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The Honorable Ernest Y. Martin, Chair
and Members

Honolulu City Council

530 South King Street, Room 202

Honoluiu, Hawai'i 96813

Dear Council Chair Martin:

A copy of our final report on the Audit of the Real Property Assessment Division is attached. The audit
was conducted pursuant to Council Resolution 10-269, which requested the city auditor to conducta .
performance audit of the Real Property Assessment Division (RPAD) of the Department of Budget and
Fiscai Services. The audit objective was to evaluate the RPAD processes related to the classification,
reclassification, valuation, and assessment of real property for taxation purposes. The audit was
performed in accordance with generally accepted government auditing standards from June 2012 to
September 2013.

The City and County of Honolulu has the authority to assess, tax, and collect real property taxes as
authorized by the provisions of Chapter 8, Revised Ordinances of Honolulu. Real property taxes are
the primary source (43%) of revenues for the city’s general fund and totaled over $812.5 million in fiscal
year 2012. The Real Property Assessment Division (RPAD) assesses and calculates taxes for all real
property within the City and County of Honolulu; and is responsible for ensuring real property
assessment values are fair and equitable, based on market value, and in accordance with applicable
standards and laws. RPAD annually provides the city council a certified assessment roll that is used to
set the tax rates for the various land classes and to generate tax revenues for the city.

During our review, we found the following:

» Best practices established by professional tax assessment organizations help ensure tax
classifications are based on accurate and reliable data. Our sample results indicated real
properties were inconsistently classified because tax assessment staff was not following best
practices such as performing physical inspections, focusing on data quality assurance,
maintaining and updating databases, or complying with existing administrative policies and
procedures. As a result, tax assessments were inconsistent and ineguitable; exemption and
dedication property requirements were violated, and taxes assessed did not refiect the highest
and best use of the properties. For example, our sample showed care homes and skilled
nursing homes were not paying the proper tax assessments, because land use_issues that
might have affected classifications were not resolved.
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For tax year 2010-2011, RPAD attempted to resolve classification problems concerning
residential class properties in mixed use zones by reclassifying them to the commercial or
industrial class. The substantial increase in property taxes generated many property owner
complaints and appeals to the city council. The city council subsequently passed resolutions
10-260 and 11-105 that authorized tax adjustments and attempted to resolve problems created
when properties were reclassified from residential to commercial or industrial classifications.
Our analysis of the properties listed in the resolution indicated the problems have not been
resolved because the real property data listed in the resolutions were not accurate, reliable, or
complete. As a result, non-qualified property owners received $381,744 in questionable tax
adjustments.

Upon successful application, the city provides a property tax exemption for historic residential
properties listed on a histeric register. The exemption usually reduces property taxes from a full
assessment to the minimum of $300 per year. City ordinances and rules impose specific
requirements for property owners to obtain and retain the tax benefits of the historic residential
dedication. Our sample results identified many violations of and non-compliance with historical
residential property dedication requirements. The violations existed because RPAD did not
actively monitor and enforce compliance with the historic property dedication requirements;
conduct inspections of the properties; and maintain current or accurate information on the
properties. Real property tax assessment staff did not formally communicate and coordinate
with the Department of Planning and Permitting to resolve issues regarding legally permitted
uses of historic properties. Based on our sample, we estimate the ¢ity could increase tax
revenues by over $555,000 if RPAD monitors and enforces historic property dedication
requirements and cancels the historic property exemptions for non-compliant property owners.

We also found other deficiencies including potential illegal or unpermitted commercial use of
residential historic properties, incomplete compliance with historic property requirements, and
data management shortcomings. The real property assessment staff needs to take immediate
action to ensure property owners comply with the historic property requirements and to prevent
abuses of the historic property dedication, given the substantial tax benefits granted.

Real property taxes are the primary source of revenues for the city’s general fund. The city
council therefore needs assurance that the tax information provided by the real property
assessment division is accurate. Our sample results showed many inconsistencies and
inaccuracies in classifications, tax assessments, and real property tax payments because real
property tax assessment staff was not following best practices, such as performing physical
inspections; focusing on data quality assurance; maintaining and updating databases;
maintaining adequate records about exempted or dedicated properties; or complying with
existing administrative policies and procedures. For our sample, over $1.8 million in potential
tax revenues could have been assessed or collected.

This report contains several recommendations for improving RPAD operations. The director for the
Department of Budget and Fiscal Services disagreed with the audit results and recommendations.
Based on our extensive sampling and analysis, our office stands by the audit findings and
recommendations. '
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We express our appreciation for the cooperation and assistance provided us by the staffs of the Office
of the Managing Director, the Department of Budget and Fiscal Services (BFS), the BFS Real Property
Assessment Division, and the many others who assisted us during our review. We are available to
meet with you and your staff to discuss the review results and provide more information. If you have
any questions regarding the audit report, please call me at 768-3130.

Sincerely,

Edwin S.
City Auditor

. Young

¢: Kirk Caldwell, Mayor
Ember Shinn, Managing Director
Nelson Koyanagi, Director, Department of Budget and Fiscal Services
Robert Magota, Assistant Administrator, Real Property Assessment Division
Wayne Kawamura, Senior Auditor
Darin Kawamoto, Auditor
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Chapter 1

Introduction and Background

Background

Exhibit 1.1

This audit was conducted pursuant to Council Resolution 10-269,
which requested the city auditor to conduct a performance audit
of the Real Property Assessment Division (RPAD) of the
Department of Budget and Fiscal Services (BFS). The audit
objective was to evaluate the RPAD processes related to the
classification, reclassification, valuation, and assessment of real
property for taxation purposes. This audit was included in the
Office of the City Auditor’s Proposed Annual Work Plan for FY
2011-12. The audit was performed in accordance with generally
accepted government auditing standards from June 2012 to
September 2013.

The City and County of Honolulu has the authority to assess, tax,
and collect real property taxes as authorized by the provisions of
Chapter 8, Revised Ordinances of Honolulu (ROH). Real
property taxes are the primary source (43%) of revenues for the
city’s general fund.

Honolulu Real Properties, Value, and Tax Revenues

Total Assessment Total Taxes Real Property
Assessment Value Levied Tax Revenues
Fiscal Year Parcels ($ billion) ($ million) ($ million)

2008 283,177 $167.0 $773.4 $769.4
2009 286,106 $166.3 $798.0 $792.2
2010 287,564 $165.8 $849.1 $852.2
2011 287,611 $153.1 $804.3 $799.4
2012 288,615 $153.6 $812.5 $813.3

Source: Service Efforts and Accomplishments Report 2012, p.13, p.37

Chapter 8, ROH, assigns many duties and responsibilities to the
director of the budget and fiscal services department for assessing
and collecting real property taxes. Other duties relate to enforcing
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penalties, inspecting and examining real property, and
maintaining property records.

The director has delegated these duties and responsibilities to its
Real Property Assessment Division in the Department of Budget
and Fiscal Services. RPAD assesses and calculates taxes for all real
property within the City and County of Honolulu. RPAD is
responsible for ensuring real property assessment values are fair
and equitable, based on market value, and in accordance with
applicable standards and laws. RPAD roles and responsibilities
include classifying properties and granting tax exemptions. RPAD
annually provides the city council a certified assessment roll that
is used to set the tax rates for the various land classes to generate
tax revenues for the city.

Tax Rates: Each year, the city council sets real property tax rates
on the property classes based on the certified assessment roll and
recommendations provided by the real property assessment
division. The applicable rates and general classes for the eight
current property classes - residential; hotel and resort;
commercial; industrial; agricultural; vacant agricultural;
preservation; and public service are shown below.

Exhibit 1.2
Current Tax Rates
Tax Rate per $1,000
Classification of Net Taxable Value
Residential $ 3.50
Hotel and Resort $12.40
Commercial $12.40
Industrial $12.40
Agricultural $5.70
Vacant Agricultural $ 8.50
Preservation $5.70
Public Service $0.00

Source: Chapter 21, Revised Ordinances of Honolulu

RPAD Roles and Responsibilities: To accomplish its mission, the
division identifies all real property parcels and owners; appraises
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Real Property
Assessment Process

parcels; and processes exemption claims and dedication petitions.
The division process includes notifying owners of their property
assessments; resolving real property tax appeals; and maintaining
and updating real property maps. RPAD also maintains
ownership records, valuation records, and other files. More
information on the roles and responsibilities within the division
are listed in Appendix 1.

The flowchart on the following page shows the division’s
assessment process.
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Exhibit 1.3
Real Property Assessment Division Tax Assessment Process

Dedications Exemptions Ta)T_Cre_dit
- A petition to dedicate filed Deadline: A%%E;(aﬁrt]lgns Real Property
by September 1%. September 30" : Assessments

September 30"

Decision to approve or
disapprove dedications:
October 31%,

Dedication
Approved

Dedication
Disapproved

Certified Assessment Roll

Real Property Valuation > (Provided to City (;ouncil by
Date of Valuation: October 1% February1%)

v

Notice of Assessment
- Notices mailed to Property Owner on
or Before December 15",

Tax Rates Set by City Council
June 15"

June 30": End of Tax Year
July 1%: Beginning of Tax year

Decision to appeal or
not appeal

Tax Bill Tax Bill
First Half Year Bills Mailed Second Half Year Bills
July 20" Mailed January 20"
No appeal Appeal
Property Tax Payments Property Tax Payments
1% Installment Due: 2" Installment Due:
* August 20" February 20"
Appeal
Application
- Deadline: On or
before January
15th

\/\

Source: BFS Real Property Assessment Division and City Auditor
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RPAD Staffing and

Budget

Exhibit 1.4

For fiscal year 2012, RPAD was authorized 117.5 fulltime
equivalent positions (FTE)! to fulfill its mission roles and
responsibilities. Contract employees totaled 2.5 FTE. The RPAD

budget was over $5.2 million for fiscal year 2012.

Real Property Assessment Division (RPAD) Resources (FY2008-2012)

Permanent Temporary Contract Budget/
Fiscal Year FTE FTE FTE Total FTE Expenditures
2008 111 0 1.5 1125 $5,565,356
2009 111 0 113 $5,773,786
2010 111 0 4 115 $5,596,139
2011 112 0 2.5 114.5 $5,028,719
2012 115 0 2.5 117.5 $5,214,742

Source: City and County of Honolulu Executive Program and Budget (FY 2008 to FY 2012), p. B-15

The organizational charts for RPAD and the Department of
Budget and Fiscal Services are shown in Exhibits 1.5 and 1.6.

! Vacant staffing in FY 2012 was not provided by RPAD.
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Exhibit 1.5
Department of Budget and Fiscal Services Organizational
Chart
ADMINISTRATION
ACCOUNTING & BUDGETARY FISCALCIP INTERNAL
FISCAL SERVICES ADMINISTRATION ADMINISTRATION CONTROL
PURCHASING & REAL
GENERAL COLI\LI(E/ILIJgSRI’ON PROPERTY TREASURY
SERVICES (RPAD)

Source: Executive Operating Program and Budget FY 2013

Exhibit 1.6
Real Property Assessment Division Organizational Chart

REAL PROPERTY
ADMINISTRATOR

ASSISTANT
REAL PROPERTY
ADMINISTRATOR

ASSESSMENT TAX MAPS TECHNICAL SS;}E\F/)I?IE;
BRANCH BRANCH BRANCH BRANCH

Source: Department of Budget and Fiscal Services, Real Property Assessment
Division
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Revised Ordinances of Chapter 8, ROH, details specific requirements for property tax

Honolulu (ROH) valuations, classifications, and exemptions and dedications.
RPAD, on behalf of the director of the Department of Budget and
Fiscal Services, is required by law to provide a notice of real
property tax assessment to each known owner on or before
December 15" preceding the tax year, and publishes a public
notice in the newspaper. The notice delivered to the owner
contains information such as the property tax map key, the
general valuation class, and the net taxable value. The real
property taxes are billed and payable in two equal installments.

Property Valuation: The Real Property Assessment Division is
required by law to annually determine the fair market value of all
taxable real property. RPAD determines the assessed value by
comparing market data and using a cost approach. The division
compiles and keeps records that show the methods used to
determine the property values.

Mass appraisal is the process of valuing a group of properties as
of a given date by using common data, standardized methods,
and statistical testing. RPAD uses systematic methods suitable for
mass valuation of real property in order to obtain uniform and
equal assessments throughout the county. RPAD also uses a
computer-aided mass appraisal system, iasWorld, to conduct the
mass valuation of real property, and uses the city’s Docushare
system to store and maintain property records required by the
city ordinances.

Property Classification: RPAD is required by law to classify land
based on its highest and best use. The appraisal practice is to
classify a property based on its reasonably probable and legal use;
the possible physical use; and a use that is financially feasible. The
classification must be appropriately supported and the result
should reflect the property’s highest value.

In classifying the property, RPAD is required to give major
consideration to the districting established by the city’s General
Plan; the zoning ordinances; and factors which reflect the
property’s highest and best use. The city ordinances provide
additional requirements for classifying properties that fall into
special categories such as public service; condominium time
share; agricultural; or preservation improved with residential.

Property Exemptions and Dedications: If certain requirements
are met, real property exemptions and dedications are available to
the qualifying property owner that may reduce their tax liability.
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Professional Standards
and Best Practices

The net overall effect of exemptions and dedications is to reduce
the city’s real property tax base.

* Exemptions: Real property tax exemptions are provided by
law in Chapter 8, Article 10, Revised Ordinances of
Honolulu. Some exemptions are based on a
predetermined dollar amount, or are calculated as a
percentage of the gross valuation and then converted to a
dollar amount. Exemptions can apply to the land,
building, or both. For example, the most common
exemption claimed is the homeowner exemption of
$80,000, for owner occupants under the age of 64.

* Dedications: In certain circumstances, an owner may
choose to dedicate their property to a specified use for a set
period of time. In the cases of qualifying agricultural, golf
courses, and residential dedications, a parcel is assessed on
its actual use. Changing the existing classification results
in an assessment that lowers the market value of the
property during the term of the dedication. As an
example, a homeowner of a house in an industrial zone
may lower his or her property tax by dedicating the house
to its actual use as a residence for a set period of time.

*  Other dedications: Property owners may reduce tax
liability by dedicating the property for certain uses. For
example, exemptions are given for lands in urban districts
dedicated to parks and open areas, and for historical
residential or commercial properties. The owner of a
historic residence dedicated for preservation may lower
the property tax to the minimum property tax of $300 by
meeting certain criteria and complying with certain
requirements.

Professional organizations have established standards and best
practices for classifying, assessing, collecting and maintaining
property data. The standards state it is very important to
maintain a reliable and accurate assessment system, and that the
system requires complete, accurate, and updated property data
and characteristics. According to the professional assessment
standards, if the property data and characteristics are not updated
or kept current, the classifications, valuations, assessment
systems, and property data will become unreliable, inaccurate,
and will need to be completely redone. The Assessment Standard
of the International Association of Assessing Officers (IAAO) and
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Uniform Standards of Professional Appraisal Practice (2010-2011
Edition) details best practices for managing and benchmarking
information such as real property tax assessment data.

Audit Objectives, This audit was conducted pursuant to Council Resolution 10-269,
Scope and Requesting that the City Auditor Conduct a Performance Audit of the
Methodolo gy Real Property Assessment Division of the Department of Budget and

Fiscal Services. The audit objective was to conduct a performance
audit of the Real Property Assessment Division of the Department
of Budget and Fiscal Services. The sub-objectives were to
evaluate the RPAD processes related to the classification,
reclassification, valuation, and assessment of real property for
taxation purposes.

To address these objectives, we (1) reviewed and assessed RPAD
operational and management practices to develop the annual
certified assessment roll; (2) assessed data management practices
in the classification and assessment process; (3) assessed the use
and operations of the iasWorld information system to manage and
process assessment data; and (4) made recommendations for
improving RPAD processes for classifying and assessing real
property taxes.

For the audit, we reviewed several laws; including pertinent
sections of the Revised Charter of Honolulu; pertinent sections of
the Hawai’i State Constitution; the Hawai’i Revised Statutes; and
Chapter 8 of the Revised Ordinances of Honolulu on Real
Property Tax. We reviewed the Assessment Standard of the
International Association of Assessing Officers and Uniform
Standards of Professional Appraisal Practice (2010-2011 Edition) for
best management practices and municipal benchmarking
information. We also reviewed RPAD policies, procedures, and
standards.

Our review focused on the division’s classification and
reclassification processes, the reliability and accuracy of property
tax records, and the reliability of the assessment process. We also
compared the division’s practices against professional standards,
policies and procedures, and best practices.
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Several judgmental samples® of properties were selected for the
review. The samples included:

1. The complete set of properties reclassified from residential to
commercial/industrial and listed in council resolution 10-260;

2. The complete set of properties reclassified from residential to
commercial/industrial and listed in council resolution 11-105;

3. A set of properties from the State of Hawai‘i registered list of
adult residential care homes (ARCH);

4. A set of properties from the State of Hawai‘i registered list of
skilled nursing and intermediate care facilities;

5. The complete list of kuleana lands® with real property tax
exemptions;

6. The complete set of historic residential and commercial
properties dedicated for preservation; and

7. Sets of properties in the major resort areas of Waikiki, Turtle
Bay, and Ko’olina.

Of the approximately 1,100 parcels that we reviewed, we
performed site inspections on about 950. During the June
through November 2012 visits we externally viewed the
properties for site characteristics; verified the data maintained by
the division; and verified compliance with selected exemption,
dedication, and land use requirements.

? Based on discussions with RPAD, we excluded from the sample business,
business mixed use, industrial, industrial/commercial mixed use, agricultural,
vacant agricultural, preservation, public service, apartment and apartment
mixed use, country, and public service real properties.

* Kuleana lands are lands granted to native tenants by the Hawaiian monarchy
and confirmed in 1849 and 1851 by laws that granted common people title to
their own land and house lots. Kuleana lands are exempt from real property
taxes if the owners satisfy certain requirements (ROH 8-10.32).
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We accessed the RPAD computer aided mass appraisal system,
iasWorld, and its document collection on the city’s Docushare
document management system. We received a demonstration of
how the iasWorld management information system was used. We
reviewed the data in the individual property tax records; assessed
RPAD’s data collection and data maintenance; and evaluated the
document management processes. We searched the Internet to
identify information related to the parcels included in our
samples. Although we found errors in the accuracy and reliability
of the data in the management information systems, we
determined the data was usable for the audit.

For the review, we obtained an overview of the RPAD valuation
process; the validation of sales data; comparisons of similar
properties; and evaluated valuations to determine how
classifications and data practices affected the property assessed
values. There was no review or evaluation made over the
methodology or calculations of how valuations are established for
real property assessments.

We interviewed the RPAD administrator, deputy administrator,
and branch chiefs. We attended briefings on the functions of the
various branches, computer system walkthroughs for each
branch, and the development of valuations.

We obtained and reviewed information from the Department of
Planning and Permitting regarding land use and the permit status
of the properties in our sample. We also used Department of
Planning and Permitting data to assess RPAD's application of the
highest and best use standard, consideration of underlying land
use, and incorporation of legally permitted uses in its
classifications and assessments. We did not audit the Department
of Planning and Permitting's processes or operations.

We obtained and reviewed information from the State Historic
Preservation Division regarding the status of parcels on the
preservation registers and related qualifying criteria. We used this
information from the State to assess RPAD’s use of this
information in the processing and review of historic residential
and commercial properties dedicated for preservation.

We used information on exemptions and dedicated parcels to
evaluate the efficacy of data maintenance on these parcels; the
validity of the classifications; and checked evidence to support the
validity, review, and approval of the exemptions and dedications.

11
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Audit Results

This performance audit was conducted in accordance with
generally accepted government auditing standards (GAGAS).
These standards require that we plan and perform the audit to
obtain sufficient, appropriate evidence to provide a reasonable
basis for our findings and conclusions based on our audit
objectives. We obtained evidence that provides a reasonable basis
for our findings and conclusions based on our audit objectives.
Our review period started in June 2012 and concluded in
September 2013.

Our sample results indicated real properties were inconsistently
classified because tax assessment staff were not following best
practices such as performing physical inspections, focusing on
quality assurance, maintaining and updating databases, or
complying with existing administrative policies and procedures.
As a result, tax assessments were inconsistent and inequitable;
exemption and dedication property requirements were violated,
and taxes assessed did not reflect the highest and best use of the
properties.

RPAD attempted to resolve classification problems concerning
residential class properties in mixed use zones by reclassifying
them to the commercial or industrial class for tax year 2010-2011.
The substantial increase in property taxes generated property
owner complaints and appeals to the city council, and the city
council subsequently passed resolutions 10-260 and 11-105 that
authorized tax adjustments and attempted to resolve problems
created when properties were reclassified. Our analysis indicated
the problems have not been resolved because the real property
data listed in the resolutions were not accurate, reliable, or
complete.

The city provides a property tax exemption for historic residential
properties that usually reduces property taxes from a full
assessment to the minimum of $300 per year. City ordinances
and rules impose specific requirements for property owners to
obtain and retain the tax benefits of the historic residential
dedication. Our sample results identified many violations of and
non-compliance with historical residential property dedication
requirements. The violations were not corrected because RPAD
did not actively monitor and enforce compliance with the historic
property dedication requirements; conduct inspections of the
properties; and maintain current or accurate information on the
properties. Based on our sample, in tax year 2011-2012, we
estimate the city could have increased tax revenues by over
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$555,000 if RPAD had monitored and enforced historic property
dedication requirements and cancelled the historic property
exemptions for the non-compliant property owners.

We found other deficiencies including potential illegal or
unpermitted commercial use of residential historic properties,
inaccurate and unreliable data, tax assessment errors, and data
management shortcomings. The real property assessment staff
needs to take action to ensure property owners comply with the
historic property requirements and to prevent abuses of the
historic property dedication.

Real property taxes are the primary source of revenues for the
city’s general fund. The city council therefore needs assurance
that the tax information provided by the real property assessment
division is accurate. Our sample results showed many
inconsistencies and inaccuracies in classifications, tax assessments,
and real property tax payments because real property tax
assessment staff was not following best practices. As a result,
potential tax revenues totaling over $1.8 million were not assessed
or collected.

The Department of Budget and Fiscal Services director disagreed
with the audit findings and recommendations. Although the
department provided clarifying information on the audit issues in
response to our draft report, our detailed analysis of their data did
not support any substantive changes to the audit findings. Based
on our extensive sampling and detailed analysis of the real
property assessment data, we stand by our audit findings.

13
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Chapter 2

Inaccurate and

Inconsistent Classifications

Best practices established by professional tax assessment
organizations help ensure tax classifications are based on accurate
and reliable data. Our sample results indicated real properties
were inconsistently classified because tax assessment staff was not
following best practices such as performing physical inspections,
focusing on quality assurance, maintaining and updating
databases, or complying with existing administrative policies and
procedures. As a result, tax assessments were inconsistent and
inequitable; exemption and dedication property requirements
were violated, and taxes assessed did not reflect the highest and
best use of the properties. For example, our sample showed care
homes and skilled nursing homes were not paying the proper tax
assessments, because land use issues that might have affected
classifications were not resolved.

Background

By city ordinance, the Department of Budget and Fiscal Services is
required to determine the fair market value of all taxable real
property using the market data and cost approaches to value, and
by using appropriate systematic mass appraisal methods to
obtain, as far as possible, uniform and equalized assessments. The
department is required to compile and keep records that show
the methods for the determination of values.

Property Classification. According to Sec. 8-7.1(c), Revised
Ordinances of Honolulu (ROH), land shall be classified, upon
consideration of its highest and best use into one of eight specified
valuation classes. In assigning a classification to land, the
ordinance requires that major consideration be given to the
districting established by the city’s General Plan; the zoning
ordinances; and factors which reflect the property’s highest and
best use. The city ordinances provide additional requirements for
classifying properties that fall into special categories such as public
service; condominium time share; agricultural; or preservation
improved with residential.

Professional Standards. Professional organizations such as the
Appraisal Institute, Appraisal Standards Board, and International
Association of Assessing Officers provide guidance and
professional standards for appraisal practice. The Assessment
Standard of the International Association of Assessing Officers and
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RPAD Needs to
Improve
Administrative
Guidance on
Highest and Best
UseDeterminations

Real Property
Classifications Are
Questionable

Uniform Standards of Professional Appraisal Practice (2010-2011
Edition) details best practices for maintaining real property data
and developing appraisals for municipal property tax assessments.
Recommended classification practices include:

® Assigning properties to classes based on highest and best
use, which normally equates to current use.

® Assessing and determining the highest and best use by
analyzing four components: legally permissible; physically
possible; appropriately supported; and financially feasible.

Appraisal best practices define highest and best use as the
appropriately supported use of the property, that is physically
possible, legally permissible, financially feasible, and that results
in the highest value.

There is no definition of highest and best use provided by the
ordinance. RPAD had no policies and procedures to guide this
determination. Division managers provided different
interpretations on how to interpret and apply highest and best use,
including the meaning of legally permissible use. RPAD
managers acknowledged the subjectivity of classifying certain
properties and we received no definitive answer regarding how
the principle should be applied.

The lack of RPAD administrative guidance resulted in
inconsistent real property tax classifications. The absence of well
managed data classification actions, an inspection program, and a
quality assurance program for maintaining and updating property
data and characteristics compounded the problems.

RPAD stated it relies on the district classifications in the city's
General Plan and zoning ordinance to classify and assess
properties.

In our real property samples, we found many misclassified
properties that resulted in assessments that did not reflect the
highest and best use or actual use of the property; classifications
that were not consistent with the actual use of the properties; and
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inconsistent classifications that facilitated inequitable tax
assessments.

The following examples illustrate the nature of the questionable
classification data we found.

Misclassified residential properties

A warehouse was split between two parcels. One parcel
was classified as residential and the other parcel was
classified as industrial. The parcel classified as residential
had a house on the lot and received a residential dedication
although the warehouse took up half of the parcel. RPAD
staff arbitrarily selected one parcel for the property
assessment and to calculate the value of the building
although its assessment was not accurate. The difference
in tax for the residential dedicated parcel (compared to the
industrial rate) was approximately $6,950 in tax year 2012
(TMK# 12003043).

An applicant was approved for a residential dedication
after characterizing their property as a single-family
dwelling. The building was a warehouse in an industrial
area. RPAD staff was unable to contact the owners to
confirm the actual residential use, so RPAD relied on the
observations of neighbors as proof of residential use. The
difference in tax for the residential dedicated parcel
(compared to the industrial rate) was approximately
$5,628 in tax year 2012 (TMK#12005064).

An apartment building was split between two parcels.

One parcel was classified as residential and the other was
classified as commercial. RPAD treated the apartment
building as if it were entirely on the residential parcel and
granted a residential dedication although the classification
was inaccurate. The difference in tax for the residential
dedicated parcel was approximately $17,743 in tax year
2012 (compared to the commercial rate) (TMK#27028035).

Misclassified hotel and resort properties

In our sample, we determined the classifications for 55 hotel and
resort properties differed from and may have violated the legally

17
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Inconsistent
Classifications
Resulted in
Inconsistent Care
HomeAssessments

permitted use of the parcels. Four sampled hotel and resort
parcels were misclassified:

® Three parcels were student dormitories and an on-site

parking lot. These were considered group living facilities
and should have been classified as residential
(TMK#26021029, 26021078, 26021081); and

® One property was classified as hotel and resort, but taxed
at the residential rate (TMK#260110080030).

Double classified properties

RPAD provided us with a corporation counsel opinion regarding
the multi-classification of properties. The opinion indicated that
highest and best use only permitted a single classification to
reflect the use of the property. Despite the opinion, we found
double classified properties during our review:

* Five double classified properties were identified from our

review of Resolution 11-105 properties for tax years 2009-
2012; and

* Two double classified properties were identified from our
review of the kuleana lands exemption properties.

During our discussions, RPAD managers could not explain the
deficiencies and discrepancies and stated the errors required
research.

We reviewed a sample of the state registered adult residential care
homes (ARCH). To evaluate RPAD’s classification of properties,
we verified the actual use of these properties, and evaluated the
impact of the use on the classifications of the properties. We
reviewed 102 of the 496 adult residential care home parcels
registered with the State of Hawai‘i Department of Health. Actual
use as a care home is established according to state registration
requirements. The State of Hawai‘i defines adult residential care
homes as any facility providing accommodations and care services
to their residents for a fee.

We found that the sampled adult residential care home parcels
were inconsistently classified and assessed by the real property
assessment division for tax year 2012. In our sample, we found
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RPAD classified 100 of the parcels with care homes as residential,
with the remaining two parcels classified as commercial on
residential zoned land. As a result, we cannot conclude which
property classifications are correct, because either the 100 care
homes designated as residential could be considered misclassified
commercial enterprises, or the two homes classified as
commercial could be considered erroneous and were over-
assessed.

The inconsistent classifications by RPAD resulted in inequitable
and inaccurate assessments. For our sample, if RPAD classified
adult residential care homes as all commercial based on actual
use, it would have potentially resulted in additional tax revenue of
almost $840,000 for tax year 2012. In contrast, if care homes were
classified as all residential, a potential overpayment of almost
$40,000 by the two affected property owners occurred.

Chapter 8-10.4(a)(2)(E), ROH, provides that only the portion used
exclusively as a home and not for commercial purposes is entitled
to a home exemption. During our field work, we found:

® 50 of the 102 parcels with care homes had homeowner
exemptions of at least $80,000.

e RPAD staff was aware and documented that 8 of the 50
parcels had homeowner exemptions and were operating as
care homes, but the tax assessments or exemptions were
not amended.

RPAD was aware and had documented that 33 of the 102 parcels
had care homes with commercial usage, but the parcels were not
classified as commercial. RPAD managers stated if commercial
use is verified on a parcel, it is impermissible to classify it as
commercial if it is located in a residential use zone. The division
stated it treats actual uses on properties that do not conform to
the underlying land designation or existing tax classification as an
illegal use, but it is not able to assess the property at the higher
actual use.

According to RPAD staff, the sanctioning and enforcement of
land use violations falls under the purview of the Department of
Planning and Permitting (DPP). RPAD managers claimed that,
since 2010, they requested information from DPP about the
potential land use problems they discovered and tried to
determine whether the property use was illegal. However, none of
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Care home
classifications contradict
highest and best use
standards

the requests were documented. In response to our preliminary
findings, RPAD explained that there has never been a formal
request for information about illegal use made to DPP and that all
of the queries to DPP were informal and between staff.

We concluded that RPAD staff did not communicate the
questionable land use information to the Department of Planning
and Permitting so the violations could be corrected or the
classifications changed to reflect the actual use or highest and best
use of the property. If RPAD had based care home classifications
on actual use, it could have resulted in $839,393 in additional real
property tax revenue for the city.

According to Sec. 8-7.1(c), ROH, land shall be classified, upon
consideration of its highest and best use. RPAD states that
classifications were based on zone designations, and classifying
adult residential care homes as commercial on residential zoned
land is a violation of the legally permissible test of highest and
best use. During our review, we found contradictions to the
RPAD position. We found 2 of the 102 care homes were classified
and assessed as commercial.

According to RPAD, they do not recognize illegal uses and would
have submitted a request for investigation to the Department of
Planning and Permitting if one were discovered. They further
stated that care homes are considered to be group living facilities
under the land use ordinance, and are permitted in residential
zoning districts as a conditional use.

However, under the land use ordinance, group living facilities
require a conditional use permit. According to Department of
Planning and Permitting records, only 3 of the 102 care homes
were approved for conditional use permits or zoning variances.
We therefore concluded that RPAD classified and assessed 99 of
the 102 care homes as residential without resolving the potential
illegal use and violated the highest and best use requirement of
the city ordinance.

Of the two care homes that were classified and assessed
commercial by RPAD, one was approved for a conditional use
permit and could have been classified as residential. According to
RPAD, the two care homes classified as commercial may have
been over-assessed. If RPAD is correct, by not uniformly
classifying and assessing parcels with care homes, the property
owners overpaid $39,243 in property taxes for tax year 2012.
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Regular inspections are
not performed

Impact ofinconsistent
classificationof care
homes

Inconsistent
Classifications of
Skilled Nursing/
Intermediate Care
Facilities Result in
Questionable
Assessments

Of the 102 properties sampled, only 35 were inspected within the
past 6 years. That is, RPAD had not inspected 66 percent of the
care homes included in our sample, as recommended by
professional appraisal standards and best practices. RPAD prior
inspection results were also not used to update real property data
and to properly classify the properties.

In our opinion, RPAD’s lack of adherence to real property
assessment standards and ordinances; the lack of a standardized
system for uniformly classifying and appraising ARCH; not
resolving potential illegal uses of properties; and not classifying
properties based on highest and best use practices resulted in
inequitable assessments among property owners in the same
zone. The division's noncompliance also allowed property owners
to benefit from homeowner exemptions that they were not
entitled to receive.

In our opinion, the legally permissible component of highest and
best use was never satisfied. That is, RPAD did not classify care
home parcels based on highest and best use, as required by
Chapter 8 of the Revised Ordinances of Honolulu. If RPAD
uniformly and equitably classified all adult residential care homes
in our sample as commercial, it would have potentially resulted in
additional tax revenue for the city of almost $840,000. On the
other hand, if the care homes were all classified as residential, an
overpayment of almost $40,000 by the two affected property
owners has resulted for the tax year reviewed. We conclude that
the inconsistent, inaccurate and inequitable care home
classifications by RPAD has had a financial impact on the city, its
residents, or both.

In addition to the care homes, we reviewed all 31 skilled nursing/
intermediate care facilities licensed by the State of Hawai‘i
Department of Health. These facilities include hospitals that
provide nursing and intermediate care services. We found among
these commercial enterprises that:

* 19 were classified as residential, 11 were classified as
commercial, and 1 was classified as agricultural; and

® 6 of the 11 properties classified as commercial were located
in residential zones.
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assessments
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During our review of the iasWorld management information
system, we found that RPAD was aware that 29 of these parcels
supported commercial nursing care facilities, but were not
classified accordingly.

RPAD maintains that the non-hospital nursing care facilities, like
care homes, are considered to be group living facilities.
According to RPAD, group living facilities should be classified as
residential and hospitals as commercial. However, we found that:

® One of the parcels with nursing care facilities was classified
as agricultural; and

® Six non-hospital group living facilities were classified as
commercial:

» Three of the non-hospital group living facilities were
classified and assessed as commercial on residential
zoned land, which according to RPAD is impermissible
and a violation of the legally permissible component of
the highest and best use test;

» One was located in the business zoning district, which
does not allow group living facility uses under the land
use ordinance; and

» The other two were in the business mixed use
community zoning district, which allows residential
and commercial uses, but RPAD classified these non-
hospital group living facilities as commercial rather
than residential.

One non-hospital nursing care facility was classified and assessed
as commercial. This parcel was in a residential zoned district and
was assessed $148,460 as a commercial property for tax year 2012.
Based on the RPAD rules, this facility should be considered a
group living facility and should be classified and assessed at the
residential rate. If this rule were applied, the property taxes for the
residential class should have been $41,904 and the property
owner’s overpayment was $106,556.

In contrast, a similar non-hospital nursing care facility in a
residential zoned district was classified and assessed residential for
the same tax year, and its assessment was $31,294. If it was
assessed based on actual use at the commercial rate, it would have
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Recommendations

been assessed $110,868 in taxes, which is $79,574 more than the
residential rate.

By not adhering to real property assessment standards and
ordinances; the lack of inspections; not resolving potential illegal
use of properties; and not classifying properties based on highest
and best use resulted in inequitable assessments among property
owners with the same parcel uses in the same zoning districts. As
our examples indicate, the inconsistency of classifications resulted
in some property owners possibly paying less or more property
taxes than the amount they should have paid. When asked to
comment, RPAD management acknowledged that skilled
nursing/intermediate care facilities are a gray area, and they will
reexamine these sampled properties for proper classifications.

Based on our review results, we recommend that the Managing
Director, through the budget and fiscal services department
director, require that:

1. RPAD should develop and enforce policies and procedures
that conform to professional standards and best practices. The
written policies and procedures should:

(a) require the use of uniform methods and techniques to
classify, value, and assess real properties;

(b) ensure properties are assigned and classified based on the
highest and best use and/or the current use;

(c) ensure mixed use real properties are properly classified,
valued, prorated, and assessed; and

(d) properly classify, value, prorate, and assess real properties
used as adult residential care homes, skilled nursing/
intermediate care facilities, and other mixed used
properties;

2. RPAD should make recommendations to city council to
introduce ordinances that allow tax assessments, exemptions,
and real property taxes to be prorated according to the actual
use of the properties; and

3. RPAD should communicate information or violations to the
Department of Planning and Permitting and work with DPP
to resolve land classification and violation issues.
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Chapter 3

Problems Identified in City Council Resolutions
Are Not Resolved

For tax year 2010-2011, Real Property Assessment Division
(RPAD) attempted to resolve classification problems concerning
residential class properties in mixed use zones by reclassifying
them to the commercial or industrial class. The substantial
increase in property taxes generated many property owner
complaints and appeals to the city council. The city council
subsequently passed Resolutions 10-260 and 11-105 that
authorized tax adjustments and attempted to resolve problems
created when properties were reclassified from residential to
commercial or industrial classifications. Our analysis of the
properties listed in the resolution indicated the problems have not
been resolved because the real property data listed in the
resolutions were not accurate, reliable, or complete. As a result,
non-qualified property owners received $381,744 in unearned tax
adjustments.

Background

In 2009, RPAD received a complaint that it was taxing residential
properties in mixed-use zones unfairly as some residential owners
were being taxed at commercial or industrial rates, while other
similar residential owners were being taxed at residential rates.

For tax year 2010-11, RPAD reclassified 247 properties from
residential to the industrial or commercial class of real property
and provided assessment notices to the property owners that their
properties would be reclassified from residential to commercial or
industrial for the 2010 tax year. This notice was provided in
December 2009, after the September 1+ deadline to dedicate one’s
property for residential use. The dedication would have allowed

property owners to be taxed at the residential rate for tax year
2010.

The reclassification increased some property owners’ property
taxes about three and one-half to four times over the previous
year’s assessment. Some property owners subsequently filed

administrative appeals of the assessments and appealed to the
media and city council for tax relief.

Some of the properties affected had been classified as residential
for many years and the classification was based on their actual
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Council Resolutions
Affect 320
Properties

use. Other properties were actually used as residences although
they were classified and assessed as commercial or industrial
properties.

The reclassifications were supposed to correct the inequity and
fairness problems in the classification of these properties, and
were supposed to reflect the highest and best use classification for
similar properties. Unfortunately, errors in the classification and
assessment of the properties raised serious questions regarding
the accuracy of the city’s tax records, the assessment process, and
the perception of unequal treatment among the property owners.

To resolve the issues, the city council passed two resolutions
(Resolutions 10-260 and 11-105) relating to real property tax
compromises.

® Resolution 10-260 acknowledged the financial hardship on
property owners, particularly for properties in certain low
to moderate-income areas, and approved tax compromises
for tax year 2010-2011. It listed 225 properties as eligible
for tax compromises, provided they requested a tax
compromise and qualified for residential dedication by
specific deadlines.

® Resolution 11-105 urged the city administration to grant a
real property tax compromise for property owners who
failed to meet the residential dedication application
deadline of September 1, 2010 for various reasons, such as
deceased or off-island owners, properties held in trust, and
owners who could not be contacted. It listed 93 properties
as eligible for tax compromises, provided they requested a
tax compromise and qualified for residential dedication by
specific deadlines.

® Resolution 11-105 was not limited to the properties listed.
As a result, the eligible class for tax compromises was
expanded to include self-submitted, reclassified properties
and previous residential dedication applicants.

®  Our review found 5 properties were listed in both
resolutions. We also found an additional 7 properties that
applied for tax compromises under Resolution 11-105
although the properties were not listed in the resolutions.
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Exhibit 3.1

The exhibit below shows the 320 properties affected by the
reclassifications.

Properties Affected by City Council Resolutions (Tax Year 2010-2011)

2010 Total Net Tax Collected
No. of Assessment (From Affected
Property Set Properties Amount Properties)

Resolution 10-260 Properties 225 $2,966,488 $1,271,898
Resolution 11-105 Properties 88* $1,073,118 $841,097
Properties not listed in
resolutions, but applied for tax
compromise 7 $44,755 $34,070

Total Amount 320 $4,084,361 $2,147,065

* Resolution 11-105 listed 93 properties. 5 were duplicate properties listed in both resolutions and deducted from the
93 properties. The net remainder was 88 properties.

Source: City Council Resolutions 10-260 and 11-105, and Department of Budget and Fiscal Services

The city council subsequently passed resolutions that reduced the
taxes on the reclassified properties from slightly over $4 million to
approximately $2.14 million. The controversy also caused the city
council to request a performance audit of the real property
assessment division’s process for classifying, reclassifying, valuing,
and assessing real property for tax purposes. (Resolution 10-269).

Resolution
Requirements

For tax year 2010-2011 only, Resolution 10-260 granted owners of
parcels reclassified from residential to commercial or industrial a
reduction in the tax liability. The reduction was equal to the
residential homeowner rate of $3.42 per $1,000 assessed or the
residential non-homeowner rate of $3.58 per $1,000 assessed
value if the property owner:

* Applied for a residential use dedication by September 1,
2010 for tax year 2011-2012;

® Certified by October 31, 2010 that the parcel was in

exclusive residential use on October 1, 2009 through
September 30, 2011;

27



28

Chapter 3: Problems Identified in City County Resolutions Are Not Resolved

Professional
Standards and Best
Practices

Resolution 10-260
Problems Are Not
Resolved

* Was granted dedication for residential use for tax year
2011-2012; and

* Applied for a tax compromise by October 31, 2010.

For tax year 2010-2011 only, Resolution 11-105 also granted
owners of parcels reclassified from residential to commercial or
industrial a reduction in the tax liability. The reduction was equal
to the residential homeowner rate of $3.42 per $1,000 assessed or
the residential non-homeowner rate of $3.58 per $1,000 assessed
value if the property owner met specific requirements. The
reduction also applied to owners who submitted a dedication
petition by October 15, 2010, whether complete, incomplete or
denied. To qualify for the tax reduction, the owner had to:

* Apply for a residential use dedication by September 1,
2011 for tax year 2012-2013 and be granted the dedication;

* Certify by September 1, 2011 that the parcel was

exclusively in residential use from October 1, 2009
through September 30, 2011; and

* Applied for a tax compromise by September 1, 2011.

Professional organizations have established standards and best
practices for classifying, assessing, collecting, and maintaining
property data to ensure that property data are reliable and
accurate. To satisfy the resolution’s requirements, RPAD needed
accurate and reliable information to augment and verify the
applicant submissions, and to ensure the appropriate properties
were listed as eligible for tax compromises. Accurate and reliable
information was also needed to allow the city council to make
appropriate decisions.

RPAD did not follow professional standards and best practices. As
a result, the real property tax assessment data contains
classification errors, inaccurate assessments, and is unreliable. By
not establishing quality assurance programs and conducting
inspections of real properties, RPAD staff has compounded the
problems identified in the city resolutions and property owners
who did not meet the resolutions’ requirements have improperly



Chapter 3: Problems Identified in City County Resolutions Are Not Resolved

Classifications problems
still exist and not all
properties meet
resolution requirements

Notall the applications
were processed

benefited from the tax adjustments and compromises. The litany
of problems is discussed below.

Our review of Resolution 10-260 properties indicate not all the
properties satisfied the condition that, for tax year 2010-2011,
they were reclassified from residential to commercial or industrial.
More specifically, the list of Resolution 10-260 properties was not
accurate. We reviewed all 225 properties on the list and found
that:

* Only 158 of the 225 properties (about 70%) had been
reclassified from residential to commercial or industrial
from the previous tax year; and

® 67 of the 225 properties (about 30%) listed in the
resolution were not reclassified. We found 58 of the 67
properties were already classified as commercial or
industrial class as of tax year 2009, were unchanged in
2010, and were not qualified for the resolution’s tax
compromise. 9 of the 67 properties were not qualified for
the resolution’s tax compromise because the commercial
or industrial classifications remained unchanged from tax
years 2009-2012*.

Using the RPAD iasWorld and Docushare tax assessment systems,
our review of the 225 properties listed in Resolution 10-260
showed that nearly all the property owners filed an application for
residential dedication for tax year 2011, but only 5 of the
applications were completely processed. Of the 225 properties:

® 224 property owners filed a residential dedication
application and 1 did not apply;

® Only 5 of the 224 applications were completely processed,
with appropriate approvals, dates, and other information
that supported the residential dedication decision. Of the
5 approved applications, only 2 were qualified, approved
and documented by RPAD; and

* 8 of the 9 were already in the commercial or industrial class prior to tax year
2010-2011. 1 of the 9 was already classified as residential, so the resolution
and residential dedication provisions did not apply.
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* 219 applications were incompletely processed, and lacked
sufficient data to support the residential dedication
decision. The RPAD approval or disapproval decisions
were not indicated on the applications.

RPAD granted residential  Despite the lack of complete documentation and processing,
dedications althoughthe  RPAD staff granted most of the residential use dedications. That

applications were not is, both qualified and unqualified applicants received the lower
completely processed residential real property tax rate. More specifically in the iasWorld
system:

® 204 of the 225 properties listed in the resolution were
granted residential use dedications although most of the
applications were incompletely processed; and

* We checked the tax year 2012 residential dedication listing
to confirm the residential use dedications. Only 4 of the
properties were sufficiently documented to support the
granting of the residential dedication and the lower
residential tax rate.

Tax compromises and Most of the 225 property owners listed in Resolution 10-260
adjustments were applied for a one-time tax compromise, whether they were
approved for both qualified or not. Our review showed:

qualified and unqualified

property owners * 206 of the 225 property owners applied for the one-time

tax compromise on time; and

® 195 property owners received tax adjustments. The

remaining 30 properties did not receive a tax adjustment
or tax compromise.

Resolution 10-260 allowed commercial or industrial property
owners to reduce their taxes by dedicating their properties to
residential use. The residential dedication reduced the property
taxes for tax year 2011-12 onward, but the commercial and
industrial property owners were not eligible for the tax
compromises for tax year 2010-2011.

* 57 properties were not reclassified from residential to
commercial or industrial and were not entitled to receive
the tax compromise or tax adjustment. Nevertheless, the
57 ineligible properties received the tax adjustments for
tax year 2010-11;
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® The tax adjustments resulted in $316,847 in potential

revenues that were refunded or credited to unqualified
property owners;

One property disapproved by RPAD also received the tax
adjustment; and

As a result, a total of 58 properties were granted the tax
adjustment although none of them were entitled to the tax
compromise for tax year 2010-2011.

By not following professional standards and best practices,
problems discussed in Resolution 11-105 remain unresolved.
More specifically, of the 93 properties listed in Resolution 11-105,
26 properties received tax adjustments totaling $232,021. Of the
26 properties:

15 properties complied with the resolution criteria and
received tax adjustments totaling $144,105;

4 were reclassified, filed all required documents, but
RPAD records show their applications as incompletely
processed. They received a total tax adjustment of $33,704;
and

7 of the properties received a total of $54,212 in tax
adjustments although the properties were not reclassified
and/or did not apply for a tax compromise:

» 2 of the properties were already in the commercial or
industrial class as of tax year 2009, were unchanged in
2010, and were not qualified for the resolution’s tax
compromise. The 2 ineligible properties received a
total of $11,946 in tax adjustments; and

» 5 of the properties received tax adjustments totaling
$42,266 although a tax compromise request was not
submitted.
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Only 38 of the 93 property owners filed an application for
residential dedication for tax year 2012. Of the 38 properties:

® 33 of the applications were completely processed and had
appropriate approvals, dates, and information that
supported the residential dedication decision; and

® 5 of the applications were incompletely processed and the
residential dedication decision was not supported.

Miscellaneous Residential Dedication Problems:

® 1 property was disapproved for residential dedication, yet
the property appeared on the 2012 residential dedication
list; and

® Another property owner did not have a residential
dedication application for either tax year 2011 or 2012,
nevertheless the property appeared on the 2012 residential
dedication list.

Seven other properties Seven properties applied for tax compromises and residential

notlisted in the dedications although they were not listed in Resolutions 10-260

resolutions also received and 11-105:

residential classifications

and tax compromises * 5 properties were already classified industrial and 1
property was classified commercial in 2009. The
classifications were unchanged for tax year 2010 and 2011.
The properties were ineligible for any tax adjustments;

* Nevertheless, the 6 property owners applied for residential
use dedications and 4 properties were granted the
residential dedication. They also applied for tax
compromises and 3 of the ineligible applicants were
granted tax adjustments totaling $10,685; and

® The 7" property was already classified as residential and
did not have to apply for residential dedication. Its tax
compromise application was denied.
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Tax Adjustments

Totaling $381,740
Are Questionable

Exhibit 3.2

The resulting tax adjustments resulting from Resolutions 10-260
and 11-105 reduced the potential assessed property taxes by $1.9
million. As shown below, for tax year 2010-2011, assessed
property taxes was over $4 million for the 225 properties in
Resolution 10-260 and the 93 properties listed in Resolution 11-
105; tax adjustments and compromises totaled $1.9 million, and
taxes collected was over $2.1 million.

Summary Table for Resolution 10-260 and 11-105 Properties

Initial Total Tax Net Tax
Property Set Assessment | Adjustment | Collected
Resolution 10-260 Properties $2,966,488 $1,694,590 $1,271,898
Resolution 11-105 Properties $1,073,118 $ 232,021 $ 841,097
Unlisted Properties granted tax adjustments $44,755 $10,685 $34,070
Totals $4,084,361 $1,937,296 $2,147,065

Source: Office of the City Auditor Sampling Results

Unqualified owners

received tax adjustments

Of the $1.9 million in tax adjustments, 68 non-qualified property
owners received $381,744 in reduced tax benefits under both
resolutions. As a result, $381,744 in tax revenues that should
have been paid was not collected.

Exhibit 3.3
Summary Table for Tax Adjustments
Resolution Tax Resolution Tax Total Tax
10-260 Adjustment 11-105 Adjustment | Adjustment
Qualified Property Owners Qualified Property Owners
(137 properties) $1,377,743 | (85 properties)* $177,809 $1,555,552
Non-Qualified Property Owners Non-Qualified Property Owners
(58 properties) $316,847 | (7 properties) $ 54,212 @
Other Non-Qualified Property > $381,744
(OSV\;)I:ELSerties) $ 10,685
Totals $1,694,590 Totals $242,706 $1,937,296

Source: Office of the City Auditor Sampling Results
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Other owners paid too
much tax

Exhibit 3.4

We found other problems caused by the inaccurate and unreliable
data in the tax assessment database. Some property owners were
eligible for tax adjustments and did not receive the adjustments.
As a result they overpaid their property taxes. Others received
higher commercial and industrial tax assessments after receiving
tax adjustments and certifying their properties were residences.

Some taxpayers paid higher rates after submitting residential
certifications

We found that 17 property owners applied for and received tax
adjustments for tax year 2010 under Resolution 11-105. Although
they provided certifications that their properties were used as
residences from 2009-2011, their tax rate rose back to the
commercial or industrial rates for tax year 2011. These properties
paid $165,074 more than the residential tax assessment.

One property owner should have received a tax adjustment

One eligible property was reclassified from residential to
commercial, complied with all the resolution requirements,
received an approval letter for residential dedication, and did not
receive a tax adjustment (TMK#15006010). This property owner
paid $80,720 in taxes for tax year 2010, but should have paid
$23,304, a difference of $57,416. This owner paid the higher,
reclassified commercial rate and, therefore, overpaid their taxes.

Taxpayers Paid Commercial and Industrial Rate Despite Providing Residential Certifications

(Tax Year 2011)

Residential Dedication Properties Correct
Approved / Residential Use From No. of Tax Paid | Residential Amount of
2009-2011 Certified Properties (2011) Rate Due Over-Payment

Fully compliant & approved, 2010 tax

compromise granted

(16 properties) 16 $204,659 $57,767 $146,892

Owner compliant, RPAD incomplete

processing, 2010 tax compromise

granted

(1 property) 1 $25,332 $7,150 $18,182
Total 17 $229,991 $64,917 $165,074

Source: Office of the City Auditor Sampling Results
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RPAD Response to
AuditFindings

In our discussions up to July 8, 2013, RPAD stated it does not
place any kind of emphasis on best practices and professional
standards because it lacks the time and resources to conduct
inspections and validate real property data. RPAD states the
problems identified during the audit came from classifying older
communities with non-conforming uses, and communities that
permit mixed uses. In particular, the Kalihi Kai area is difficult to
classify because there are older residential homes or boarding
houses next to intensive industrial or commercial uses. RPAD
identified these areas as high risk areas and stated that taxing
homes above their actual use is warranted at times, albeit
unpopular. The division stated that using the residential
dedication is one way to assess homes based on their actual use.
The problems are unique to the Kalihi Kai area and are not found
in uniform, master planned communities. RPAD claims it
forewarned the city council of the potential problems during the
city council hearings.

RPAD states that its interpretation of Resolutions 10-260 and 11-
105 allows it to diverge from the actual wording of the resolutions
and the intent of the city council. RPAD stated the resolutions
allows it to extend the tax adjustments and compromises to many
owners who were not listed in the resolutions, including owners
who were reclassified many years ago. RPAD stated property
reclassifications for 2010 was not a requirement for the tax
adjustment.

RPAD stated the resolutions listed properties that were eligible for
tax compromises, and there were no unwarranted tax
compromises granted. RPAD stated the list of properties in the
resolutions included more than the 247 properties affected by the
residential to commercial or industrial reclassifications. RPAD
stated it intentionally included other properties that were eligible
for a tax compromise, including properties that had submitted
residential dedications and were not reclassified from the
residential to commercial or industrial class.

Finally, RPAD stated it physically inspected every property and
used the tax map key to successfully locate every property. This
claim contradicts the audit sampling results that the audit team
was unable to locate the sampled properties using only the tax
map key and/or the inaccurate addresses in the RPAD databases.
We also found that RPAD’s classifications and assessments could
not be supported because RPAD lacks accurate and reliable data,
lacks data maintenance, and lacks an inspection program for
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Recommendations

ensuring the assessments and classifications are correct.

RPAD stated it was in such a rush during the controversy that it
did not go back to update its files and does not believe it is
worthwhile to update the property record files. RPAD stated it
lacked the staff and resources to update its files to include support
for its decisions, such as completed residential application forms,
decision letters, and other pertinent data.

Based on our review results, we recommend that the Managing
Director, through the budget and fiscal services department
director, require that:

4. RPAD should complete the processing and documentation of
real properties granted tax adjustments or tax compromises
under Resolutions 10-260 and 11-105;

5. RPAD should develop an accurate and reliable list of
properties affected by its reclassifications of real properties and
reverse any tax adjustments or tax compromises that were
granted to non-qualified real property owners under the
auspices of Resolutions 10-206 and 11-105; and

6. RPAD should correct and collect all tax property assessments
due from unqualified real property owners who were granted
tax adjustments or tax compromises under Resolutions 10-260
and 11-105.



Chapter 4

The City Could Collect Over $555,000 in Property
Taxes From Historic Property Violators

Improvements are needed in the administration of historic
property requirements. Upon successful application, the city
provides a property tax exemption for historic residential
properties listed on the Hawai‘i Register of Historic Places. The
exemption usually reduces property taxes from a full assessment
to the minimum of $300 per year. City ordinances and rules
impose specific requirements for property owners to obtain and
retain the tax benefits of the historic residential dedication. Our
sample results identified many violations of and non-compliance
with historic residential property dedication requirements. The
violations were not corrected because Real Property Assessment
Division (RPAD) did not actively monitor and enforce compliance
with the historic property dedication requirements; conduct
inspections of the properties; and maintain current or accurate
information on the properties. Real property tax assessment staff
did not communicate and coordinate with the Department of
Planning and Permitting to resolve issues regarding legally
permitted uses of historic properties. Based on our sample, we
estimate the city could have increased tax revenues by over
$555,000 if RPAD had monitored and enforced historic property
dedication requirements and cancelled the historic property
exemptions for the non-compliant property owners.

We also found other deficiencies including potential illegal or
unpermitted commercial use of residential historic properties,
inaccurate and unreliable data, tax assessment errors, and data
management shortcomings. The real property assessment staff
needs to take immediate action to ensure property owners
comply with the historic property requirements and to prevent
abuses of the historic property dedication, given the substantial
tax benefits granted.

Background

The Revised Ordinances of Honolulu (ROH) 8-10.22 allows the
budget and fiscal services director to grant tax exemptions for
historic property owners who dedicate their real properties for
preservation. The ROH details specific requirements to grant and
retain the historic property exemption, and authorizes RPAD to
cancel the historic residence exemption if the property owner
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does not comply with the Chapter 8 ROH requirements. These
requirements have existed since at least 2006. The budget and
fiscal services department rules (Chapter 32, Section 4-16-4(3),
Historic Residential Property Dedication Rules) replicate the
Chapter 8 ROH requirements.

The historic property dedications usually reduce the property
owners’ property taxes from the full assessed value of the
property to a minimum tax of $300. The table below shows the
tax benefit to 85 historic residential property owners who were
initially found to be non-compliant with historic residential
dedication requirements during our fieldwork and the amount of
real property tax revenues which are forgone by the city.

Exhibit 4.1
Historic Properties Tax Revenues (Tax Year 2011-2012)
No. of Tax Assessed Tax Assessment | Tax Benefit
Historic (Historic Taxes | (Without Historic | to Property
Tax Year | Properties Exemption) Paid Exemption) Owner
2011-2012 85 $50,839 $36,567 $606,246 $555,407

Source: Office of the City Auditor Calculations

Current Historic Chapter 8-10.22, ROH, requires historic property owners to
Real Property Corpply .with specific requirgmer}ts and Con<‘:litions for .historic
Re qu irements for residential properties and historic commercial properties

) dedicated for preservation.
Tax Exemptions P
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Budget and fiscal services department rules (Chapter 32, Historic
Residential Property Dedication Rules) implements the following
ROH historic property requirements:’

1. Requires property owners to provide visual access at all times
from the public way such as a road, alley, street, trail, or other
public area; and the public must be able to view the property
not more than 50 feet from the property line;

2. If visual access is not available, the owner must provide
alternative visual visitations (an alternative view) from a
viewing point on the historic property for at least 12 days a
year on the second Saturday of each month from 9:00 a.m. to
4:00 p.m. The alternative visual visitation must be clearly
identified by a sign on the property that marks the location of
the viewing point, and the point beyond which the public
may not enter;

3. The property must be maintained in average condition; and

4. The property must be currently listed in the State of Hawai‘i
Register of Historic Places.

The budget and fiscal services department rules state the director
of budget and fiscal services department is required to review and
approve the historic property petition and determine what
portions shall be exempted from real property taxes. The director
is required to consult the State Historic Preservation Office in
making the determination, and cannot exempt buildings or
portions of buildings that are less than 50 years old. The director
must confirm the property provides visual access or an acceptable
alternative visual visitation (alternative view) before granting the
historic property exemption, and an appropriately placed and
designed plaque properly identifies the property. The director

> According to the BFS director these requirements became effective in
September 2011 and were not effective or implemented until the 2012-13 tax
year (7/1/12 - 6/30/13). The audit sample period for historic homes was July
to November 2012 and included these and other requirements that existed
since 2006.
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SampleResults
Show Non-
Compliance With
Historic Property
Requirements

must deny the dedication if these two requirements are not
satisfied.® The director may cancel the historic property
dedication and disallow the tax exemption if an owner fails to
observe the requirements and obligations itemized in Chapter 8-
10.22 (ROH), and its implementing rules and regulations.

The detailed requirements for historic properties are discussed
with the deficiencies found during the sampling.

Our sample results showed that many historical property owners
were not complying with the historic property requirements. We
inspected each of the properties on the Historic Residential

Dedication list between July and November 2012 to determine if
the properties were complying with the ordinance requirements.

We found 85 (35%) of 241 historic residence properties listed in
the 2012 Historic Residential Dedication list were not in
compliance with the requirements for historical properties after
our initial review. Exhibit 4.2 shows the violations found during
our inspections.

¢ For historic residential properties: Once approved, the historic property
owner is obligated to provide visual access or alternative view to the public,
and must certify all major components of the property are still functional
and contributing to an extended life expectancy. The owner must also place
a plaque on the property that is approved by the director and the state
historic preservation officer. The owner may continue legally permitted
uses of the residential property.
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Exhibit 4.2
Historic Property Violations (July to November 2012)

No. of
Violation Properties

Plague missing 15
Public view obstructed 26
Alternative visual visitation (alternative view) sign

missing 13
Plaque incorrectly placed or defaced 8
Historic properties with commercial, non-residential use 19
Potential illegal use of historic property 16

Note: Totals will not foot due to multiple violations per property. About 19
violations were corrected after our inspections.

Source: Office of City Auditor Sample Results

We found through site visitation and observation that the major
areas of non-compliance involved visual access, alternative visual
visitation access, and the installation of plaques.”

Visual Access

Property owners are required to provide visual access. The real
property tax assessment division is supposed to review and
approve the visual access to the property before the historic
property dedication is granted.

Our physical inspection of the historic properties revealed that 26
properties had obstructed views of the historic buildings, such as
trees and landscaping. We found that the division had not
identified these deficiencies and did not require the owners to
provide alternative viewpoints for visually viewing the historic
properties.

In our sample, 12 properties should have been originally
identified and listed as alternative visual visitation properties
because these properties could not be viewed from the public
way. Exhibit 4.3 shows photos of these properties.

7 After our initial physical inspection, 10 missing plaques were placed; 1 plaque
placement was corrected; 2 alternative visual visitation signs were placed;
and 6 obstructed views were corrected. Unfortunately, RPAD did not
document its compliance efforts, so we could not determine the cause of the
corrective actions.
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Exhibit 4.3
Photos of Historic Properties That Should Be Designated as Alternative Visual Visitation

Properties

(TMK: 22034040)

(TMK: 25004007)

(TMK: 33027008)
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(TMK: 36003012)

(TMK: 91095033)

(TMK: 24035002) (TMK: 25009015)



44

Chapter 4: Historic Property Violators Avoided Over $555,000 in Property Taxes
]

(TMK: 29006024) (TMK: 31020019)

(TMK: 31033048) (TMK: 43022014)

(TMK: 44006009)

Source: Office of the City Auditor and Real Property Assessment Division
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Alternative visual visitation (alternative view)

If a historic property is not visible from the public right of way,
the property owner is required to provide an alternative
viewpoint for the public to view the historic property. The
alternative viewing point must be identified on the historic
property, and owners are required to indicate the viewpoint with
a sign that satisfies city requirements. Both are subject to
approval by RPAD.

When asked to comment on our preliminary findings, RPAD
stated that every property that was determined to need alternative
visual visitation was inspected for compliance with the
requirements. However, when we visited these alternative visual
visitation properties on their required Saturday openings in
August, September, and November 2012, we found that at least
13 (27%) of 49 properties designated as alternative visual visitation
by RPAD were not complying with this historic property
dedication criterion. The sample results showed:

® 13 properties which were identified as alternative visual
visitation properties had no viewpoint signs set out on the
required Saturdays;

® 2 properties had viewpoint signs that did not conform to

city specifications. One sign was a crudely penned message
on the back of a NO TRESPASSING sign; and

® 1 property could be seen unobstructed from the street,
and therefore was improperly designated as an alternative
visual visitation property.

Plaques

The property owner is required to follow rules that specify the
kind of plaque and the placement of the plaque, and to obtain
city approval for the plaque and its placement. We found during
our site visits that 15 historic properties did not have plaques, and
8 plaques were incorrectly placed.
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Exhibit 4.4
Photos of Properties With and Without the Required Historic Marker (Plaque)

Historic residence plaque Plaque defaced
(TMK: 31040061) (TMK: 31033048)

Plaque viewable from only one direction
from the public way
(TMK: 44006009)

Source: Office of the City Auditor
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Follow-up on
Physical Inspection
of Historic
Properties Is
Limited

Chapter 8-10.22(j), (ROH), and department administrative rules,
Chapter 32, section 4-16-8, both require the Department of
Budget and Fiscal Services director to cancel a historic residential
dedication, if:

® the owner fails to observe the requirements and
obligations of the ordinance;

® acity department issues a citation for noncompliance of
the land use ordinance; or

® the property is removed from the historic register.

If non-compliance is found, the real property tax assessment
division can issue a correction letter to the property owner. The
property owner is allowed 60 days to make appropriate
corrections. If the corrections are not made, the historic property
dedication and tax exemption may be cancelled.

The cancellation and disallowance of the dedication subjects the
property owner to a rollback tax and penalty, retroactive to the
date of the last renewal of the dedication. All differences in the
amount of taxes that would have been due without the exemption
would be owed with a 12 percent penalty and interest at 12
percent per year for each year of the rollback tax.

In calendar year 2013 we found no documented enforcement
action for the non-compliant historic properties. Although the
real property tax assessment division is empowered to inspect
historic properties for compliance, its physical inspection results
were not used to enforce the rules and ordinances governing the
historic residential dedications.

Enforcement Action
Could Generate
$555,407 in Tax
Revenues

In our sampling of the historic properties, we found no system
records of monitoring for 95 (39%) of the 241® properties with the
historic dedication. There was no indication that RPAD staff
monitored or enforced compliance of the historic dedication

8 The remaining 146 historic residential dedication properties were inspected
since 2007; 132 of these were inspected since 2011.
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Enforcement
Actions Are the
Exception

requirements.” As a result, the real property assessment staff
could not certify that the historic properties were still qualified to
receive minimum tax assessments of $300, or appropriate partial
exemptions of their property assessment values.

RPAD indicated that it did not prioritize monitoring and
enforcement of the dedication requirements due to staffing
shortages and higher priorities, that is completing the annual
valuation process. As a result, historic property owners who did
not comply with the historic dedication requirements received the
same tax benefits as owners who complied with the requirements.
We also found many other deficiencies with the division’s
administration of the historic property dedication program.

RPAD management stated they had hired a compliance officer in
2012 to help with the administration of the historic dedications,
particularly monitoring and enforcement, and planned to hire
two other compliance officers to perform similar duties if funding
was available. Until the staff is in place and compliance given a
high priority in the division’s work, the city has no assurance the
historic property owners are complying with the dedication and
exemption requirements.

For our sample, we estimated corrective action by the RPAD staff
could generate up to $555,407 in potential property taxes for tax
year 2012 from the 73" non-compliant historic property owners.
The amount excludes any applicable rollbacks, penalties, and
interest the property owners should have paid for non-
compliance that may have spanned a number of years.

We could only locate one complaint in the RPAD document
management system during our review. The complaint did
trigger an inspection, and photographic evidence was taken to
prove the property owner was not complying with the visual
access requirement for the historic property. The inspector

° During our review, in April 2013, RPAD set up a monitoring and enforcement
folder for historic properties, which contained photos and documents
pertaining to the historic properties. Hopefully, this will serve as the start of
a program to monitor, document, and enforce historic property
requirements.

"%Excludes 12 properties that were not in compliance during our initial
inspection. The 12 properties were compliant on subsequent inspections.
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confirmed the visual obstruction. However, there was no
documentation of any corrective action or any documents to
show the violation was resolved. We visited the property two
years after the complaint was received and found the same visual
obstruction. The complaint and violation were not resolved and
we determined division staff and the property owner took no
corrective actions. Although an alternate viewpoint was required
of this property, there was none provided on any of the three
Saturdays we visited the property. RPAD conceded that it does
not visit the properties with regularity (e.g. monthly).

Exhibit 4.5
Photos Showing Non-Compliance With Historic Property Requirements (2010-2012)

1619 Makiki Street (2010 Photos)

1619 Makiki Street (2012 Photos)

Source: Office of the City Auditor and Real Property Assessment Division
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Commercial Use of
Historic Residential
Properties

We found no evidence of any enforcement actions. The
complaint file did not contain any 60-day correction letters,
warning letters, or any documentation of any enforcement actions
such as historic dedication cancellations.

The RPAD staff stated it works informally with the property
owners to resolve problems rather than apply the severe terms of
the enforcement ordinance. As support for its statements, RPAD
identified other non-compliant properties and the nature of the
non-compliance at our meetings during fieldwork. RPAD also
disclosed the problems had been ongoing despite its discussions
with the property owners. However, we found no records of the
consultations, so we could not determine how the division
counseled the property owner, what corrective actions the
property owners promised, and how long the violations existed.

In our opinion, absent any RPAD actions or efforts to monitor,
inspect, and enforce the historic property dedications, property
owners are free to violate historic property dedication
requirements. The city therefore has no assurance the historic
property program is providing any public benefit and has no
assurance that the tax assessments of $300 are warranted.

Budget and fiscal services department policies and procedures for
historic residential properties require owners to certify that their
use of the property is a legally permitted use. In our opinion,
except for properties with a conditional use permit, commercial
activities on historic residential properties located in residential
zones are not permitted. It should be noted that Chapter 8-10.22,
ROH does authorize the budget and fiscal services director to
partially exempt and prorate assessments for historic residential
dedication properties based on the exempted (historic) portion of
the property and non-exempt portions.

The historic property ordinance exempts the property tax from its
full assessed value to the minimum real property tax of $300. In
exchange for the benefit, the property owners are obligated to
ensure the dedicated property is used only for legally permitted
purposes. All but one of the historic residential properties for
preservation was located in residential zones, which should have
effectively limited the actual use of the properties to residential
uses.
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In our sampling, we found 19 dedicated properties were
associated with commercial and potential non-residential
activities. RPAD staff was not aware that 16 of these historic
properties were linked to commercial or non-residential activities.
Three of the historic properties used for commercial activities had
conditional use permits that allowed the commercial enterprises
to operate in the residential zones. Three examples of historic
properties with businesses in residential use zones are:

®* An investment firm located in a historic home which has

reported investment holdings of $140 million. The
company has appeared in media business spotlight
articles, which featured the business’ success and the
historic preservation efforts of the property by the
business owner (TMK#19009016);

® A contractor who has signs advertising his business on his
home (TMK#91097033); and

® A property owner who rents out the historic home for

weddings, and advertises to the Japanese tourist market
(TMK#25011008).

Exhibit 4.6
Photos Showing Commercial Advertising

A contractor who has signs advertising his business on his home
(TMK: 91097033)

Source: Office of the City Auditor
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Other Deficiencies
Found

In our opinion, the commercial activities indicated the historic
residential properties were used as for-profit businesses that
should have paid the full real property tax assessment. The
historic property dedications allowed the property owner to avoid
the full tax assessment that a commercial business should have
paid.

When informed of the potential commercial activities at the
dedicated historic residential properties, RPAD managers
informed us the commercial use of the properties is not
specifically prohibited by the ordinance and were therefore
permissible. The RPAD staff stated they did not consult with the
Department of Planning and Permitting about commercial or
legally permitted use issues, and were not aware of how many
dedicated historic residences were being used for commercial or
non-residential uses.

Although current city property tax laws and rules promote
preserving historic properties for their cultural and historic value,
the city council must decide if commercial entities should benefit
from the historic property residential dedication by paying lower
property taxes. Our sampling indicates owners who use their
historic properties for commercial activities do benefit monetarily
from the historic property dedications and are receiving tax
exemptions they should not be entitled to receive. Some owners
are also using their parcels” historic status to promote or advertise
their business. We believe that historic residential properties,
with or without conditional use permits, should have the
commercial usage of the property reflected in the taxes assessed.

Our historic properties sample unveiled many other problems
and deficiencies. These deficiencies included:

® Inaccurate and unreliable information on compliance with
current requirements;

* Data collection and data maintenance shortcomings; and

* Data management and tax administration problems.
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Incompletecompliance
with historic property
requirements

Datacollection and data
maintenance
shortcomings

City ordinance (ROH 8-10.22) requires the budget and fiscal
services director to inspect the historic property before the
petition for dedication is granted. We found some property
owners received approvals of their historic dedication without any
documentation of property inspection results. Our sample
indicated 95 properties did not have any record of an initial
inspection or any subsequent monitoring for compliance with the
historic property requirements. The inspections did not occur
because RPAD could not gain access to the property; earlier
historic property requirements were applicable; or inspections
and monitoring activities could not be verified because approval
documents were incomplete.

We also found property owners received approvals of their
historic dedication prior to reporting to RPAD the locations of
their plaque or where visual access would be provided. In the
notice of approvals sent to property owners, RPAD would ask the
owner to provide the location of the plaque and where visual
access would be provided. Follow-up action to ensure compliance
was not documented. We found the follow-up information often
was not supplied by the property owners and was not maintained
in the RPAD files.

Historic property owners must certify their compliance with the
historic property requirements by filing an application form with
current attestations, certifications, and obligations forms. The
certifications state the historic property owner is complying with
requirements for visual access, plaques, and legal use of the
property. We found in the RPAD documents management
system that only 3 of the 122 historic properties dedicated from
2007-2012 were certified according to the ordinance’s current
filing requirements.

The RPAD division managers informed us that they work closely
with each property owner to ensure the historic property
requirements were fulfilled. However, because RPAD did not
review information on 238 of the 241 historic properties and did
not ensure the owners continued to comply with the historic
property requirements, RPAD could not certify the property
owners were in compliance with the current historic property
requirements, and information on the historic properties was not
reliable.

Data collection and maintenance for historic residential properties
was incomplete. We accessed the real property tax assessment
system and the RPAD document management system and found
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Data management and
tax administration
problems

the document management system files were incomplete.
Although all the files contained the historic property application
form, we found information that supports and substantiates the
dedicated historic residential property designation to be
incomplete. The missing information included:

* Missing approval notices notifying property owners of
their historic residential dedication;

* Missing inspection forms that contained the appraiser’s
checklist for the key compliance elements;

® Missing documentary proof that the property is on the
historic register;

* Missing photographic evidence identifying the historic
buildings and visual access; and

* Missing updated information for the continued approval
of the historic property dedication.

Chapter 8-10.22, ROH, states “...Any building or portion of a
building less than fifty years old shall not be exempted from real
property taxes...”. Data collected on some properties was not
used to properly administer the historic property dedication
program, and data management problems led to administrative
errors.

The historic residential dedication qualifies the property owner for
a minimum tax of $300, which results in a substantial discount
from the tax on non-exempt land and building property values.
The ordinance also requires RPAD to determine if there are
improvements to the property which do not qualify for the
dedication. If the improvements did not qualify for the historic
residential dedication, the improvements would have to be
assessed separately and the property owner would have to pay
more than the minimum $300 tax.

RPAD does not separate the historic elements from the
improvements and did not assess the improvements at the non-
historic property tax rate. Although the information was collected
or available on the system, RPAD did not use the information to
develop proper tax assessments for the historic residential
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properties. As a result, the assessments were inaccurate for some
historic properties.

Our review of tax assessments for historic residential properties
dedicated from 2003-2012 showed some properties identified as
having non-contributing structures or improvements, paid more
than the minimum tax for some tax years and were assessed the
minimum tax for some tax years. Some examples are:

® A second structure was built in 1991 and a partial
exemption of 65 percent was applied by RPAD in 2012.
The partial exemption should have been applied from
2003. The owner paid less than the taxes due from 2003-
2011 (TMK#22046056);

® A property with a third building built in 1978 was not
exempt. RPAD applied a 55 percent partial exemption in
2012. The partial exemption should have been applied
from 2003. The owner paid the minimum tax from 2003-
2011 and less than the taxes actually due
(TMK#25001005); and

® A second building on a property was not exempt. RPAD
applied partial exemptions of 68 percent for the land and
40 percent for the building for tax years 2011 and 2012.
The partial exemptions should have been applied from
2003. The owner paid the minimum tax from 2003-2010
and not the full taxes due (TMK#29006009).

In our opinion, improvements in the historic properties program
are needed and more effective administration of the program
could increase city revenues by over $550,000 in tax year 2012.

Based on our review results, we recommend that the Managing
Director, through the budget and fiscal services department
director, require that:

7. RPAD should enforce written rules for historic property
dedication exemptions and cancel the historic residence
exemptions for property owners who are not complying with
the historic residence requirements;

8. RPAD should require non-compliant property owners to pay
the full real property taxes and penalties as detailed in
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10.

11.

Chapter 8 of the Revised Ordinances of Honolulu and the
Budget and Fiscal Services Historic Property Dedication Rules;

RPAD should cancel the historic property dedication
exemptions for properties with commercial activities on
residential properties without a conditional use permit;

RPAD should ensure the accuracy and reliability of the real
property tax assessment data by including historic residential
and commercial properties in the RPAD data quality
assurance program recommended earlier; and

RPAD should include in the data quality assurance program
best practices including physical property inspections,
alternative inspection techniques, verifications of valuation
and appraisal results, and compliance with historic property
dedication requirements.



Chapter 5

Inaccurate and Unreliable Data Resulted in
Unassessed Tax Revenues

Real property taxes are the primary source of revenues for the
city’s general fund. The city council therefore needs assurance
that the tax information provided by the real property assessment
division is accurate. Our sample results showed many
inconsistencies and inaccuracies in classifications, tax assessments,
and real property tax payments because real property tax
assessment staff was not following best practices, such as
performing physical inspections; focusing on quality assurance;
maintaining and updating databases; maintaining adequate
records about exempted or dedicated properties; or complying
with existing administrative policies and procedures. As a result,
potential tax revenues totaling $1.8 million were not assessed or
collected.

Background

In 2007, Real Property Assessment Division (RPAD) activated its
current version of the iasWorld system. RPAD uses the iasWorld
management information system to store data on all real
properties in the City and County of Honolulu;! to support its
real property tax assessment program; and to perform mass
appraisals and valuations of properties for the tax assessment
process. If the iasWorld data is accurate and reliable, the system
allows RPAD to obtain uniform, equal, and credible assessments
throughout the city.

Professional organizations have reaffirmed the importance of
having accurate and reliable data by establishing standards and
best practices for ensuring property data is complete, updated,
and current. The Assessment Standard of the International
Association of Assessing Officers and Uniform Standards of
Professional Appraisal Practice (2010-2011 Edition) details best
practices for managing real property tax assessment data.

Each year the city council sets real property tax rates based on the
certified assessment roll and recommendations provided by
RPAD.

""RPAD augments iasWorld by using the city's Docushare system to store and
maintain property records.
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Sample Results
Indicate RPAD
Needs to Improve
Data Completeness,
Accuracy and
Reliability

Our samples indicate the iasWorld and RPAD real property tax
assessment data are not complete, accurate or reliable. Our
sampling showed a multiplicity of errors. Errors ranged from
erroneous property classifications; insufficient or missing data
needed to locate properties; wrong addresses; multiple addresses
connected to a property; and wrong tax map keys. Some
examples include:

Site address listed as the name of a street without any
address number for a developed parcel (TMK#66005023);

Site addresses were incorrect for properties that received a
residential dedication (TMK#12001054, 12005081);

Site address was incorrect and could not be confirmed

(TMK#42062024) or an alternative site address is listed for
the property (TMK#22012026); and

No relationship between the tax map keys and the site
addresses (TMK#42013024, 42103034, 47015008,
53002054).

Incorrect residential dedication data:

One commercial building and one residential building had
two separate addresses and were mapped together as one
parcel. The appraiser disapproved the residential
dedication application on the commercial parcel, but the
property is incorrectly listed as dedicated for residential
use. It was not assessed at the residential rate, but it was
incorrect public information (TMK#15002004);

A property reported as a residential dedication was
actually an auto repair shop. This property also had no

application to support the residential dedication.
(TMK#23014009); and

Two separate residential parcels were incorrectly listed
with the same address. The property owners actually lived
on neighboring parcels (TMK#12001054 and
TMK#12001094).



Complete Data is
Essential for
Properly
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Property Tax
Program

Accurate site addresses
and TMK data are needed
to extractinformation
from ias World
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Incorrect historic dedicated properties data:

* Two historic properties had site addresses that were
incorrect (TMK#21013008 and TMK#21014003).

Kuleana lands data issues:

®  We found that the same site address was linked to
multiple parcels; and

® During site visits, we found mailboxes on properties with
different addresses than those listed in the database
(TMK#53002003 through TMK#53003005).

According to professional standards and best practices, complete
records that contain all relevant property data need to be
maintained on each parcel of property assessed by the division, in
order to identify the property and relevant characteristics for tax
assessment valuations.

In a preliminary review of our findings, RPAD disputed the value
of correct or complete site addresses, indicating that site addresses
should not be considered when determining the accuracy of its
database, and the tax map key (TMK) is the official property
identifier for assessment purposes. While we do not dispute the
TMK as the official property identifier, we found that a
combination of complete and accurate addresses and tax map
keys is necessary to properly and accurately identify parcels.

The lack of importance RPAD placed on site addresses had several
effects. The inaccurate data affected the accuracy of its database,
the ability to access property data in the iasWorld information
system, unnecessarily penalized property owners, and affected
property exemptions such as kuleana land and historic property
exemptions.

We found that the use of site addresses was necessary to access
and review real property data from the iasWorld information
system. We sampled a TMK number (TMK#260030450002) from
an RPAD data source and entered it in iasWorld. It did not match
any records in the RPAD database. The site address was then
entered and a different TMK number was produced
(TMK#26003047).
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Inaccurate datapenalized
aproperty owner

RPAD stated that site addresses are assigned through the
Department of Planning and Permitting (DPP), which may assign
multiple addresses to a parcel. RPAD stated the iasWorld software
allows only one address per parcel record. RPAD therefore
contends its database is accurate as long as it maintains one of the
site addresses assigned by DPP to the parcel. In our opinion, this
policy, paired with RPAD’s focus on tax map keys, has
contributed to an inaccurate and unreliable database. As a result,
when city staff and the public search for property information,
the property data may be incomplete or inaccurate if they search
only by the site address or only by the tax map key number. For
example, our review of historic dedications revealed:

® An address maintained by RPAD is for a non-historic

structure located on a different parcel from the historic
structure (TMK#21014003);

® A historic and a non-historic structure are situated on the
same parcel. On the historic residential dedication list
maintained by RPAD, the address identifies the non-
historic structure (TMK#25001005); and

* RPAD maintains an address not assigned by DPP for a
historic residential property (TMK#18033066).

A property owner received a notice from the Office of the Mayor
informing them the owner's property was being reclassified in
2009. The letter stated the owner may qualify for a residential
dedication and that the dedication as an actual residence would
reduce the tax liability. The notice identified the parcel only by its
TMK number and was addressed to the owner’s residence. The
owner assumed the TMK number referred to the owner's
residence and submitted the personal residence address on the
application. RPAD did not validate the site address and
information listed by the owner with the TMK before approving
the residential dedication. The TMK actually identified the site of
the owner’s business, which did not qualify for a residential
dedication.

RPAD recently invalidated the residential dedication for the
business and is compelling the owner to pay back taxes and
penalties. The property owner is now paying unnecessary
penalties on their property tax because RPAD did not validate the
site address and TMK on the residential dedication application
before granting the residential dedication (TMK#24004017).
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Inaccurate property data
affect kuleanaland
exemptions

Our review of kuleana land exemptions revealed additional
problems related to the inaccurate and incomplete data. Kuleana
land is land granted to the native tenants by the former Hawaiian
monarchy. The Revised Ordinances of Honolulu Chapter 8, Sec.
8-10.32 states residential or agricultural real property designated
as kuleana land shall pay the minimum property tax or are
exempted from taxes as long as the property is owned in whole or
in part by a lineal descendant of the person that received the
original title to the kuleana land.

Kuleana land exemptions total over $96,000

As shown below, kuleana land tax exemptions for our sample
totaled $96,252 in tax year 2011-2012.

Exhibit 5.1
Kuleana Land Exemptions Reduce Tax Revenues by $96,252

2012 Tax Year Category Amount

2012 Property Assessment Amount $ 28,760,700
2012 Regular Tax Amount $ 108,552
2012 Tax Amount Paid $ 12,300
2012 Tax Revenue Deferred by Exemption $ 96,252

Source: Office of City Auditor Sampling Results

RPAD is supposed to verify the genealogy of the applicant. The
applicant is responsible for the cost of providing evidence such as
a court order that verifies ownership of the parcel, particularly if
the person is not identified as the owner of the property in the
RPAD records.

The RPAD application form permits genealogy verification by
producing documents from the Office of Hawaiian Affairs or by
court order; and requires proof of identification by producing
photo identifications. RPAD will then decide to approve or
disapprove the application for the kuleana land tax exemption
based on the information submitted by the applicant.

Kuleana land sample results

We reviewed the complete set of 41 properties granted kuleana
land exemptions and concluded most of the properties granted
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the exemption in tax year 2012 were not sufficiently documented,
processed, or properly approved. The summary of our sample
results is detailed below and in the following exhibit.

29 (71%) of the properties received the exemption
although the property files and appropriate RPAD
approvals were incomplete or not documented;

For 24 approved property owners, 6 had no application
records and 18 were insufficiently completed by the
division to determine if the application was approved or
disapproved;

10 properties were granted the tax exemption although the
owners did not provide sufficient genealogical or legal
support to document they were entitled to the kuleana
land exemptions;

10 property owners were not listed in the RPAD
ownership records and did not provide proof that their
ownership complied with the kuleana land requirements;

25 properties owners did not submit the required photo
identification with their application; and

All properties were not inspected by RPAD before the
kuleana land exemption was granted.
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Exhibit 5.2
Sample Results: Kuleana Land Discrepancies
(Tax Year 2011-2012)

Kuleana Land Files Summary

Complete | Incomplete

Files Files Totals
Exemption File Count 12 29 41
Complete Applications 12 5 17
Insufficient Processing 18 18
No Applications 6 6
Genealogy Verification 12 19 31
No Genealogy Verification 10 10
Photo I.D. 12 4 16
No Photo I.D. 25 25
Verification of Ownership 12 19 31
Unable to Verify Ownership 10 10

Source: Office of the City Auditor Sampling Results

We used RPAD data for 41 kuleana land properties to perform on-
site inspections and observations. We could not validate key data
needed to identify the kuleana land properties. For 31 properties,
we were unable to verify the RPAD address (19 properties);
unable to