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To:  The Honorable Gil Kahele, Chair 

and Members of the Senate Committee on Tourism and International Affairs 
 

Date:  Wednesday, March 18, 2015 
Time:  2:45 P.M. 
Place:  Conference Room 225, State Capitol 
 
From:  Maria E. Zielinski, Director 
  Department of Taxation 
 

Re:  H.B. 1327, H.D. 1, Relating to Real Property 
 
 The Department of Taxation (Department) strongly opposes H.B. 1327, H.D.1, and 
provides the following comments for your consideration. 
 
 H.B. 1327, H.D. 1 permits a taxpayer who provides transient accommodations on real 
property leased from a related entity to claim a general excise tax deduction from the amount of 
gross proceeds or gross income received from its sublease of the real property.  The measure has 
a defective effective date of July 1, 2020. 
 

This measure expands the General Excise Tax (GET) sublease deduction as allowed 
under section 237-16.5, Hawaii Revised Statutes (HRS).  Under current law, the sublease 
deduction may be taken where the lessee enters into a written sublease with another tenant.  
When this occurs, the lessee may exclude up to seven-eighths of the amount that the lessee pays 
in rent to the lessor from the gross receipts that the lessee receives from its sublessee.  This 
measure expands the sublease deduction by treating the furnishing of transient accommodation 
as a sublease of property, regardless of whether or not there is written agreement, but only where 
the lessee leases the property from a related entity.  H.D.1 has a defective effective date of July 
1, 2020. 
 
 More specifically, this measure extends the sublease deduction to the amounts that are 
paid by hotel guests in exchange for the renting of rooms, by deeming such rentals to be a 
sublease of property to which the subleasing deduction would also apply.  However, when a 
guest stays at a hotel or other accommodation, the guest is not only paying for the right to stay in 
that room, but also for a myriad of other services, including the concierge, housekeeping, 
electricity, water, security and a host of other services.  These items have never been allowed as 
a deduction in computing taxable receipts.  Because this measure proposes to treat all of the 
amounts received from hotel guests as subject to the sublease deduction, it would encourage the 
operator of the transient accommodation to build other things into the room price which might 
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otherwise be billed separately, such as internet access, meals, and the like, in order to take 
advantage of this deduction.   
 

Related Entities 
 

It should first be noted that the GET is, and always has been, an entity specific tax.  
Every entity is obligated to pay the tax as set forth in the law, regardless of whether the entity is 
related or not.  The Department is deeply concerned that approval of this measure will create a 
slippery slope upon which the tax base of the GET will become severely eroded.  Approval of 
this measure will only encourage other businesses to seek the same relief requested in this 
measure.   

 
How one structures a business activity depends on a myriad of considerations, including 

tax considerations.  For example, liability protection, bankruptcy remoteness, business 
contingencies or requirements, labor issues, financing, securities, antitrust, and franchise matters 
all play a role in the choice of business structure.  It is well settled, however, that once a person 
determines how a business is structured, that person must live with the tax consequences of that 
structure, regardless of whether an alternative structure might have created markedly different 
tax obligations and regardless of the equities involved.  "[W]hile a taxpayer is free to organize 
his affairs as he chooses, nevertheless, once having done so, he must accept the tax consequences 
of his choice, whether contemplated or not, Higgins v. Smith, 308 U. S. 473, 477 (1940); Old 
Mission Portland Cement Co. v. Helvering, 293 U. S. 289, 293 (1934); Gregory v. Helvering, 
293 U. S. 465, 469 (1935), and may not enjoy the benefit of some other route he might have 
chosen to follow but did not…"  Comm’r v. Nat’l Alfalfa Dehydrating and Milling Corp., 417 
U.S. 134, 147, 94 S. Ct. 2129, 2136 (1974)).   

 
The Department notes that the expansion of the sublease deduction as proposed in this 

measure applies only to the subleasing of real property between related entities.  This related 
entities limitation would create an uneven playing field for similarly situated taxpayers, 
performing the same activity, solely on the basis of whether or not the property is leased from a 
related party.  The GET would be imposed on one transaction but not another simply because the 
latter was between "related" entities, and possibly lead to claims of a discriminatory effect.   

 
It is very important to note that nothing in this measure limits the deduction to direct 

relationships, where the lessor-sublessor or sublessor-sublessee are directly related.  As written, 
the deduction would also apply if the hotel owner leases the property to an unrelated entity and 
that unrelated third party then subleases the property to a party who is related to the master lessor 
but is otherwise unrelated to the sublessor.  It is the Department's understanding that it is 
common industry practice for the hotel operator and the land owner to be in separate entities for 
liability protection, bankruptcy remoteness and tax considerations, among other things.  
However, since GET is imposed by entity, it is not relevant that the entities may be related.  
Regardless of whether the entities are related or not, the landlord owes GET on the rents received 
and the hotel operator owes GET on its revenues.   
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There has been much discussion over the years regarding de-pyramiding of GET and 
reducing GET imposition on business to business transactions.  It is clear, however, that his 
measure does not address this issue.  When broken down, it is evident that this business is 
structured like any other business wherein land is leased by an entity which operates a business 
on that leased land.  This structure is not unique to the hotel industry.  As noted above, there are 
many business reasons for creating separate entities to hold the land and to operate the business 
such as land owner liability or other types of liability when a business is sued.  In this case it is 
likely that the entities are separated for liability purposes and other business considerations, as 
well as tax planning purposes. 

 
The practical effect of H.B.1327, H.D.1, is not to expand on the sublease deduction, 

rather to create a new exemption for transfers between related entities.  The sublease deduction 
allows for tax relief where a lessee subleases land the land itself; it was not intended to allow for 
a reduced rate on all revenues of the business which is leasing the land simply because the 
entities are related.  If the Committee wishes to adopt this measure, the Department suggests that 
this measure be expanded to cover all business activities, including unrelated entities, to ensure 
that all taxpayers are treated uniformly and fairly, and avoid any potential constitutional 
problems. 

 
Consumer Protection 

 
The Department believes that this proposed expansion of the sublease deduction could 

also lead to significant violations of consumer protection law because the GET is generally 
passed on to consumers; since it is general industry practice to pass on the GET, hotel guests 
would be directly affected.  However, it is unlawful to pass on GET to a customer when certain 
amounts would be exempted from tax because of this deduction.  In other words, since the 
taxpayer is only able to deduct up to seven-eighths of the lease rent, it is unclear how a taxpayer 
claiming the exemption could know and accurately apply the sublease deduction to the 
furnishing of transient accommodations; how the taxpayer would be able to determine the point 
at which it would need to start to charge the tax; or how the taxpayer could determine the proper 
rate to charge its guests over the course of its tax year, since it would not know how much total 
income it would receive. 
 
 For example, suppose a hotel operator pays the landlord $1,000 during the year.  The 
sublease deduction is limited to $875.  Any amounts which exceed $875 would be taxed at the 
retail GET rate of 4% (4.5% on Oahu).  If guests rented a room over the course of a year for 
rents totaling $1000, then GET under this measure would properly be imposed only on the $125 
in excess of the $875 limit on the sublease deduction.  But at the outset, the sublessee would not 
know how much rent it would collect over the course of the year, and therefore, would not know 
the proper rate of tax to charge and collect.  This is a highly simplified illustration that does not 
begin to cover the complex nature of the hotel industry.  Simply put, the Department does not 
believe there is any practicable way for taxpayers to accurately calculate and apply the proposed 
deduction.  As such, the Department believes that adoption of this proposed deduction is likely to 
result in significant enforcement issues such as misreporting and underpayment of taxes; or 
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alternatively, over collecting tax from guests in excess of what is owed by the taxpayer, with the 
taxpayer retaining the excess amount. 
 
 The bill's proponents argue that because the total amount of the GET paid to the State by 
all of the related entities will not be in excess of the GET rate, there is no consumer protection 
issue.  What is incorrect about the proponent's analysis is that it is the hotel guest that would also 
be paying the GET of the lessor, an entity for which the occupant has no contract or agreement 
with, and which is the obligation of the lessor and not the hotel operator.  Under consumer 
protection law, a taxpayer may visibly pass on to the consumer only the amount of tax that will 
be owed by that taxpayer, which in this case is the hotel operator.  Allowing GET to be passed 
on at the full 4% rate (4.5% on Oahu) will result in hotel guests paying GET far in excess of 
what is allowed for that transaction.   
 
 To illustrate this concept and following up on the example above, assume that the 
applicable retail rate is 4%.  The GET owed on the $1000 collected over the year by the hotel 
operator is $5 if the sublease deduction is allowed (4% X ($1000-$875).  This means that the 
GET can be passed on lawfully at a rate no greater than 0.5% because the GET owed for this 
transaction is $5 ($1000 * 0.5%).  The GET may not be passed on at a greater than 0.5% because 
it would amount to passing on GET at a greater amount than what that taxpayer owes to the 
State.  If the hotel operator passed on GET at the 4% rate, then $40 or eight times what is owed 
for this transaction would be collected; this is prohibited by consumer protection law.   
 
 The proponents seem to be under the impression that there is no violation even if the full 
retail rate is charged to all hotel guests over the course of the year because the hotel's lessor will 
pay the GET tax on the amount that it receives from the hotel operator.  This notion is incorrect, 
since as noted above, the GET is an entity level tax.  It is important to remember that the 
rate/amount of GET allowed to be passed on to the hotel guests can only be based on the GET 
owed on that transaction and cannot be based on the GET liability of the landlord.  Thus, if only 
$5 is owed for GET on a transaction then the hotel operator may not pass on an amount greater 
than $5.  Collecting any more than this amount from the hotel guest would be a violation on its 
face. 
 

Potential for Abuse 
 

 As written, this measure has a tremendous potential for abuse.  Because the sublease 
deduction would be allowed between related entities there is nothing to prevent all hotel 
operators from forming shell entities to enter into leases with any landlord, including unrelated 
landlords, and sublease that land to the hotel operator, thereby qualifying the hotel operator for 
the sublease deduction.   Under this scenario, hotel revenues could be deducted and tax can be 
avoided just by changing the structure of the business.  If this measure is adopted there is no 
reason to believe that all hotel operators will not change the structure of their businesses in order 
to obtain the tax savings. 
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Real Estate Investment Trusts 
 
 It should be noted that a significant number of hotel owners have formed public hotel 
Real Estate Investment Trusts (REITs).  REITs are essentially tax-driven vehicles that are subject 
to a complicated and detailed tax regulatory structure.  One of a REIT’s central activities is the 
buying, holding and selling of “income-producing real estate”.  A major tax benefit of a REIT is 
that it is allowed a dividends paid deduction for the dividends that it pays in determining the 
amount of income that is subject to income tax.  For all practical purposes, REITs are exempt 
from taxation even though they are treated as a corporation for tax purposes, provided that they 
distribute at least 90% of their income to their unit holders.   Unless the unit holder is subject to 
Hawaii income taxes, a REIT will pay no Hawaii income tax. 
 
 Because of this significant tax benefit, the Internal Revenue Service rules governing 
REITs impose strict limitations on the income and activities of REITs.  A REIT must comply 
with the so-called income test, which requires that at least 75 percent of its gross income be from 
rents from real property, interest on mortgages financing real property or from sales of real 
estate.  Revenue from hotel operations does not satisfy this test and is unrelated business income 
(UBI).  In addition, a REIT may not directly perform many services related to the management 
or operation of the hotel property or business because income from these services is also 
considered UBI.  
 

The REIT Modernization Act of 1999 (RMA) created the Taxable REIT Subsidiary 
(TRS), which allows a REIT to offer a more complete range of services to its tenants without 
jeopardizing its status as a REIT.  To comply with the income test and avoid engaging in 
prohibited, non-real-estate-related activities, the typical hotel REIT leases the hotel assets to a 
TRS, which effectively converts the REIT’s prohibited hotel revenue into permissible rental 
income.   

 
 TRS's are subject to the corporate income tax, but not to the regular REIT diversification 
tests.  Although securities of a single issuer (other than another REIT) may generally constitute 
no more than 5 percent of a REIT’s assets, securities of one or more TRS’s may constitute up to 
20 percent of a REIT’s assets as measured by fair market value. Thus, REITs are allowed to own, 
directly or indirectly, up to 100% of the stock of a TRS that can engage in businesses previously 
prohibited to a REIT, subject to certain limitations.   In particular, these provisions permit a hotel 
REIT to own a TRS that leases hotels from the REIT, rather than requiring the lessee to be a 
separate, unaffiliated party. However, hotels leased to a REIT-affiliated TRS must be managed 
by an unaffiliated third party (i.e., a true third-party hotel manager).  
 
 To avoid abuse, the RMA placed limits on the amount of interest and rents that a TRS 
can pay to a parent REIT and on what it could charge tenants for its services.  For example, a 
TRS may deduct interest paid to parent REIT only if the debt to-equity ratio of the TRS is at 
most 1.5, or if the ratio of its interest payments to its net income before interest, net operating 
losses, and depreciation (i.e., the inverse of its interest coverage ratio) is at most 0.5.  (IRC 
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section 163(j)).  Similarly, for rents paid by a TRS to a parent REIT to qualify as rents from real 
property for purposes of the 95-percent and 75-percent gross income tests, a TRS may rent no 
more than 10 percent of any property from a parent REIT and must pay rent comparable to that 
of other tenants.  A 100-percent excise tax is levied on income from certain transactions between 
a parent REIT and its TRS that are found to be non-arm’s length.  
 

The lease between the REIT and the TRS must also be a true lease with typical lease 
obligations on the part of the TRS.  The lease cannot be a service contract or joint venture under 
the guise of a lease.  Accordingly, a REIT’s possessory rights must be subject to the tenant’s 
leasehold rights, and the tenant must have all of the benefits and risks of hotel operations.  The 
true REIT lease will often provide for typical periodic fixed and percentage rent payments. The 
fixed rent payments must be paid without regard to the success or failure of the hotel.  
Percentage rent must be based on gross revenue, rather than profit or net income. The percentage 
rent figure is set at lease execution (like a typical lease), and cannot be renegotiated if the 
changes are based on profit or net income.  The duration of the lease is another critical factor. 

 
The Department is deeply concerned that this measure allows a REIT and its related 

entities to substantially reduce the amount of GET paid to the State, while at the same time also 
paying no income tax.  This will be because under this measure, the TRS will be able to 
substantially reduce its GET exposure, while minimizing any income taxes paid by inflating the 
expenses of the TRS by inflating the lease rent paid, costs of services paid to related entities, etc.  
The REIT meanwhile will have no income tax liability if it pays out at least 90% of its income as 
dividends, and as the unit holders are not likely to be in Hawaii, such dividends will also escape 
income taxation.    

 
 Thank you for the opportunity to provide comments. 
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Dear Chair Kahele, Vice Chair English and Members of the Committee, 

 

The Maui Hotel & Lodging Association (MHLA) is the legislative arm of the visitor industry. Our membership 

includes over 150 property and allied business members in Maui County – all of whom have an interest in the 

visitor industry.  Collectively, MHLA’s membership employs over 20,000 local residents and represents over 

19,000 rooms. The visitor industry is the economic driver for Maui County.  We are the largest employer of 

residents on the Island - directly employing approximately 40% of all residents (indirectly, the percentage 

increases to 75%).   

MHLA supports HB 1327 HD1 that permits a taxpayer who provides transient accommodations on real 

property leased from a related entity to claim a general excise tax deduction from the amount of gross proceeds 

or gross income received from its sublease of the real property.  

 

MHLA supports this measure which reduces pyramiding of taxation upon businesses which own and lease 

hotels through affiliates. There are hotel owners who use affiliates to own, lease, and hire management in which 

case there are multiple opportunities for the GET to apply to a revenue stream. What this measure offers is to 

treat hotel operators (given they pay rent to an affiliate) and guests the same way as a tenant and subtenant, 

whereas the sublease deduction would apply. This will ultimately include hotels in the effort to reduce the 

unfairness in double taxation upon revenue streams between related entities. 

 

Thank you for the opportunity to testify. 
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L E G I S L A T I V E   T A X   B I L L   S E R V I C E

TAX FOUNDATION OF HAWAII
  126 Queen Street, Suite 304                                   Honolulu, Hawaii 96813   Tel.  536-4587 

SUBJECT: GENERAL EXCISE, Transient accommodation sublease deduction

BILL NUMBER: HB 1327, HD-1

INTRODUCED BY: House Committee on Tourism

EXECUTIVE SUMMARY: Applies the “sublease deduction” in HRS section 237-16.5 in the situation 
where the taxpayer leases real property from a related entity and furnishes transient accommodations on
that property.  The concept is consistent with the depyramiding philosophy that the sublease deduction is
trying to implement, and is justifiable whether or not the taxpayer and the lessor are related entities.

BRIEF SUMMARY: Amends HRS section 237-16.5 to provide that the furnishing of a transient 
accommodation on real property that the taxpayer leases from a related entity shall qualify for the 0.5%
reduced rate on real property leasing transactions.  The furnishing of a transient accommodation shall be
considered as made under a sublease, regardless of whether or not the arrangement is made in writing.

EFFECTIVE DATE: July 1, 2020

STAFF COMMENTS:  Sales taxes in most states leave rent alone, but our General Excise Tax (GET) taxes
it.  Before the late 1990’s, both the lessor and the sublessor had to pay the full retail tax amount on the
rent they respectively received, meaning that although there was only one tenant on the particular piece
of property, sometimes a homeowner, sometimes a small business, 4% tax was imposed several times: 
when the tenant paid his landlord, when that landlord paid the person it was renting from, and so on up
the chain up to the ultimate owner.  (By the way, even if the owner is a charity - a church or a school, for
example - GET is still imposed.)

To deal with this problem, a “Sublease Deduction” was enacted in 1997.  It says that if a person is both
renting real property from a landlord and then subleasing it, then the person, although paying 4% tax on
the rent received, gets a deduction worth 3.5% of the rent paid.  The lessor further up the chain pays 4%
of that rent, making the effective tax rate on the first tier rent 0.5%, the same GET rate we normally
apply to wholesale sales.  The law now applies to written leases of real property.  

This bill would explicitly provide that this sublease deduction will be allowed even if the “sublessor” is
a hotel.  Certainly the hotel is being paid for the use of its real property; the guests need to rest their
heads somewhere at night.  But there is also a significant service element; hotel guests receive front desk
services, housekeeping, and other amenities that typical rentals don’t come with.  The issue is whether
that should matter.  If the philosophy behind the 1997 act is to prevent retail rate GET from applying to
the same use of the same real property, the proposal is consistent with that philosophy.  Hoteliers have to
pay GET on what they get for their room nights just like any other renters.  If the hotel happens to be
leasing its space from a large landowner, why should the state be allowed a second bite at the proverbial
apple?  
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HB 1327, HD-1 - Continued

Interestingly, the issue of wholesale services in general was examined by the 1987-1989 Tax Review
Commission, at a time when the 0.5% rate applied to very few wholesale services.  The Commission
recommended adopting the 0.5% rate for more wholesale service transactions (which actually happened
in 2000), and also recommended that the wholesale services concept should be extended to the leasing of
real property.  It certainly looks like that Commission would have had no problem with treating transient
accommodation rentals the same as other rentals.

Technical issues exist, of course.  It may be argued that a hotelier shouldn’t be allowed the sublease
deduction to the extent that its rooms are vacant, which makes sense, and no hotelier has 100%
occupancy.  But that argument should not be morphed into a reason for disallowing the deduction
altogether.  We have retail rate GET being piled on top of retail rate GET for occupying the same piece
of real estate, and that screams for at least some relief.  

This measure would extend the deduction for real property leasing transactions in the case where a
transient accommodation is on real property leased from a related entity, which would be the case if a
REIT is the lessor and a taxable REIT subsidiary operates the hotel.  It would appear that the adoption of
this measure is justified whether or not the lease is from a related entity.

Digested 3/2/15
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