Appeal Court case holding that when the
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seller instead finances the deal by taking a purchase money mortgage on the property, and does
not remain on title, then the mortgage interest is sourced to the residence of the seller, who in
that case did not live in Hawaii. In the second case the court applied the rule for income from
intangibles such as interest, royalties, and dividends, which says that income is sourced to the
residence of the recipient unless you can connect it with some active business that the recipient is
conducting somewhere else.

Real estate investment trusts (REITS) are source shifters. For income tax purposes, they take in
rent income, which is sourced to the location of the property being rented. They don’t pay
income tax on that income as long as they distribute the money to their shareholders as
dividends. The dividend income of their shareholders, on the other hand, is generally sourced to
the residence of the shareholders. So the income that the property states expected to tax is instead
taxed in the states in which the shareholders live. And, to the extent that REIT shares are held by
tax-exempt entities such as labor unions and retirement funds, passive income such as dividends
may not be taxed at all. Source shifting is an issue specific to state taxation.

Apparently the evil sought to be addressed by the bill is that REITs are in Hawaii, but do not get
taxed because of the deduction allowed for dividends paid, while many REIT owners who
receive the dividend income are either outside of Hawaii and don’t get taxed either because they
are outside of Hawaii, or are exempt organizations that normally are not taxed on their dividend
income. Normally we like to have our income tax law conform to the Internal Revenue Code to
make it easier for people and companies to comply with it, but our legislature has departed from
conformity when there’s a good reason to do so (such as if it is costing us too much money). The
issue is whether such a good reason exists here.

REITs do pay general excise and property taxes on rents received and property owned — as do
the rest of us who are fortunate enough to have rental income or property to our name.

Digested 2/8/2017



Testimony of Paul H. Brewbaker, Ph.D., CBE
Principal, TZ Economics

before the House Committee on Housing
Hawaii State Legislature
on
H.B. 1012 RELATING TO REAL ESTATE INVESTMENT TRUSTS

Thursday, February 9, 2017

My name is Paul H. Brewbaker and | am a privatsemist and for twenty years was a
member and Chair of the Hawaii Council on Revenuew. several decades | have also
participated in various tax policy discussions with Legislature.

| strongly oppose this proposal to doubly tax REIT net incomes imida. The rationale
that supporters of this bill need economic protettioes not make sense. Seriously? Doubly
tax GGP or other REITs because they are partly-dvayeforeign or out of state interests? These
are the actual reasons some local developers giv@dtectionist legislation to benefit their
personal financial interests, that people from idetslawaii own real estate in Hawaii.

The fact that owners may be from somewhereislaet a bad thing It's fake economics
made up to scare you into thinking the aliens akeng over. That is not a thing. You and your
pension fund own shares of companies, like REsther places. So what.

In 2015 | was engaged as a consultant to the haltidssociation of Real Estate
Investment Trusts to study the economic impacREITs. Eventually my colleagues at
DBEDT published their report. Here’s what | foundnine.

Remember why REITs were created by the U.S. Cesdi@ years ago, the year after
Hawaii became a state. In those days, commenathiesidential real estate in Hawaii and
elsewhere was owned by a small number of wealtthyituals and their trusts. Everybody paid
them rent. They ran the banks. Their kids wemirieate school together so that, later on, the
next generation of landlords could own the reatesin Hawaii and everybody could pay rent to
them. The Descendants. A landed, political aamein Hawaii served their personal interests.
Then came Catch-A-Wave. 67 years ago, Congreagecrenutual funds for real estate through
which individual investors, regular people, smallastors, could own real estate, collectively,
with other shareholders. Those mutual funds walledt REITs. Congress created REITs as a
financial pass-through for small investors to m#ptte in real estate investmedg¢mocratizing
real estate ownership. Competition among REITarass effectively, that 100 percent of these
mutual funds’ net incomes flowed to their investoF®rty-nine of the fifty states in America, for
67 years, remained committed to the principal REIT net income should only be taxedce
in the form of dividend income accruing to indivadshareholders.

Brewbaker testimony page 1 of 2



As | wrote in my report, your Uncle’s gas statinnVaipahu, your Auntie’s condominium
in Kalihi, your cousin’s retail building on Kalakawould make them real estate investors. Or,
with REITs, your Uncle could invest in Getty RealtyREIT that owned an Aloha gas station in
Waipahu, your Auntie could invest in Douglas EmmatREIT that owned Waena Apartments
in Kalihi, and your cousin could invest in Americassets Trust, a REIT that owned The Shops
at Kalakaua, making them real estate investorgy @dn’t have to be rich. They didn’t have to
be born into the right family. They didn’t haveliie in Abu Dhabiand it doesn’'t matter if they
do. If they live in Hawalii, they pay taxes on thé mezome they earn as dividends from REITs
or as landlords.

It's just a fact that REITs are responsible quatitiely for $2-3 billion of the construction
associated qualitatively with many of the most $farmative redevelopments in Hawaii during
the current, investment-led phase of Hawaii’'s reeennomic expansion. It's just a fact that
most of these developments could not have beerriakde by local developers. It's also a fact
that economic theory is clear about this principdduble-taxation of net income is a notorious
economic policy fail. It distorts and allocatiohaapital and reduces social welfare.
Unambiguously. It would raise the user cost ofitehput only for investors in Hawaiilt would
divert capital flows away from Hawaii to the ot states where double-taxation of REIT net
income is absent. It's also a fact that, with ragutation Hawaii has for mistreatment of
investors, passing this bill would have a deletesitsignaling” impact on Hawaii's reputation as
an investment host.

DBEDT estimates that, for the same reasons tleatdlporate net income tax in Hawaii is
widly procyclical—booming with economic upswingsdacrashing and burning with economic
downturns—doubly-taxing REIT net incomes could hgeaerated a burst of tax revenue, up to
$35 million in one year, for about the five secotitsinvestment surge lasted, presumably
through capital gains (they can't tell us and ngbkwows). However, their estimating
methodology is self-contradictory. DBEDT assunies REITSs are responsive to changes in the
tax environment and its impacts on the user costapital, and yet in the hypothetical scenario in
which Hawaii doubly taxes REITs, while 48 othertassato which capital costlessly can flow do
not, DBEDT assumes those REITs are complatahgsponsivéo changes in the tax
environment. They can’t be responsared unresponsive. DBEDT’s estimates cannot really be
taken seriously.

At any rate, if it's “all about the money,” | ena@ge the Legislature to stop looking at the
individual trees to harvest for nickel and dimesar revenue, and consider that the entire forest
is not growing the way some people are telling §est Tourism hasn’t grown in the twenty-
first century to date—real tourism receipts in 20 e exactly the same as in 2000. Real,
inflation-adjusted, Hawaii General Fund Revenuenit@gown since sometime in the prior
administration. Something deeper is at work, aaudl économic policy that witleduce
investment in Hawaii is not the solution. | recoend that H.B. 1012 be tabled.

Brewbaker testimony page 2 of 2
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Executive Summary

e Real estate investment trusts (REITS) own and operate or finance income-producing
commercial real estate such as shopping malls, apartment, office, and industrial buildings,
hotels, senior housing, data centers, self-storage facilities, and theme parks. REITs
distribute net income to shareholders as taxable dividends, fulfilling the intent of the U.S.
Congress when in 1960 it enabled small investors to own property through REITSs.

e More than 9,300 individual investors in Hawaii receive $30 million each year in public
non-listed REIT distributions (one type of REIT). Hawaii-based advisers also are active
REIT investors for clients, holding $32 million in REIT stocks and $60 million in just
one company’s REIT-dedicated mutual funds. Many Hawaii organizations manage
employee retirement savings plans with REIT investments. (The Employer-Union Health
Benefits Trust Fund (EUTF) owned a $79 million interest in a Vanguard REIT fund.)
Combined, Hawaii residents own an estimated $2.5 billion in real estate equity through
REITs, mutual funds, and exchange-traded funds. They receive more than $105 million
in REIT dividends annually, on which $8.8 million in Hawaii state taxes are due.

e In just the past year REITs were associated with more than 11,700 jobs representing labor
earnings of nearly $500 million and $95 million in tax revenue in Hawaii. In the past five
years REIT-related construction activity is estimated to have generated $3 billion in
Hawaii GDP. REIT investments have sustained tourism with more than 4,500 lodging
units, and have provided more than 200,000 square feet of medical office space, 5.2
million square feet of retail space, and 12,400 self-storage units in Hawaii.

e Characteristics of REIT-related construction are as important as magnitudes. At Ala
Moana Center, International Market Place, and elsewhere, transformative investments by
REITs redefine the tourism destination experience and adapt to changing resident
consumer preferences. Few individuals and only small numbers of corporate investors in
Hawaii have capital markets access equivalent to what is enabled by REITs.

e A Hawaii legislative proposal to eliminate the dividends paid deduction (DPD) for REITs
would subject Hawaii shareholders to double taxation, a notorious distortion in the
economic theory of taxation that is not in the public interest. Double-taxing Hawaii
REITs would reduce future construction and investment, risking capital flight to the 48
other states where double-taxation is absent. The investor groups most likely to replace
REITs in Hawaii are tax-exempt institutions such as pension plans, foundations, and
university endowments that, overall, would generate less in taxes from their real estate
investments in Hawaii. Hawaii could lose more tax revenue from foregone economic
activity in response to DPD elimination than would be gained in corporate income taxes,
which comprise only 0.4 percent of State of Hawaii revenues. Eliminating the DPD for
REITs would signal adversely Hawaii’s investment climate and undermine the State’s
credibility as an investment host.
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Overview

A. The Real (Estate) World

Suppose that your Uncle owns a gas station in Waipahu, or perhaps your Auntie owns a
condominium in Kalihi; maybe your cousin owns a retail building on Kalakaua Avenue. Your
Auntie, your Uncle, and your cousin are real estate investors. They collect rents from their
tenants. They pay property taxes. They pay for improvements, and for maintenance and other
expenses. They pay income taxes on the net income they earn.

Now, instead, let’s say that your Uncle invested in Getty Realty, a REIT that owns an
Aloha gas station in Waipahu. Instead of buying an apartment, your Auntie invested in Douglas
Emmett, a REIT that owns Waena Apartments in Kalihi. Instead of buying that retail building
on Kalakaua, your cousin invested in American Assets Trust, a REIT that owns The Shops at
Kalakaua. Those REITs would collect the same rents from the same tenants. They would pay
the same property taxes, and would pay for the same improvements and maintenance and other
operating expenses. Then—»by law—these REITs would distribute at least 90 percent (but
probably 100 percent; possibly more) of the same net income to your Uncle, to your Auntie, and
to your cousin, income subject to the same income taxes.*

What about the most valuable properties in Hawaii, such as Ala Moana Center? Only the
wealthiest people can afford to own, outright, properties like Ala Moana, but because Ala Moana
is owned by a REIT, Uncle, Auntie, or cousin still can receive their share of the net income that
Ala Moana produces, and pay taxes on that income, by investing in that REIT. They can also
place their savings with Hawaii institutional investors that own REITs on their behalf, funding
Uncle, Auntie, and cousin’s benefit plans and retirement plans.

B. Introduction
REITs are a financial structure established by Congress in 1960 to expand access to real

estate investment for small investors, similar to stock mutual funds. Corporations retain earnings
and many corporations pay no dividends, relying on capital gains to reward investors. For these

! Uncle, Auntie, and cousin would have secured their own retirement, too. Over the past 20 years, Getty Realty’s
investments have produced total returns averaging 9.5 percent per year, significantly better than the S&P 500 stock
index. Over the past 10 years, Douglas Emmett investments produced total returns averaging 15.3 percent per
year—again better than the S&P 500. American Assets Trust, since January 2011, has returns averaging 18.6
percent per year—nearly two-thirds better than the S&P 500. REITs pool incomes from commercial real estate
across the country, hedging geographic risk, and earn risk-adjusted returns generally in excess of those of stocks.

2 Information available from published sources (such as S&P Money Market Directory and Preqin databases)
indicate that Hawaii-based institutional investors such as the University of Hawaii 403(b) Plan, the Hawaiian
Airlines Pension Master Trust Hawaii Pacific Health Savings Plan, Kamehameha Schools, the Hawaii Employer-
Union Health Benefits Trust Fund (EUTF), Queen’s Health Systems (Pension Plan, Land Company Endowment
Fund, and Retirement Plus Plan), Hawaii Community Foundation, Office of Hawaiian Affairs, and City & County of
Honolulu 457 Deferred Compensation Plan, all invest broadly in REITSs.
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reasons corporations are taxed separately from their shareholders. In contrast, REITs are strictly
regulated in a manner that results in distribution of essentially all net income through dividends
to shareholders, or through dividend reinvestment programs, taxable as dividend income. REITs
facilitate capital inflows to the Hawaii economy as well as capital outflows from the Hawaii
economy, as investors in and out of Hawaii invest in real estate inside and outside Hawaii.

Investment is capital formation: it expands Hawaii’s productive capacity and creates jobs
regardless of who the investors are or where they are from. Hawaii investors are no different
from Chinese or U.S. mainland investors or those from Botswana. Investors in Hawaii REITS
earn dividend income that is no different from the dividend income paid to Hawaii investors in
REITs, including to Hawaii investors in Hawaii REITs. Internal Revenue Service (IRS) data
show that, in 2013, thousands of Hawaii residents directly and indirectly (through pension funds
and other investments) own approximately $1 billion worth of REIT shares, and that Hawaii
collects at least $8.8 million in individual income taxes from Hawaii REIT shareholders.

Concern has been expressed that, perhaps, the State of Hawalii should tax REITs the way
it taxes other corporations, even though REITs pay out all their net income as a financial pass-
through while corporations do not.® A second conjecture hypothesizes that taxing Hawaii REITs
like such corporations—doubly-taxing first the financial vehicle and then taxing its Hawaii
owners again, on the same income—might be a lucrative State revenue source.

First, double-taxing capital income is a notorious distortion in the economic theory of
taxation, about the worst tax idea ever. Double-taxing REITs could drive their investments in
Hawaii down significantly, towards net disinvestment from Hawaii. Disinvestment would
reduce productivity and income in Hawaii. Many of the investor groups likely to replace REITs
in Hawaii under such a circumstance are tax-exempt institutions such as pension plans,
foundations, and university endowments that would generate neither corporate nor the same
individual income taxes from their real estate investments in Hawaii. Other non-REIT investors
already could have done what REITs have done, or could have paid more to acquire REIT
investments: REIT disinvestment in Hawaii would be tantamount to an asset price deflation in
Hawaii.

Second, it is unlikely that double-taxing REIT net incomes in Hawaii would yield
material Hawaii corporate tax revenue. REITs can leave Hawaii and the dynamic effect of
doubly-taxing them would be exit: a tax on nothing is nothing. Considering the trivial amounts
of tax revenue Hawaii actually receives from all corporations doing business in Hawaii,*

¥ See Tom Yamachika, President, Tax Foundation of Hawaii (August 31, 2014), “REITs: A New [sic] Kind of Tax
Shelter?” Hawaii Free Press (http://www.hawaiifreepress.com/ArticlesMain/tabid/56/1D/13398/REIT-ndash-A-
New-Kind-of-Tax-Shelter.aspx).

* FY2015 Hawaii corporate income tax revenue (CIT) declined 39.9 percent to $52.3 million, from $87.0 million in
FY 2014, which was “down 13.9 percent from the previous year’s total of $101.0 million” (Hawaii Department of
Taxation 2013-2014 Annual Report (http:/files.hawaii.gov/tax/stats/stats/annual/14annrpt.pdf) and fiscal 2015 year-
end data (http:/files.hawaii.gov/tax/stats/monthly/2015-fis_rev.zip). On trend, measured in constant 2014 dollars to
adjust for inflation, Hawaii’s CIT declined from $110 million in 1969 to $66 million in 2014 and—on trend—would
continue declining to $62 million by 2020. In some quarters corporate tax receipts are negative—sometimes the
State pays corporations. Corporate tax collections are cyclical but small, comprising only 0.9 percent of Hawaii
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amounts which have declined steadily for 45 years, it’s not clear why a corporate tax is even
interesting. Hawaii would risk losing more revenue than Hawaii would gain by doubly-taxing
REITs, once its substantial negative impact on capital formation in Hawaii is taking into
account.® Such a barrier to REIT investment is a state tax impediment found in only one other
state (New Hampshire).

Using the State of Hawaii’s input-output model to estimate economic impacts, in just the
past year Hawaii REITs have been associated with more than 11,000 construction and non-
construction jobs, together representing labor earnings of $482 million, generating more than $95
million in state taxes. REIT investments have sustained Hawaii’s principle export, tourism, by
providing more than 4,500 lodging units, and in other Hawaii commercial real estate have
provided more than 200,000 square feet of medical office property space, 5.2 million square feet
of retail space, and 12,400 self-storage units.

DISCUSSION

The discussion below is organized as follows. First, the study provides background on
REITs generally, what they are and who invests in them. Second, the study attempts to elucidate
who in Hawaii invests in REITs and in Hawaii REITs. Third, the study evaluates some
economic impacts of REITs in Hawaii specifically, in investment and redevelopment. Fourth,
the study elaborates on why elimination of the so-called REIT dividends paid deduction (DPD)
could be a tax policy mistake: economically inefficient and ineffective at revenue-raising, it
could risk a net loss of Hawaii tax revenues as a result of its adverse dynamic effects on
investment.

I.  Background on Real Estate Investment Trusts (REITS)

A. REITs enable average investors to own commercial real estate

REITs are companies that own and operate or finance commercial-grade, income-
producing real estate like shopping malls, apartment, office, and industrial buildings, hotels,
senior housing, data centers, self-storage facilities, and theme parks, even commercial timber
forests. REITs distribute that income after expenses to shareholders as taxable dividends. While
in the past, only very wealthy individuals could own commercial real estate, in 1960 the United
States Congress enacted tax legislation creating REITs to enable all investors to own this type of
property through REITS.

General Fund Revenues in FY2015. Hawaii CIT was as low $8.3 million in 2003 ($7.2 million in 2014 dollars), less
than what Hawaii shareholders of REITs pay annually in individual income taxes on their REIT dividends. See
http://files.hawaii.gov/tax/stats/stats/annual/03annrpt-rev.pdf, and IRS Statistics of Income data, at:
https://www.irs.gov/uac/SOI-Tax-Stats-Historic-Table-2.

> Of course, Hawaii REIT shareholders would continue earning dividend income on which taxes would be paid.


http://files.hawaii.gov/tax/stats/stats/annual/03annrpt-rev.pdf
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Patterned after mutual funds of stocks and bonds,® REIT shareholders own shares of
pools of real estate assets. Equity REITs own commercial properties like shopping malls, office
buildings, apartments, and even cell phone towers from which rents and/or gains from occasional
property dispositions are collected and distributed after expenses to shareholders through
dividends. Mortgage REITs invest in mortgages or mortgage-backed securities, distributing
income after funding costs to shareholders through dividends. Although the tax code requires
REITs to distribute at least 90% of their taxable income, in practice market preferences assure
that virtually all net incomes are distributed to shareholders as dividends. Public equity REITs
and mortgage REITs often are traded on stock exchanges like the New York Stock Exchange
(NYSE) and are registered with the Securities and Exchange Commission (SEC). Some public
REITs are not listed on exchanges but are sold directly to investors by brokers and also are
registered with the SEC. Other REITs are privately-held and are neither exchange-traded nor
SEC-registered.

B. REITs have provided portfolio diversification and an inflation hedge

For the investor, REITs have provided an additional avenue for portfolio diversification
in a format that enables real estate to be held in small shares rather than in lumpy, whole
properties. Research typically has shown that adding real estate to portfolios of stocks and bonds
by investing through REITs has increased risk-adjusted returns: yields have risen and volatility
has declined.” Real estate returns have exceeded inflation rates, providing a natural inflation
hedge. REITs have been shown over long periods of time systematically to outperform both
stocks and corporate bonds while delivering more stable income streams. REIT ownership has
proven to be a well-established method of improving overall portfolio performance relative to
portfolios that only hold stocks and bonds.

C. Unlike other businesses, REITs must satisfy requirements ensuring that they are long-
term investors in real estate

Unlike other non-REIT business entities, REITs must comply with a burdensome set of
requirements to ensure that they are widely-held, long-term investors in real estate or real estate
financings.

Specifically, unlike other business entities, the federal tax code (and those state tax codes,
like Hawaii’s, that conform to this code) provides that a REIT: (a) must maintain at least 75

® For additional background regarding mutual funds and how they operate, see Appendix A:How U.S. Regulated
Investment Companies Operate and the Core Principles Underlying Their Regulations (2015, Investment Company
Institute) (available at: http://www.icifactbook.org/fb_appa.html)

" See, for example,
https://www.reit.com/sites/default/files/media/PDFs/Research/2015ResearchConferenceBoudry.pdf;
https://www.reit.com/sites/default/files/portals/0/PDF/CohenSteersReport.pdf; https://www.reit.com/data-
research/research/cem-benchmarking-defined-benefit-pension-fund-research-sponsored-nareit;
https://www.reit.com/data-research/research/wilshire-research-optimizing-target-date-fund-performance-reits.
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percent of its assets in qualifying real estate assets; (b) must receive 75% of its income from
some combination of rent from real property, interest from mortgages secured by real property
and gains from the sale of real property, or other delineated real estate sources; (c) must receive
95% of its income from the aforementioned qualified real estate sources and from other passive
sources;® and (d) must have more than 100 shareholders with no fewer than five individuals
owning more than 50 percent of its stock.? Furthermore, in order to ensure that REITs are long-
term investors in real estate, REITs are subject to a potentially confiscatory tax faced by no other
non-REIT business entities: a full 100 percent tax on any gain from the disposition of an asset
held primarily for sale.™®

D. Unlike other businesses, REITs must distribute all of their income as taxable dividends;
their shareholders pay tax on these dividends

In addition to the above requirements, and like mutual funds of stocks and bonds, the
corporate income tax liability on REITS” income is borne by shareholders to the extent that the
REIT distributes its taxable income to its shareholders. REITs calculate their taxable income
and, like mutual funds, can deduct from their taxable income all dividends paid to their
shareholders (through the dividends paid deduction). As mentioned above, REITSs typically
distribute all of their taxable income to shareholders. In 2014, Securities and Exchange
Commission (SEC)-registered REITs distributed $46 billion to shareholders.* REIT
shareholders are subject to tax on the dividends, primarily at the highest ordinary income rate,
not the lower qualified dividend rate.*? Notably, unlike pass-through entities, which today
account for a vast majority of commercial real estate investment in the United States, REITs
generally are not permitted to pass through tax losses or tax credits to their shareholders.

From a state income tax perspective, a state collects taxes on REIT dividends regardless
of where the REIT owns properties. Thus, REIT shareholders who are Hawaii residents pay
individual income taxes in Hawaii even if (as is true in the majority of cases) the REIT does no
business in and owns no properties in Hawaii. This single taxation regime contrasts with the
zero taxes collected in Hawaii from tax-exempt institutions such as pension plans, foundations

8 As a result of this 95 percent rule, REITs are unlike other business entities and can only earn up to 5 percent of
their annual gross income from non-qualifying sources like real estate services to non-tenants.

® Internal Revenue Code (IRC) §§ 856(a), (c)(2) and (c)(3).

IRC §857(a)(6).

L “REIT Industry Financial Snapshot” (as of 9/30/15) , published by the National Association of Real Estate
Investment Trusts® (NAREIT)) (available at: https://www.reit.com/data-research/data/industry-snapshot). In

particular, “[s]tock exchange-listed REITs paid out approximately $42 billion and public non-listed REITs paid out
approximately $4 billion in dividends during 2014.” Id.

1242014 Year-End Summary” (NAREIT) (available at: https://www.reit.com/data-research/data/year-end-tax-
reporting-data/2014/2014-year-end-summary.
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and university endowments.*® This distinction between single tax and zero tax outcomes is
important because tax-exempt institutions are very significant investors in commercial real estate
and would be the most likely replacement investors if REITs decide to invest in the other states
that do not impose a double layer of taxes.

E. All states with an income-based corporate income tax (except one) follow the federal
taxation of REITs and their shareholders

Today, every state except for New Hampshire that imposes a corporate net income tax
conforms to federal income tax rules and allows widely-held and/or publicly traded REITs (and
mutual funds) to deduct their dividends paid to shareholders. Although a state in which a REIT
owns property might not collect income taxes from REIT shareholders outside of that state, the
state does collect income taxes from all its residents who own REIT shares, even on income from
properties located outside of that state.

Il1. Hawaii investors in REITs and Hawaii REITs

A basic question about REITs in Hawalii is who in Hawaii invests in REITS, and who in
Hawaii invests in Hawaii REITs? Because portfolio preferences are a fluid matter of changing
asset allocation for most investors, even for the half of Hawaii households who are homeowner-
occupants, any question about who owns what is naturally challenging to answer. This section
of the study details what is available primarily through securities and tax filings. Even then,
most of what might be known can only be inferred, and some of what is discussed below is
offered without drawing explicit inferences, though the information may be suggestive to
readers.

A. Hawaii investors in REITs and in Hawaii REITs
1. Publicly traded REITs: ““Shares Held in Street Name”

Stock-exchange (e.g., the New York Stock Exchange or NASDAQ) listed REITs
generally are not able to identify the total number of Hawaii taxpayers who are direct investors in
that REIT and the amount of dividends paid to those investors. Like all publicly traded
companies, the overwhelming majority of stock exchange-traded REIT shares are held in “street
name” by a nominee who is not obligated to report the underlying shareholder-identifying
information to the REIT. In fact, for most companies, the registered shareholder that owns the

3 For example, a recent article cites Prequin, the leading source of information for private real estate investment,
that the average commercial real estate for a public pension fund, a private pension fund and an endowment is $758
million, $434 million and $143 million, respectively. See http://nreionline.com/institutional-investors/pension-
funds-endowments-hunger-real-estate-assets. Further, the article indicates that the real estate allocations for all three
groups are below their target goals.
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majority of their stock is a company called DTC (Depositary Trust & Clearing Corporation) and,
more specifically, its affiliated company, “Cede & Co.”*

Even to the extent that the actual shareholder names are available, many shareholders in
stock exchange traded REITs are institutional investors such as mutual funds and pension/health
benefit funds. These companies do not provide shareholder-level identifying information.*

There are certain public securities filings that are required of shareholders who own more
than 5 percent of a publicly traded company.'® However, these shareholders tend to be large
institutional investors such as mutual funds which, like REITs, have pooled the capital of many
investors to invest in their underlying portfolio of assets. In fact, mutual funds tend to own a
significant percentage of stock in publicly traded REITs*’ and, in most, if not all cases, these
REITs are unable to identify the ultimate mutual fund beneficiaries.*®

Additionally, the Investment Advisers Act of 1940 requires advisers that have at least
$100 million of assets under management or advise a registered investment company to register
with the SEC and periodically report their stock and securities ownership. Such advisers include
Bank of Hawaii and First Hawaiian Bank. These advisers must file a Form 13F with the SEC
listing their securities ownership. However, it is not possible to know whether the securities
listed on these forms are owned directly by such money managers or on behalf of their
underlying clients.

2. Available data

1 See http://www.dtcc.com/asset-services/issuer-services/how-issuers-work-with-dtc.aspx (“When an investor holds
shares this way, the investor’s name is listed on its brokerage firm’s books as the beneficial owner of the shares. The
brokerage firm’s name is listed in DTC’s ownership records. DTC’s nominee name (Cede & Co.) is listed as the
registered owner on the records of the issuer maintained by its transfer agent. DTC holds legal title to the securities
and the ultimate investor is the beneficial owner.”)

15 In fact, both the DBEDT and Department of Taxation (DOTAX) testimony with respect to an earlier version of
recently proposed legislation, S.B. 118, S.D. 1, noted that many mutual funds invest in REITS. See “Statement of
Luis P. Salaveria,” Director, Department of Business, Economic Development, and Tourism, before the House
Committee on Consumer Protection and Commerce and Committee on Judiciary in consideration of SB118, SD1
(March 18, 2015), available at

http://www.capitol.hawaii.gov/Session2015/Testimony/SB118 SD1 TESTIMONY_CPC-JUD 03-18-15_.PDF and
“Statement of Maria E. Zielinski”, Director, Department of Taxation, before the House Committee on Consumer
Protection and Commerce and Committee on Judiciary in consideration of SB118, SD1 (March 18, 2015), available
at http://www.capitol.hawaii.gov/Session2015/Testimony/SB118 SD1 _TESTIMONY_CPC-JUD 03-18-15_.PDF.

16 See ““Laws that Govern the Securities Industry™ http://www.sec.gov/about/laws.shtml.

7 For a list of dedicated REIT funds, see https://www.reit.com/investing/investing-reits/list-reit-funds.

8 DOTAX specifically noted that "a mutual fund cannot be compelled to provide information on the number of
Hawaii taxpayers investing in such fund or the amount of income attributable to a REIT operating in Hawaii.
Therefore any report will not be able to provide all of the information as requested in this measure." See footnote 20
(citing testimony).

19 http://www.sec.gov/about/laws.shtml#invadvact1940.
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REITs are just as popular an investment vehicle choice of Hawaii individuals and
institutions as they are nationwide. Many Hawaii investment managers include significant REIT
holdings in their client portfolios. Again, while data limitations preclude a complete accounting,
a picture of the scope of Hawaii REIT investors, investment managers, and their holdings can be
sketched.

(a) Public, non-listed REITs

Public, non-listed REITs (PNLRs) are REITs that are required under federal securities
laws to file periodic reports with the SEC, because of their asset size or large shareholder base,
but are not listed on a stock exchange. While shareholder-level data regarding exchange-traded
REITs is difficult to obtain, shareholder-level data from PNLRs is available from DST Systems,
the transfer agent for many of these companies.

DST data disclose that more than 9,300 individual investors in Hawaii received a total of
nearly $30 million in PNLR distributions during 2014, the last full year for which data are
available. Sixty percent of these distributions for Hawaii investors comprised cash distributions;
the other forty percent were in dividend reinvestment programs pursuant to which shareholders
acquire additional shares in lieu of receiving cash distributions. Shareholders still must pay tax
on the value of the distribution used to reinvest in new shares. While this is not an exhaustive
characterization, it is instructive of the significant magnitudes of REIT distributions accruing to
Hawaii residents.”

(b) Hawaii-based investment advisers and institutional investors

Hawaii-based advisers also are active REIT investors on behalf of their clients. Public
data in SEC filings can be gathered for a number of major local banking names like Bank of
Hawaii®* and First Hawaiian Bank,?” among others, along with smaller providers of investment
advisory services® to get a feel for how important REIT investments are in locally-managed
portfolios. This data show that these Hawaii institutions held approximately $32 million in REIT
stocks reported as owned as of June 30, 2015.

% Data provided by DST Systems, the transfer agent for most public, non-listed REITS.

21 Bank of Hawaii, Form 13F-HR (quarter ended 6/30/15); see
http://www.sec.gov/Archives/edgar/data/315080/000031508015000005/xsIForm13F X01/primary doc.xml and
http://www.sec.gov/Archives/edgar/data/315080/000031508015000005/xsIForm13F X01/2015 2Q INFO FILE.X
ML.

22 First Hawaiian Bank, Form 13F-HR( quarter ended 6/30/15) see
http://www.sec.gov/Archives/edgar/data/315080/000031508015000005/0000315080-15-000005-index.htm and
http://www.sec.gov/Archives/edgar/data/764106/000076410615000005/xsIForm13F_X01/062015.xml.

% See, e.g., C.M Bidwell & Associates Ltd, Form 13F-HR (quarter ended 3/31/15)

( http://www.sec.gov/Archives/edgar/data/1091860/000109186015000005/xsIForm13F_X01/primary_doc.xml and
http://www.sec.gov/Archives/edgar/data/1091860/000109186015000005/xsIForm13F X01/cmbal3f-hr033115.xml)
and Cadinha & Co LLC, Form 13F-HR (quarter ended 6/30/15) http://www.secinfo.com/dS5g2.mb.d.htm#1stPage
(showing approximately $13 million owned in Weyerhaeuser, a timberland REIT with no Hawaii properties).
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Another potential source of dividend and capital gain income for Hawaii investors are the
REIT-dedicated mutual funds or exchange-traded funds,** including those sponsored by
Vanguard, Cohen & Steers, and Wilshire. In fact, thousands of Hawaii shareholders have
invested about $60 million in several dedicated REIT mutual funds sponsored by a single mutual
fund company.?® The State is collecting taxes on the millions of dollars distributed to Hawaii
investors by these companies and funds that invest in REITs, even though almost all of the
properties held by these REITSs are located outside of Hawaii.

(c) Hawaii public officials

In addition to REIT shares owned outright or through brokerage firms, investment
advisers, mutual funds, pension funds and other retirement savings investment vehicles, or
insurance companies, public record data associated with ethics filings and other public
disclosures indicates a pattern of REIT ownership that can be associated with many dedicated
public servants as well as individuals outside government serving on boards and commissions.
Without disclosing individuals’ personal information, it still can be asserted that it is
commonplace for a number of distinguished Hawaii political leaders, persons in senior
management positions in State and County government, and members of public boards and
commissions to hold REIT investments in their personal or managed investment portfolios.”®
Their investment preferences are, as a generalization, not different from those of the public at
large, or from those of beneficiaries or managers of Hawaii’s public pension system or of public
union health trust funds.

(d) Hawaii residents—UPREITSs

As noted in Appendix I, many of the more than 200 stock-exchange traded REITs are
organized in the UPREIT form. Limited partners who own partnership shares in REIT operating
partnerships earn income from the partnership’s activities and are liable for federal and state
income taxes on this income (as appropriate). While publicly available information regarding
UPREIT limited partners is itself limited to relatively large owners, it does indicate that three
Hawaii individuals own millions of partnership units in Pacific Office Properties Trust, which is
headquartered in Hawaii.*’

24 For a list of such funds, see https://www.reit.com/investing/investing-reits/list-reit-funds.

% This information is not generally available, but was provided to NAREIT by the mutual fund company. In 2014
their accounts received income and capital gain distributions totaling $8.5 million.

% Financial disclosure information is obtained from the Hawaii State Ethics Commission and republished at
http://www.civilbeat.com/disclosures/.

2’ NOTICE OF ANNUAL MEETING OF STOCKHOLDERS TO BE HELD ON MAY 28, 2015, PACIFIC
OFFICE PROPERTIES TRUST, INC., p. 10 available at:
http://www.pacificofficeproperties.com/PDFGovernance/2015%20Proxy%20Statement.pdf. Note that two of these
individuals also own hundreds of thousands of limited partnership units in another REIT”s (Corporate Office
Properties Trust’s) operating partnership, Corporate Office Properties L.P.; Exhibit 1, Schedule of Partners,
Corporate Office Properties Trust and Corporate Office Properties, L.P., Form 8-K (April 15, 2015), available at:
http://markets.on.nytimes.com/research/stocks/fundamentals/drawFiling.asp?docKey=137-000086054615000014-
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(e) Hawaii retirement and health benefit foundations: ownership in REITs and in
REIT-dedicated mutual funds

Many significant Hawaii organizations which manage retirement savings plans on behalf
of their employees are REIT investors, or include REIT fund options in their employee
retirement-savings plans, such as Hawaii Pacific Health, Hawaiian Airlines, The Queen’s Health
System, University of Hawaii Foundation, Hawai‘i Community Foundation, Office of Hawaiian
Affairs, City & County of Honolulu, and Kamehameha Schools.?®

In particular, the Employer-Union Health Benefits Trust Fund (EUTF), which provides a
variety of medical and life insurance benefits to almost 200,000 Hawaii state and local current
and former employees, owned a $79 million interest in a VVanguard REIT fund.?

() Data from stock exchange-traded REITs

Even with the limitation on identifying Hawaii-resident shareholders because of the
“street name” issue noted above, a number of exchange-traded REITs were able to provide
proprietary data obtained from an outside vendor that provides proxy solicitation services to
them. Proxies are sent to shareholders of record who have voting control over specific shares.
Thus, the information can be used as an estimate for the actual market value of shares that might
be owned by these shareholders (as voting control may, but does not necessarily, correlate to
value). Even with a relatively small sample size, the data show that at least hundreds of Hawaii
*accounts” have voting control over hundreds of thousands of shares of REITs with Hawaii
properties.

(9) Internal Revenue Service data and additional estimates

Recent IRS aggregate data® concerning individual income tax returns (Form 1040)
shows that more than $700 million in total “ordinary dividends” (both “qualified dividends,”

2MON4B44IRJIQV17J3M3RLCJJI76&docFormat=HTM&formType=8-K. While this REIT owns no Hawaii
properties, both partners presumably may earn income taxable in Hawaii through this interest.

%8 S&P Money Market Directory and Pregin databases.

% Bas