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EXECUTIVE SUMMARY 

The New York City Economic Development Corporation (EDC) administers the lease (the Lease)  
for the Hilton Times Square Hotel (the Hilton), located at 234 West 42nd Street.  The Hilton was 
built by FC 42 Hotel, LLC, and sold to Sunstone Hotel Investors, Inc. (Sunstone), in March 2006. 
EDC is responsible for ensuring Sunstone complies with Lease terms, including the payment of 
all rents due the City.   

In accordance with terms defined in the Lease, Sunstone must pay a “Base Rent” and an 
additional “Percentage Rent.”  For the period April 1, 2006, through April 30, 2020, the Percentage 
Rent is to be calculated by determining the greater of either the minimum amount specified in the 
Lease or, alternatively, a “Formula Percentage Rent”1 based on the “Adjusted Gross Revenues 
(AGR)”2 and the “Adjusted Total Hotel Project Cost (ATHPC).”3  For the period May 1, 2020, 
through December 12, 2095, Percentage Rent will be based only on the above-described Formula 
Percentage Rent; the minimum amount specified in the Lease will no longer be applicable.  For 
Calendar Year 2012, Sunstone paid the City rent of $1,772,194, consisting of the Base Rent of 
$683,032 and the specified minimum Percentage Rent of $1,089,162.  (See Appendix I Sunstone 
Reported Occupancy, Revenues, and Expenses, and Rents Paid, Calendar Year 2008 through 
Calendar Year 2012.)  

 

1 “Formula Percentage Rent” is calculated as follows: 12% [(The < of: AGR or 14% ATHPC) – 12% ATHPC] + 18% (AGR – 14% 
ATHPC). 
 
2 “Adjusted Gross Revenues” is defined in Article 1, Section 1.01 of the Lease as “for any Lease Year (or calendar quarter, as the 
case may be), Gross Revenues for such period less Operating Expenses for such period.” 
 
3 “Adjusted Total Hotel Project Cost” is defined in Article 1, Section 1.01 of the Lease as “Initial Total Hotel Project Cost as increased 
by fifty percent (50%) of the amount by which the gross consideration received by Tenant in connection with the first Third-Party Sale 
exceeds Initial Total Hotel Project Cost.”  
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In addition to rent, Sunstone must also annually contribute the greater of  either 3 percent of 
“Gross Revenues”4 for such Lease Year or the amount required by the Recognized Mortgagee 
then most senior in lien to be contributed to the FF&E Replacement Reserve for each such Lease 
Year to a segregated reserve account for the replacement or refurbishing of “Furniture, Fixtures, 
and Equipment (FF&E),” pay “Impositions” as defined in the lease,5 and maintain specified types 
and amounts of insurance coverage.  To ensure compliance with these and other lease provisions, 
the Lease requires Sunstone to submit to the City financial and operating reports and certified 
copies of insurance policies. 

Audit Findings and Conclusions 
The audit found that Sunstone generally maintained adequate controls over its revenue recording 
and reporting processes and paid the Base Rent due the City in a timely manner.   

However, our review also found that Sunstone improperly calculated the Formula Percentage 
Rent in two ways.  First, Sunstone appears to have overstated ATHPC by as much as $19.8 
million and second, it understated AGR by $1 million.  The result of these two errors has been an 
understatement of the Percentage Rent due the City which could result in future repeated 
underpayments to the City up through and including the Lease end date of December 12, 2095.  
(See Appendix II Comparative 2011 ATHPC and Formula Percentage Rent Calculations.)  
Because the minimum Percentage Rent specified in the Lease for the scope period has been 
greater than the alternative Formula Percentage Rent properly calculated, our adjustments did 
not result in additional Percentage Rents due the City.  However, by reporting the correct lower 
amount of ATHPC, the Formula Percentage Rent could become due sooner and in greater 
amounts, which would increase the total amount of money Sunstone would be obligated to pay 
to the City under the Lease.   

The audit also found that Sunstone miscalculated the Percentage Rent based on a 
misinterpretation of the Formula Percentage Rent.  This miscalculation did not result in an 
understatement of Percentage Rent due the City.  Rather, the proper application of the Formula 
Percentage Rent may result in lower Percentage Rent payments being due. (See Appendix III 
Comparative 2011 Formula Percentage Rent Methodologies and Calculations.)  

Additionally, the audit found that Sunstone did not make or maintain required FF&E reserve 
contributions totaling $3.1 million and improperly disbursed FF&E funds totaling $7.3 million.  
Sunstone also did not submit to ESDC and EDC required financial and operating reports, 
rendering them unable to effectively assess, monitor, and hold Sunstone accountable for its 
performance.   

Finally, in connection with our audit of Sunstone, we observed that EDC did not adequately 
monitor Sunstone to ensure its compliance with Lease terms.   

4 “Gross Revenues” is defined in Article 1, Section 1.01 of the Lease as “all revenues, receipts, and income of whatever kind and 
nature, of Tenant and Manager, and of any Subtenant that is a Related Entity of Tenant or Manager, as determined in accordance 
with Accounting Principles, in any Lease Year (or calendar quarter, as the case may be),” with minor exceptions, “generated from the 
operation, leasing or management of the Hotel Project.”  
  
5 “Impositions” are defined in Article 1, Section 1.01 of the Lease as “all taxes, fees, assessments, and charges that are levied by a 
governmental agency,” Business Improvement District (BID) “or similar entity against the Property and New 42 Hotel Property or the 
interest of Tenant therein,” such as special assessments, sales, use and occupancy, and water and sewer charges.   
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Audit Recommendations 
To address these issues, we make 14 recommendations—8 to Sunstone and 6 to EDC—including 
that Sunstone should:   

• Properly calculate the Formula Percentage Rent. 

• Replenish $4,424,615 to the FF&E reserve account ($3,093,862 for contributions that 
were not made or maintained, $908,721 for interest, and $422,032 for improper 
disbursements).    

• Make and maintain FF&E contributions as required by the Lease. 

• Use FF&E reserve account funds only for FF&E qualifying expenses as stipulated by the 
Lease. 

• Maintain documentation evidencing how FF&E funds are used as required by the Lease.  

• Submit to EDC, in the manner and time frames specified by the Lease, required financial 
and operating reports including but not limited to: annual audited property-level financial 
statements; monthly STR reports comparing Hilton’s performance to that of the 
Competitive Set regarding occupancy, average room rate, and other data; property 
inspection reports; and certified FF&E reserve account depository statements, and 
budgeted and actual utilization reports with explanations of variances. 

With regard to Sunstone, EDC should: 

• Ensure that Sunstone properly calculates the Formula Percentage Rent in accordance 
with the Lease. 

• Routinely demand and review the monthly and annual reports submitted by Sunstone to 
ensure the accuracy of the calculation of the Formula Percentage Rent. 

• Ensure that Sunstone replenishes $4,424,615 to the FF&E reserve account. 

• Ensure that Sunstone submits to EDC, in the manner and time frames specified by the 
Lease, required financial and operating reports including but not limited to: annual audited 
property-level financial statements; monthly STR reports comparing Hilton’s performance 
to that of the Competitive Set regarding occupancy, average room rate, and other data; 
property inspection reports; and certified FF&E reserve account depository statements, 
and budgeted and actual utilizations reports with explanations of variances. 

Sunstone and EDC Responses 
In their responses, both Sunstone and EDC maintained that when calculating Percentage Rent, 
ATHPC was not overstated and asserted that the Initial Total Hotel Project Cost (ITHPC) should 
be $113.3 million based, in large part, on a sample development budget included in the Lease.  

Sunstone also asserted that it does not owe any money to the FF&E reserve account and 
moreover, that Sunstone had overfunded this account.  EDC agreed “that maintaining a FF&E 
account is appropriate” and indicated that it will “ensure that the proper amount is funded and 
maintained in the future.”  However, EDC did not agree to ensure that Sunstone replenishes 
$4,424,615 to the FF&E reserve account.    
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With regard to the report’s remaining findings, both Sunstone and EDC indicated that they already 
did or will in the future implement the report’s recommendations.  

As the Lease administrator, EDC has a responsibility to ensure that Sunstone fulfills its 
Obligations, properly calculates Percentage Rent, and makes all Lease-required payments.  
Since Percentage Rents are based, in part, on ITHPC throughout the life of the 97-year Lease 
ending December 12, 2095, EDC should ensure Lease compliance by determining the proper 
value of ITHPC as expressly required by the Lease rather than rely on a sample budget.    

Additionally, Sunstone does in fact owe $4,424,615 to the FF&E reserve account. Sunstone’s 
assertion that it overfunded the FF&E reserve account is based largely on a $3,450,000 
contribution that Sunstone claimed that it made in 2010.  However, these funds were not deposited 
in and do not relate to Sunstone’s Lease-required FF&E Replacement Reserve account.  If 
Sunstone does not immediately replenish the FF&E reserve account, EDC should send Sunstone 
a written notice demanding that it replenish $4,424,615 to the FF&E reserve account within 30 
days and pursue all remedies available to it under the Lease if Sunstone does not comply. 

Sunstone’s and EDC’s responses and our rebuttals are discussed in greater detail in this report.   
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AUDIT REPORT 

Background 
EDC, pursuant to a contract with the City of New York (the City), administers the Lease6 for the 
Hilton located at 234 West 42nd Street.  The Hilton was built by FC 42 Hotel, LLC, pursuant to 
the Lease and sold to Sunstone in March 2006.  Under the Lease, the State of New York was the 
holder of an estate on limitation and the City was a holder of a reversionary interest in the 
“Property.”7  EDC fully assumed the Lease administration effective July 2011 and the Property 
reverted to the City in October 2012.  Pursuant to its contract with the City, EDC is responsible 
for ensuring Sunstone complies with Lease terms, including the payment of all rents due the City.  

In accordance with terms defined in the Lease, Sunstone must pay a Base Rent and a Percentage 
Rent.  For the period April 1, 2006 through April 30, 2020, the Percentage Rent is calculated by 
determining the greater of the minimum amount specified in the Lease or, alternatively, a Formula 
Percentage Rent based on AGR and ATHPC.  The ATHPC is based on the “Initial Total Hotel 
Project Cost (ITHPC)”8 and the gross consideration received for the sale of the Hilton in 2006.  
For the period May 1, 2020, through December 12, 2095, Percentage Rent will be based only on 
the above-described Formula Percentage Rent and the minimum amount specified in the Lease 
will no longer be applicable.  In addition to the rent, Sunstone must also annually contribute either 
the greater of 3 percent of Gross Revenues for such Lease Year or the amount required by the 
Recognized Mortgagee then most senior in lien to be contributed to the FF&E Replacement 
Reserve for each such Lease Year to a segregated reserve account for the replacement or 
refurbishing of FF&E, pay Hilton Impositions and maintain specified types and amounts of 
insurance coverage.  Accordingly, the Lease requires Sunstone to submit to the City financial and 
operating reports and certified copies of insurance policies. 

For Calendar Year 2012, Sunstone paid the City rent of $1,772,194, consisting of the Base Rent 
of $683,032 and the specified minimum Percentage Rent of $1,089,162. (See Appendix I 
Sunstone Reported Occupancy, Revenues, and Expenses, and Rents Paid, CY 2008 through CY 
2012.)  

Objectives 
The objectives of this audit were to determine whether Sunstone Hotel Investors, Inc.: 

• Accurately and completely recorded and reported revenues; 

6 In June 1981, the New York State Urban Development Corporation, doing business as the Empire State Development Corporation 
(ESDC), and the City created the 42nd Street Development Plan to rehabilitate and renew the area of midtown Manhattan surrounding 
West 42nd Street between Broadway and Eighth Avenue. As part of this effort, in November 1998, an ESDC subsidiary and FC 42 
Hotel, LLC, entered into a 97-year and one-month construction Lease that obligated the FC 42 Hotel, LLC to construct and operate 
the Hilton, which is composed of 460 guest rooms, 5,500 square feet of meeting facilities, a restaurant, and a bar.   
 
7 “Property” is defined in Article 1, Section 1.01 of the Lease as “the Land and the Improvements” and “Improvements” is defined in 
Article I, Section 1.01 of the Lease as “any buildings and structures, and any building machinery, equipment, and fixtures…affixed to 
and forming a part of the buildings and structures, which may be erected or located wholly or partially on the Land.” 
 
8 “Initial Total Hotel Project Cost” is defined in Article 1, Section 1.01 of the Lease as “the estimated cost of completing the Construction 
Work and preparing the Hotel Project for opening, as set forth in the development budget last approved by Tenant’s construction 
lender prior to or in connection with closing the Construction Loan” on November 13, 1998. 
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• Accurately calculated and paid the Base and Percentage Rents, and submitted its 

payments on time; 

• Maintained adequate internal controls over the recording and reporting of its revenues; 
and 

• Complied with other significant Lease terms.   

Scope and Methodology Statement  
We conducted this performance audit in accordance with generally accepted government auditing 
standards.  Those 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 believe that the evidence obtained provides a reasonable basis for our 
findings and conclusions based on our audit objectives.  This audit was conducted in accordance 
with the audit responsibilities of the City Comptroller as set forth in Chapter 5, §93, of the New 
York City Charter. 

The scope of this audit covers the period from January 1, 2011, to December 31, 2012.  Please 
refer to the Detailed Scope and Methodology at the end of this report for the specific procedures 
and tests that were conducted. 

Discussion of Audit Results 
The matters covered in this report were discussed with Sunstone and EDC officials during and at 
the conclusion of this audit.  A preliminary draft report was sent to Sunstone and EDC officials 
and discussed at an exit conference on May 27, 2014.  On October 29, 2014, we submitted a 
draft report to Sunstone and EDC with a request for comments.  We received written responses 
from Sunstone and EDC officials on November 13, 2014 and November 14, 2014, respectively. 

In their responses, both Sunstone and EDC maintained that when calculating Percentage Rent, 
ATHPC was not overstated and asserted that ITHPC should be $113.3 million based, in large 
part, on a sample development budget included in the Lease.  Sunstone stated that “the ‘total 
assets’ value set forth in FC’s audited financial statements for its fiscal year ended January 31, 
2001 (i.e., $113,330,682), is within $500 of the ‘sample’ development budget value of 
$113,330,262….Of the presently available information, the audited financial statements of FC 
(especially when coupled with the ‘sample’ development budget value) are the most reliable data 
for determining the development budget for construction of the Hotel….Sunstone asserts that, 
when calculating Percentage Rent under the Lease, the value to be used for ‘Total Project Cost’ 
should be either $113,330,682 or $113,330,262.” 

Similarly, EDC stated “[s]ince the Date of Lease, FC and Sunstone have used $113,330,262 as 
the Initial Total Hotel Project Cost (ITHPC) in their calculation of Percentage Rent. This number 
is derived from the detailed development budget in Schedule P of the Lease dated November 3, 
1998.”  Further, EDC stated that its contracted CPA firm, loan requisition forms, and loan ratios 
also support the use of this figure.  Therefore, EDC indicated that it will execute a written 
supplement setting forth $113,330,262 as the ITHPC. 

Sunstone also asserted that it does not owe any money to the FF&E reserve account and 
moreover, that “the FF&E reserve account has been overfunded for the Period, leaving a credit 
balance in favor of Sunstone in the amount of $2,617,669. Accordingly, Sunstone disagrees with 
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the findings in the draft audit report that Sunstone is required to deposit additional funds into the 
FF&E reserve account.”  EDC agreed “that maintaining a FF&E account is appropriate” and EDC 
indicated that it “intends to ensure that the proper amount is funded and maintained in the future.” 
However, EDC did not agree to ensure that Sunstone replenishes the audit-recommended 
$4,424,615 to the FF&E reserve account.    

With regard to the report’s remaining findings, both Sunstone and EDC indicated that they already 
did or will in the future implement the report’s recommendations.  

As the Lease administrator, EDC has a responsibility to ensure that Sunstone fulfills its 
Obligations, properly calculates Percentage Rent, and makes all Lease-required payments.  
Since Percentage Rents are based, in part, on ITHPC throughout the life of the 97-year Lease 
ending December 12, 2095, it is not reasonable or appropriate to accept other indications of 
ITPHC in place of Lease-required evidence.  The Lease and the Building Loan Agreement 
explicitly required that ITHPC be based on the development budget which was last approved by 
the lender, duly executed, in recordable form, and received and approved by the Administrative 
Agent.  Sample budgets, financial statements, loan requisitions, and loan ratios—independently 
or in conjunction with one another—do not constitute and are not a substitute for Lease-required 
evidence.  EDC should ensure Lease compliance by determining the proper value of ITHPC as 
required by the Lease rather than rely on a sample budget.    

Additionally, Sunstone does in fact owe $4,424,615 to the FF&E reserve account ($3,093,862 for 
contributions that were not made or maintained, $908,721 for interest, and $422,032 for improper 
disbursements).  Sunstone’s assertion that it overfunded the FF&E reserve account is based 
largely on a $3,450,000 contribution that Sunstone claimed that it made in 2010.  However, these 
funds were not deposited in and do not relate to Sunstone’s Lease-required FF&E Replacement 
Reserve account.  Instead, these funds were deposited in and relate to a separate loan 
refinancing agreement required reserve account.  Therefore, Sunstone should replenish 
$4,424,615 to the FF&E reserve account.  If Sunstone does not immediately replenish the FF&E 
reserve account, EDC should send Sunstone a written notice demanding that it replenish 
$4,424,615 to the FF&E reserve account within 30 days and pursue all remedies available to it 
under the Lease if Sunstone does not comply. 

Except for the inclusion of the Building Loan Agreement and Project Loan Agreement as exhibits, 
which were too voluminous to include as an attachment to the report, the full text of Sunstone’s 
and EDC’s written responses were included as addenda to this report.  Those exhibits are 
available in our office. 
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FINDINGS 

The audit found that Sunstone generally maintained adequate controls over its revenue recording 
and reporting processes and paid the Base Rent due the City in a timely manner.  However, our 
review also found that Sunstone: (1) improperly calculated the Formula Percentage Rent; (2) 
miscalculated the Percentage Rent based on a misinterpretation of the Formula Percentage Rent; 
and (3) did not comply with other significant Lease terms.  Sunstone appears to have overstated 
ATHPC by as much as $19.8 million and understated AGR by $1 million due to the improperly 
calculated Formula Percentage Rent.  Sunstone also did not make or maintain required FF&E 
reserve contributions totaling $3.1 million and improperly disbursed FF&E funds totaling $7.3 
million.  In addition, we observed that EDC did not adequately monitor Sunstone to ensure its 
compliance with Lease terms.  In both its roles first, as a reversionary interest holder and later, as 
the Lease administrator, EDC should have ensured that Sunstone complied with rent and all other 
Lease terms.  

These matters are discussed in detail in the following sections of this report. 

Sunstone Improperly Calculated the Percentage Rent  
Sunstone improperly calculated the Formula Percentage Rent due the City since 2006 when it 
purchased the Hilton leasehold interest.  As noted, Sunstone was required to pay the City a 
Percentage Rent that was the greater of a specified minimum amount or a Formula Percentage 
Rent based on ATHPC and AGR.  However, Sunstone appears to have overstated ATHPC by as 
much as $19.8 million and understated AGR by $1 million (see Appendix II Comparative 2011 
ATHPC and Formula Percentage Rent Calculations) as described below. 

 
• Sunstone used a “sample” development budget included in the Lease rather than the 

budget last approved by the original Tenant’s construction lender as the basis for the 
ITHPC as is required by Article 1, Section 1.01 of the Lease.  Based on the “sample” 
development budget, Sunstone claimed ITHPC of $113.3 million when calculating its 
Formula Percentage Rent.  However, the initial construction mortgage obtained in 1998 
was for $73.7 million, which suggests that the actual cost may have been lower than the 
pro forma cost in the “sample” budget.  Absent the actual construction budget approved 
by the original construction lender which is required by the Building Loan Agreement, 
Sunstone does not have sufficient evidence to support the $113.3 million used to calculate 
the Percentage Rent.  Disallowing the unsubstantiated ITHPC of $39.6 million (i.e., the 
claimed amount of $113.3 million less the initial construction mortgage amount of $73.7 
million) would reduce ATHPC by as much as $19.8 million.  In February 2012, in its audit 
of Sunstone’s Lease compliance for Calendar Years 2009 and 2010, EDC’s contracted 
CPA firm also questioned Sunstone’s claimed ITHPC of $113.3 million and noted that a 
lesser ITHPC could result in Percentage Rent recoveries.  

Subsequent to our exit conference, on behalf of the original Tenant, Forest City Ratner 
Companies provided us copies of loan disbursement requests  and asserted that original 
budget amounts that Forest City Ratner reports in them “should constitute the Approved 
Construction Budget.”  However, loan disbursement requests do not constitute and are 
not a substitute for a formally approved lender construction budget which was required by 
the Building Loan Agreement.  Specifically, Article IV, Section 4.2 (eee) of the Building 
Loan Agreement states “[t]he Administrative Agent shall have received and approved the 
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following items and documents, duly executed and in recordable form where applicable… 
a copy of the Budget.”  Indeed, these are solely representations by Forest City Ratner and 
do not themselves substantiate the amount of the approved budget. 

Sunstone Response: “Of the presently available information, the audited financial 
statements of FC (especially when coupled with the ‘sample’ development budget value) 
are the most reliable data for determining the development budget for construction of the 
Hotel.  We know that the initial November 13, 1998 construction mortgage amount was 
$73.7 million, the ‘sample' development budget dated November 3, 1998 was $113.3 
million, and that FC's financial records reflected ‘total assets’ of $113.3 million as of 
January 31, 2001. Accordingly, we know that the initial construction mortgage amount of 
$73.7 million divided by $113.3 million represents a 65% loan-to-construction budget, 
which seems like a very fair representation of construction lending practices at the time in 
question.” 

EDC Response: “Since the Date of Lease, FC and Sunstone have used $113,330,262 as 
the Initial Total Hotel Project Cost (ITHPC) in their calculation of Percentage Rent. This 
number is derived from the detailed development budget in Schedule P of the Lease dated 
November 3, 1998.... 

MP, in their lease audit, said that although Sunstone was unable to provide them with a 
signed final development budget, ‘it is possible given the November 5, 1998 date of the 
Lease and the November 13, 1998 date of the initial mortgage that the pro-forma 
document included in the lease was indeed, the final development budget approved by 
the lender.’ 

On July 25, 2014, FC provided requisitions submitted to the Administrative Agent for the 
Building Loan Agreement in 1998 (Requisition #1) and later in 2000 (Requisition #17) 
which further established the approved construction budget.  Both requisitions included a 
construction budget of $113,330,262, the same as in Schedule P of the Lease…. 

The Comptroller's Audit Report, however, indicates that the ITHPC might be overstated 
and could be as low as $73,665,000.  EDC does not concur with this analysis, which fails 
to take into account all the sources of funds for the project such as equity of $24,665,262 
and a mezzanine loan from Hilton (Promus) of $15,000,000 as detailed in Requisition #I. 
In our view, it would have been highly unlikely to be able to finance a new, to be built hotel 
100% with senior construction debt…. 

While there may not be any document that explicitly says ‘lender-approved construction 
budget’; based on the information above, EDC and the tenants have reasonably and 
properly concluded that the $113,330,262 in Schedule P of the Lease, is the development 
budget approved by Tenant's construction lender prior to or in connection with closing the 
Construction Loan and ITHPC.” 

Auditor Comment: Since Percentage Rents are based, in part, on ITHPC throughout the 
life of the 97-year Lease ending December 12, 2095, it is not reasonable or appropriate to 
accept other indications of ITPHC in place of Lease-required evidence.  The Lease and 
the Building Loan Agreement explicitly required that ITHPC be based on the development 
budget which was last approved by the lender, duly executed, in recordable form, and 
received and approved by the Administrative Agent.  Financial statements, sample 
budgets, loan requisitions, and loan ratios—independently or in conjunction with one 
another—do not constitute and are not a substitute for Lease-required evidence. 
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Additionally, EDC cannot simultaneously claim that it relied on its contracted CPA firm to 
“ensure proper lease compliance,” and cherry pick which of its contracted CPA firm’s 
statements it will present and consider.  Just as we did, EDC’s contracted CPA firm 
questioned Sunstone’s claimed ITHPC of $113.3 million because Sunstone “was unable 
to provide the final development budget and evidence of its approval” and “the initial 
mortgage was $73,665,000 – significantly less than the $113,330,262 of Initial Total Hotel 
Project Cost claimed,” and noted that a lesser ITHPC could result in additional rents for 
the City, and recommended that EDC “determine the proper value of Initial Total Hotel 
Project Cost.”  EDC’s contracted CPA firm noted only that it was “possible” that “a pro-
forma budget which was included, (as an example of format) in the original Lease” was 
the final approved development budget.  As the Lease administrator, EDC should ensure 
Lease compliance by determining the proper value of ITHPC as required by the Lease 
and recommended by EDC’s contracted CPA firm rather than simply accept the possibility 
that the sample budget is the final approved development budget.  
 

• Additionally, based on our review of sampled 2011 expenditures, Sunstone understated 
AGR by $1 million because it improperly deducted expenses that were: (1) not incurred 
during the period; (2) duplicative, prohibited or limited by the Lease; or (3) not related to 
the operation of the Hilton.  A significant portion of the $1 million was composed of sums 
identified as “Recapture Amount”9 totaling $452,638 related to and payable in the “2nd 
PILOT Period”10 (i.e., May 1, 2020 through December 12, 2095) and duplicative FF&E 
expenses of approximately $300,000. Our review indicated that Sunstone improperly 
deducted these same types of expenses each year from 2006 through 2012.     

Sunstone also misinterpreted Part (I) of the Formula Percentage Rent.  Specifically, Section 3.02 
(a) of the Lease stipulates that after the first Third-Party Sale, the Formula Percentage Rent is 
equal to:  

(I) Twelve percent (12%) of the amount, if any, by which the lesser of (1) Adjusted Gross 
Revenues for such Lease Year and (2) the product of (x) fourteen percent (14%) and (y) 
Adjusted Total Hotel Project Cost exceeds the product of (aa) twelve percent (12%) and 
(bb) Adjusted Total Hotel Project Cost; plus  

(II) Eighteen percent (18%) of the amount, if any, by which Adjusted Gross Revenues for 
such Lease Year exceeds the product of (x) fourteen percent (14%) and (y) Adjusted Total 
Hotel Project Cost. (Emphasis added.) 

As noted, this formula is expressed as follows: 

9 “Recapture Amount” is defined in Article 3, Section 3.05 of the Lease as “an amount equal to one-tenth of the Aggregate Annual 
Recapture Amount (as hereinafter defined), and the term ‘Aggregate Annual Recapture Amount’ shall mean the amount, determined 
in the aggregate for the 1st PILOT Period, equal to the difference between (i) Projected Full Taxes for all of the Lease Years during 
such period and (ii) the sum of (A) Base Rent for all of the Lease Years during such period and (B) the Percentage PILOT Rent for all 
of the Lease Years during such period, but in no event shall the Aggregate Annual Recapture Amount be less than zero.” 
 
10 The “2nd PILOT Period” is defined in Article 1, Section 1.01 of the Lease as “the period commencing on the 2nd PILOT Period 
Commencement Date and ending on the Expiration Date. The 2nd PILOT Period Commencement Date is defined in Article 1, Section 
1.01 of the Lease as “the day immediately following the end of the 1st PILOT Period.” The term 1st PILOT Period is defined in Article 
1, Section 1.01 of the Lease as “the period commencing on the first day of the Lease Year in which the Hotel Project opens for 
business to the public and ending on the day immediately preceding the twentieth (20th) anniversary of the Rent Commencement 
Date (or if the Rent Commencement Date is a day other than the first of the month, then ending on the last day of the month 
immediately preceding the month in which the twentieth (20th) anniversary of the Rent Commencement Date shall occur).”  
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12% [(The < of: AGR or 14% ATHPC) – 12% ATHPC] + 18% (AGR – 14% ATHPC). 

However, Sunstone misinterpreted the formula to read as follows: 

12% [The < of: AGR or (14% ATHPC – 12% ATHPC)] + 18% (AGR – 14% ATHPC), 

or in effect,   

12% (The < of: AGR or 2% ATHPC) + 18% (AGR – 14% ATHPC). 

The proper application of the Formula Percentage Rent did not result in additional Percentage 
Rents for the City.  In fact, the proper application of the Formula Percentage Rent may result in 
lower Formula Percentage Rent. (See Appendix III Comparative 2011 Formula Percentage Rent 
Methodologies and Calculations.) 

Sunstone Did Not Comply with Other Significant Lease 
Terms 

Sunstone Did Not Make FF&E Contributions Totaling $3.1 Million  

Sunstone did not make required FF&E reserve contributions totaling $3,093,862. Upon 
purchasing the Hilton in 2006, Sunstone was to replenish $2,130,444 to the FF&E reserve 
account on behalf of the Seller.  Thereafter, Sunstone was required under the Lease to annually 
either contribute the greater of 3 percent of Gross Revenues for such Lease Year or the amount 
required by the Recognized Mortgagee then most senior in lien to be contributed to the FF&E 
Replacement Reserve for each such Lease Year.  However, Sunstone did not fund and maintain 
the account as required.  Specifically, Sunstone did not replenish $2,130,444 to the FF&E reserve 
account and when Sunstone closed its initial FF&E reserve account in 2010, it did not transfer the 
balance of $963,418 to the newly-opened account. 

Because Sunstone did not make or maintain required FF&E reserve contributions of $3,093,862, 
it did not accrue interest of $908,721,11 and ultimately, $4,002,583 was not available and was not 
used for the replacement and refurbishment of FF&E.  Further, for contributions that were made 
(i.e., the $963,418), Sunstone twice claimed these amounts as Operating Expenses and deducted 
them from Gross Revenues—once as reported contributions to the FF&E reserve account and 
again, as reported hotel expenses paid from unrestricted funds.  As a result, by taking these 
duplicative deductions, Sunstone understated its AGR which reduced the Formula Percentage 
Rent due the City.  

Sunstone Response: “Below are certain data points that clearly delineate and support 
Sunstone’s positions that (a) Sunstone, contrary to the assertion in the draft audit report, 
has continuously contributed at least three percent (3%) of gross revenues into the FF&E 
reserve account, and (b) Sunstone does not owe additional monies to the FF&E reserve 
account. 

*$447,500,396 = gross revenues at the Hotel from March 2006 through 
September 30, 2014….  

 

11 We assessed interest at the prime rate from the date contributions should have been made or maintained through April 30, 2014. 
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*$15,555,456 = three percent (3%) of the Hotel’s gross revenues for the 

Period, comprised of $13,425,012 plus the initial contribution from FC of 
$2,130,444….  

 
*$18,173,125 = Sunstone’s actual contribution into the FF&E reserve 

account…. 
 
*$34,372,430 = Sunstone’s investments into the Hotel for the Period, of 

which $31,131,351 are qualified FF&E expenses under the lease. 
  

As set forth above, the FF&E reserve account has been overfunded for the Period, leaving 
a credit balance in favor of Sunstone in the amount of $2,617,669. Accordingly, Sunstone 
disagrees with the findings in the draft audit report….” 

Auditor Comment: In its response (Exhibit D), Sunstone acknowledged that it did not 
replenish $2,130,444 to the FF&E reserve account on behalf of the Seller in 2006 and that 
it withdrew $963,418 from its FF&E reserve account in 2010.  Sunstone maintained that it 
made up for this combined FF&E shortfall of $3,093,862 and that it overfunded its FF&E 
reserve account largely by contributing $3,450,000 to its FF&E reserve account in 2010. 
However, these funds were not deposited in and do not relate to Sunstone’s Lease-
required FF&E Replacement Reserve account.  Instead, these funds were deposited in 
and relate to a separate loan refinancing agreement required reserve account.  

Additionally, Sunstone claimed that it overfunded its FF&E reserve account because its 
total contributions were greater than 3 percent of total Gross Revenues for the period 
March 2006 through September 2014.  However, as noted, the Lease required Sunstone 
to contribute to its FF&E reserve account the greater of 3 percent of Gross Revenues or 
a mortgagee required amount for each Lease Year.  Mortgagee required contributions that 
are greater than 3 percent of Gross Revenues represent the FF&E Replacement Reserve 
Floor (i.e., the minimum payment).    

Sunstone Did Not Use FF&E Funds for Their Intended Purposes 

Between 2006 and 2010, Sunstone failed to submit or maintain documents required by the Lease 
that demonstrated that it properly disbursed FF&E funds totaling $6,883,534.  Further, a review 
of a sample of 2011 expenses claimed as FF&E expenses revealed that Sunstone improperly 
disbursed $422,032 of $560,551 (75.3 percent) of the sampled expenses.  

The Lease stated that FF&E: 

shall mean fixtures, furniture, furnishings, decorations, artwork, carpets, draperies, floor 
coverings, fittings, equipment, machinery, apparatus, appliances and all parts and 
supplies pertaining thereto and other articles of tangible personal property used or usable 
in connection with operation of the Hotel Project, including lobby and guest room furniture; 
the front desk; kitchen appliances and equipment; television sets, office furniture and 
equipment such as safes, cash registers and accounting, computer, duplicating and 
communication equipment; telephone equipment; laundries; dry cleaning facilities; 
furniture and equipment used in connection with the operation of restaurants, bars and 
cocktail lounges; decorative lighting; material handling equipment, cleaning and 
engineering equipment and all other fixtures, equipment, apparatus and personal property 
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needed for such purposes; china, glassware, stemware, silverware, linens, sheets, 
bedspreads, pillowcases, towels, face cloths, bath mats, bath rugs, shower curtains, 
blankets, tools, employees' uniforms; and any other equipment, goods, utensils, supplies 
or reserve stock, subject to such depletions, resupplies, substitutions and replacements 
as shall occur and be made in the normal course of business; motor vehicles (including 
courtesy vans and limousines). 

The Lease further stated that FF&E expenses were “Operating Expenses.” As Operating 
Expenses, the Lease allowed Sunstone to deduct FF&E contributions from Gross Revenues when 
calculating Percentage Rent due the City.   

To ensure that FF&E funds were properly disbursed, Sunstone was required to annually submit 
to ESDC or EDC FF&E budgeted and actual utilizations reports and explanations of variances.  
However, Sunstone did not submit such reports for CY 2006 through CY 2010.  Moreover, 
Sunstone failed to maintain required documentation evidencing how it spent 2006 through 2010 
FF&E funds totaling $6,883,534.  Consequently, we could not determine whether these funds 
were used for their intended purposes.  Further, while Sunstone submitted required utilization 
reports for CY 2011, its own documentation reflected that it failed to properly disburse most of 
those funds.  Based on our review of $560,551 of $851,503 CY 2011 FF&E expenses, Sunstone 
improperly used $422,032 (75.3 percent) for capital repairs (i.e., curtain wall, facade, and roof 
repairs), which did not qualify as FF&E expenses and were not deductible under the Lease.    

Additionally, in CY 2011, Sunstone did not use FF&E funds to pay for qualifying FF&E expenses, 
such as linens and uniforms, totaling approximately $300,000.  Instead, Sunstone classified these 
as supply and equipment expenses.  In doing so, Sunstone took duplicative deductions for FF&E 
qualifying expenses—once upon reported contribution to the FF&E reserve account and again 
upon disbursement from an unrestricted account.  

Sunstone Did Not Submit Required Financial and Operating 
Reports to Oversight Agencies 

Sunstone did not submit to ESDC and EDC required financial and operating reports including: 
annual audited property-level financial statements; monthly hotel industry reports comparing 
Hilton’s performance to that of the Competitive Set12 regarding occupancy, average room rate, 
and other data; property inspection reports; and certified FF&E reserve account depository 
statements, and budgeted and actual utilizations reports with explanations of variances.  These 
reports enable ESDC and EDC to determine whether Sunstone paid all rents due and met lease-
stipulated performance standards and to determine other appropriate actions, including issuance 
of rent demand notices and invocation of management termination clauses.   

For Calendar Years 2009 and 2010, EDC’s contracted CPA firm cited Sunstone for “deficiencies 
in the Tenant compliance with several key reports that may be critical to NYCEDC’s management 
of the fee interest.”  Subsequently, in February and December 2012, EDC asked that Sunstone 
provide EDC with required reports in the form and time frames prescribed by the Lease.  However, 
EDC did not follow up on this issue notwithstanding the fact that Sunstone continued to violate its 
Lease reporting requirements.  In the absence of financial and operating reports, ESDC and EDC 
could not effectively assess, monitor, and hold Sunstone accountable for its performance.  This is 

12 “Competitive Set” is defined in Article 1, Section 1.01 of the Lease as listed and revised based on “hotels in Manhattan most closely 
similar to the Hotel Project in terms of market segment, size, quality, location, amenities and physical condition.” 
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of particular concern because the Hilton’s revenues decreased drastically from 2008 to 2010, and 
Sunstone terminated its hotel manager in 2011.  

EDC Did Not Adequately Monitor Sunstone to Ensure 
Compliance with the Lease 
EDC did not adequately monitor Sunstone to ensure that it complied with Lease terms.  As the 
Lease administrator, EDC should have ensured that Sunstone complied with the terms of the 
Lease.  However, our review found that EDC did not.  Specifically, our review revealed the 
following: 

• EDC failed to conduct routine financial reviews or audits to determine whether Sunstone 
properly calculated Percentage Rents, made or maintained required FF&E reserve 
contributions, and used FF&E reserve funds for their intended purposes.  In October 2011, 
EDC engaged a CPA firm to perform a Lease compliance review for the period January 
2009 through December 2010.  However, the contracted CPA firm in its review did not 
adequately examine AGR, FF&E reserve contributions, and FF&E expenditures.  

• EDC failed to follow up on significant issues that the contracted CPA firm identified.  For 
example, EDC’s contracted CPA firm questioned Sunstone’s ITHPC figure of $113.3 
million because it was based on a sample development budget and was far greater than 
the initial mortgage of $73.7 million, and noted that a lesser ITHPC could have resulted in 
Percentage Rent recoveries.  Accordingly, the contracted CPA firm recommended that 
EDC independently determine the appropriate amount of ITHPC.  However, EDC failed to 
do that.  Additionally, as noted, EDC did not follow up on Sunstone’s failure to submit 
required financial and operating reports. 

• EDC did not review and approve documents required by the Lease that were critical to the 
calculation of the Formula Percentage Rent.  In addition, these required documents, had 
they been properly produced, would have formed the basis for the City asserting Lease-
based remedies for unsatisfactory performance.  Most notably, EDC failed to retain a copy 
of the final lender-approved development budget and to execute a written Lease 
Supplement that set forth the ITHPC.  As discussed above, the ITHPC forms a critical part 
of the Formula Percentage Rent due the City throughout the Lease term ending December 
12, 2095.  Additionally, EDC did not review and approve Sunstone’s Management 
Agreement to ensure that management fees, deductible under the Lease, were 
reasonable and appropriate.  More importantly, EDC did not ensure that lease-stipulated 
performance standards and termination clauses were incorporated in the Management 
Agreement.   
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RECOMMENDATIONS 

Sunstone should: 

1. When calculating ATHPC, and in turn the Formula Percentage Rent, use ITHPC as 
stipulated by the development budget last approved by the construction lender prior to or 
in connection with closing the Construction Loan.13 

Sunstone Response: “[T]he ‘total assets’ value set forth in FC’s audited financial 
statements for its fiscal year ended January 31, 2001 (i.e., $113,330,682) is within $500 
of the ‘sample’ development budget value of $113,330,262…. 

Of the presently available information, the audited financial statements of FC (especially 
when coupled with the ‘sample’ development budget value) are the most reliable data for 
determining the development budget for construction of the Hotel…. 

Sunstone asserts that, when calculating Percentage Rent under the Lease, the value to 
be used for ‘Total Project Cost’ should be either $113,330,682 or $113,330,262.” 

Auditor Comment: The Lease and the Building Loan Agreement explicitly required that 
ITHPC be based on the development budget which was last approved by the lender, duly 
executed, in recordable form, and received and approved by the Administrative Agent. 
Financial statements, sample budgets, loan requisitions, and loan ratios—independently 
or in conjunction with one another—do not constitute and are not a substitute for Lease-
required evidence. 

2. When calculating AGR, and in turn the Formula Percentage Rent, deduct Operating 
Expenses as stipulated and limited by the Lease.  

Sunstone Response: “Sunstone will continue to deduct Operating Expenses pursuant 
to the terms of the Lease when determining Percentage Rent.  Note, the draft audit report 
expressly states that NO additional Percentage Rent is due Landlord as a result of any 
previous incorrect calculation of AGR.” 

Auditor Comment: In the past, Sunstone did not deduct Operating Expenses pursuant 
to the terms of the Lease.  As detailed in the report, Sunstone improperly deducted 
expenses that were: (1) not incurred during the period; (2) duplicative, prohibited or limited 
by the Lease; or (3) not related to the operation of the Hilton.  Sunstone is correct in 
asserting that no additional Percentage Rents were due the City as a result of improperly 
calculating AGR.  However, this is true only because the minimum Percentage Rent 
specified in the Lease for the scope period has been greater than the alternative Formula 
Percentage Rent properly calculated.  That will change in the later years of the Lease, at 
which time this recommendation could have a material effect on the amount of rent paid 
to the City.   

3. Properly calculate the Formula Percentage Rent. 

13 “Construction Loan” is defined in Article 31, Section 31.01 of the Lease as “the loan to finance a portion of the Construction Work.” 
Construction Work is defined in Article 1, Section 1.01 of the Lease as “all work to be performed in connection with, and which is 
necessary to complete, the initial construction of the Hotel Project.” 
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Sunstone Response: “Sunstone correctly calculated Percentage Rent in accordance 
with ‘Example of Calculation of Percentage Rent,’ as set forth in Exhibit A of the Lease; 
however, Sunstone is amenable to having the Lease amended to reflect the Percentage 
Rent formula purported to be the ‘proper’ formula in the draft audit report and as suggested 
by the EDC. Accordingly, Sunstone requests that Exhibit A of the Lease be amended to 
finally resolve any ambiguities between the formula language and the Lease exhibit.” 

4. Replenish $4,424,615 to the FF&E reserve account ($3,093,862 for contributions that 
were not made or maintained, $908,721 for interest, and $422,032 for improper 
disbursements). 

5. Make and maintain FF&E contributions as required by the Lease. 

Sunstone Response to Recommendation Numbers 4 and 5: “As set forth above, the 
FF&E reserve account has been overfunded for the Period, leaving a credit balance in 
favor of Sunstone in the amount of $2,617,669. Accordingly, Sunstone disagrees with the 
findings in the draft audit report….” 

Auditor Comment:  As detailed in the report and acknowledged by Sunstone in its 
response (Exhibit D), Sunstone did not make and maintain required FF&E reserve 
contributions and Sunstone did not in fact overfund its FF&E reserve account.  Therefore, 
Sunstone should immediately replenish $4,424,615 to the FF&E reserve account. 

6. Use FF&E reserve account funds only for FF&E qualifying expenses as stipulated by the 
Lease. 

Sunstone Response: “Sunstone will continue to use FF&E reserve account funds 
pursuant to the terms of the Lease.” 

Auditor Comment:  In the past, Sunstone did not use FF&E reserve account funds 
pursuant to the terms of the Lease. As detailed in the report, Sunstone failed to submit or 
maintain Lease-required documents that demonstrated that it properly disbursed FF&E 
funds totaling $6,883,534 between 2006 and 2010.  Further, Sunstone’s own 
documentation reflected that it improperly disbursed $422,032 of $560,551 (75.3 percent) 
of sampled 2011 FF&E funds.  

7. Maintain documentation evidencing how FF&E funds are used as required by the Lease. 

Sunstone Response: “Contrary to the assertion in the draft audit report, Sunstone has 
provided either or both the EDC and Landlord with FF&E utilization reports for years 2006 
through 2013. Sunstone will continue to provide EDC with FF&E utilization reports as 
required by the Lease. 

Furthermore, in order to standardize the reporting process, Sunstone and the EDC must 
reach an agreement as to (a) the identity/ies of the EDC recipients for the FF&E utilization 
reports required under the Lease, (b) the mode for delivery (i.e., email, FedEx, etc.) and 
(c) the form of reports (i.e., confirmation of whether Exhibit E hereto is acceptable).” 

Auditor Comment: In the past, Sunstone did not maintain documentation evidencing how 
FF&E funds were used.  As detailed in the report, Sunstone failed to submit or maintain 
Lease-required utilization reports and documentation, such as contracts, invoices, and 
canceled checks, to demonstrate that it properly disbursed FF&E funds totaling 
$6,883,534 between 2006 and 2010.  
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8. Submit to EDC, in the manner and time frames specified by the Lease, required financial 

and operating reports including but not limited to: annual audited property-level financial 
statements; monthly STR reports comparing Hilton’s performance to that of the 
Competitive Set regarding occupancy, average room rate, and other data; property 
inspection reports; and certified FF&E reserve account depository statements, and 
budgeted and actual utilization reports with explanations of variances. 

Sunstone Response: “Sunstone believes that it is currently complying with the reporting 
requirements of the Lease. In respect to Section 17.01 (c) of the Lease, Sunstone has 
provided the EDC with annual consolidated financial statements, audited by Ernst & 
Young, which includes Sunstone as required by the Lease. The Lease does not specify 
that property-level financial statements are required. However, Sunstone is amenable to 
providing the EDC with audited property-level financial statements for Sunstone's fiscal 
year ending December 31, 2014 and forward. To that end, we request the EDC to confirm 
that (a) audited property-level financial statements for years 2014 and forward will be 
acceptable, and (b) the EDC is NOT seeking to have audits of financial statements for 
prior years. 

Sunstone will continue to provide the EDC with monthly STR reports as required by the 
Lease. In addition, Sunstone will continue to provide the EDC with FF&E reserve account 
depository statements, FF&E budget reports and actual FF&E utilization reports, all as 
required by the Lease. We request the EDC to confirm that the reports attached hereto as 
Exhibit E and Exhibit F are acceptable in so far as Sunstone is obligated to provide FF&E 
utilization and budget reports, respectively. We also request the EDC to confirm (a) the 
identity/ies of the EDC recipients for the aforementioned periodic reports and (b) the mode 
for delivery (i.e., email, FedEx, etc.).” 

Auditor Comment: In its response, Sunstone incorrectly asserted that in the past, 
Sunstone submitted to EDC monthly STR reports in the manner and time frames specified 
by the Lease.  Further, Sunstone does not in its response fully or properly address certain 
other reporting requirements.  We stand by our recommendation that Sunstone should 
submit to EDC, in the manner and time frames specified by the Lease, property inspection 
reports, certified FF&E reserve account depository statements, and budgeted and actual 
utilization reports with explanations of variances. 

Regarding Sunstone, EDC should: 

9. Investigate and determine the proper ITHPC as stipulated by the development budget last 
approved by the construction lender prior to or in connection with closing the Construction 
Loan. 

EDC Response: “A valid ITHPC has been determined….Since the Date of Lease, FC and 
Sunstone have used $113,330,262 as the Initial Total Hotel Project Cost (ITHPC) in their 
calculation of Percentage Rent. This number is derived from the detailed development 
budget in Schedule P of the Lease dated November 3, 1998.” 

Auditor Comment: A valid ITHPC has not been determined.  The Lease and the Building 
Loan Agreement explicitly required that ITHPC be based on the development budget 
which was last approved by the lender, duly executed, in recordable form, and received 
and approved by the Administrative Agent.  Financial statements, sample budgets, loan 
requisitions, and loan ratios—independently or in conjunction with one another—do not 
constitute and are not a substitute for Lease-required evidence. 
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10. Execute a written supplement to the Lease setting forth the ITHPC as required by Section 

6.09 of the Lease. 

EDC Response: “EDC will follow-up and execute a written supplement setting forth 
$113,330,262 as the ITHPC.”  

Auditor Comment: A valid ITHPC has not been determined and so EDC’s response does 
not adequately address the audit findings. The Lease and the Building Loan Agreement 
explicitly required that ITHPC be based on the development budget which was last 
approved by the lender, duly executed, in recordable form, and received and approved by 
the Administrative Agent.  As the Lease administrator, EDC should ensure Lease 
compliance by determining the proper value of ITHPC as required by the Lease and 
recommended by EDC’s contracted CPA firm rather than use a figure included in a sample 
budget. 

11. Ensure that Sunstone properly calculates the Formula Percentage Rent in accordance 
with the Lease. 

EDC Response: “Sunstone has been calculating Percentage Rent based on the Example 
of Percentage Rent Calculation in Exhibit A of the Lease.  This is the same way it has been 
calculated since 1998 and accepted by 42DP, however, it is different from how it is written 
in the body of the Lease which is the basis of the Comptroller's finding. 

EDC has reviewed the methodology presented in the Comptroller’s Audit Report and 
agrees with the interpretation.  We also agree that that this will not result in additional rent 
for the audit period.  Due to the discrepancy however, EDC believes that a clarification of 
the Lease is necessary and will engage Sunstone in this regard. EDC will also ensure that 
Sunstone calculates the Percentage Rent accordingly.”  

12. Routinely demand and review the monthly and annual reports submitted by Sunstone to 
ensure the accuracy of the calculation of the Formula Percentage Rent. 

EDC Response: “EDC reviews the Quarterly and Annual Verified Statement of 
Percentage Rent and Adjusted Gross Revenues reports submitted by Sunstone. 
Nevertheless, EDC agrees with this recommendation and going forward plans to routinely 
demand and review the required monthly and annual reports to ensure the accuracy of 
the Percentage Rent calculation in accordance with the clarification discussed above.”  

13. Ensure that Sunstone replenishes $4,424,615 to the FF&E reserve account. 

EDC Response: “EDC agrees that maintaining a FF&E account is appropriate and 
intends to ensure that the proper amount is funded and maintained in the future.”  

Auditor Comment:  As the Lease administrator, EDC has a responsibility to ensure that 
Sunstone fulfills its Obligations and makes all Lease-required payments.  As detailed in 
the report, Sunstone did not make and maintain required FF&E reserve contributions and 
improperly disbursed FF&E funds.  Therefore, Sunstone should replenish $4,424,615 to 
the FF&E reserve account ($3,093,862 for contributions that were not made or maintained, 
$908,721 for interest, and $422,032 for improper disbursements).  If Sunstone does not 
immediately replenish $4,424,615 to the FF&E reserve account, EDC should send 
Sunstone a written notice demanding that it replenish $4,424,615 to the FF&E reserve 
account within 30 days and pursue all remedies available to it under the Lease if Sunstone 
does not comply. 
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14. Ensure that Sunstone submits to EDC, in the manner and time frames specified by the 

Lease, required financial and operating reports including but not limited to: annual audited 
property-level financial statements; monthly STR reports comparing Hilton’s performance 
to that of the Competitive Set regarding occupancy, average room rate, and other data; 
property inspection reports; and certified FF&E reserve account depository statements, 
and budgeted and actual utilization reports with explanations of variances. 

EDC Response: “EDC agrees that receipt of these reports is important and will monitor 
and enforce the Lease as it relates to these requirements. Sunstone has indicated that 
prospectively they will provide annual audited property-level financial statements as well 
as the other required reports and work with EDC to assure they are in acceptable form.” 
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DETAILED SCOPE AND METHODOLOGY 

We conducted this performance audit in accordance with generally accepted government auditing 
standards.  Those 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 believe that the evidence obtained provides a reasonable basis for our 
findings and conclusions based on our audit objectives.  This audit was conducted in accordance 
with the audit responsibilities of the City Comptroller as set forth in Chapter 5, §93, of the New 
York City Charter. 

The scope of this audit was Calendar Years 2011 and 2012.  We conducted additional reviews 
prior to this period to verify the accuracy of the reported ITHPC, ATHPC, and FF&E Replacement 
Reserve.  

To identify and understand Sunstone’s contractual obligations with the City, we reviewed and 
abstracted the terms of the lease agreement dated November 5, 1998, and related documents.  
To obtain an understanding of the Hilton’s operations, we conducted a property tour and internet 
research to ascertain the Hilton’s services and the related charges.   

To assess Sunstone’s internal controls over its revenue recording and reporting processes, we 
conducted walkthrough meetings with Sunstone’s contracted hotel management company— 
Highgate Hotels, L.P. (Highgate)—regarding room, food and beverage (F&B), banquet revenues, 
and information system controls.  We also observed demonstrations of the respective revenue 
recording and reporting computer systems— OnQ, Micros and Delphi14 — and reviewed system 
manuals.  We documented our understanding through written narratives and flowcharts.  
Additionally, we reviewed Sunstone’s management and franchise agreements, internal audit 
reports, accounting policies and procedures, verified statements, and financial records. 
  
To perform preliminary analyses, we traced the amounts from the Hilton’s trial balance to the 
general ledger as of December 31, 2011, and compared them with the amounts reported in 
Sunstone’s annual verified statements for consistency.  To identify any significant fluctuations in 
Gross Revenues and Operating Expenses, we prepared a five-year trend analysis based on 
reported information from Sunstone’s annual verified statements for 2007 through 2011.    

To determine whether Sunstone paid the reported Base and Percentage Rents and whether it did 
so on a timely basis, we verified Sunstone’s rent payments with ESDC’s and EDC’s rent collection 
records for 2011 and 2012.  To determine whether Sunstone accurately calculated its Base Rent 
for 2011 and 2012, we recalculated the rent amounts payable based on the formula stipulated in 
Section 3.01 of the lease agreement.  To determine whether Sunstone accurately calculated its 
Percentage Rent for 2011 and 2012, we established the calculation methodology based on the 
formula stipulated in Section 3.02 of the lease agreement.  To verify the accuracy of the reported 
ITHPC, we requested but were unable to obtain a written supplement that was supposed to have 
been executed in 1998, in accordance with Section 6.09 of the lease agreement.  To determine 
the ATHPC, we reviewed the Agreement of Purchase and Sale and the Closing statement related 
to the 2006 Third-Party Sale.  In addition, we performed tests on various revenues and expenses 

14 OnQ is a web-based property management system for all Hilton-affiliated hotels. It can take reservations, check room portfolios, 
and generate guest bills.  The Hotel integrates multiple systems, including Micros, onto OnQ to track major hotel operations.  Delphi 
is a stand-alone system for banquet services.  At the end of each event, the charge will be entered into Micros and then interfaced 
onto OnQ. 
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accounts to ascertain the accuracy of the reported Adjusted Gross Revenues for the Percentage 
Rent calculation, as discussed below.          

To determine whether Sunstone properly reported its room revenue, we recalculated the 
“HHonors” rewards room reimbursement for December 30, 2011, to identify any unreported 
revenues.  To determine whether Sunstone accurately billed its guests for internet and parking 
services, we compared the service providers’ daily reports for December 31, 2011, with 
Sunstone’s guest records to identify any unbilled charges. 

To determine whether Sunstone properly reported its F&B revenue, we judgmentally selected for 
review the restaurant, bar, and room service transactions processed from December 30, 2011, 
through January 5, 2012.  Specifically, we reviewed the sequences of the guest checks generated 
from six Micros terminals to identify any missing checks or unreported revenues.  We also 
interviewed the F&B Director and reviewed the union agreement to determine the staffing 
structure of those F&B employees.  We then assessed whether the staffing for the week 
December 30, 2011, through January 5, 2012, was in line with the guidelines and determined 
whether there were any unaccounted work hours that could be related to any unreported F&B 
activities.  We judgmentally selected to review “HHonors” free breakfasts transactions for 
December 31, 2011.  For those transactions, we verified that “HHonors” free breakfasts were 
provided only to eligible guests by reviewing redeemed breakfast coupons and HHonors 
Checkouts Reports.  

To determine whether Sunstone properly recorded and reported its banquet events revenue, we 
judgmentally sampled 50 event holders’ folders for 2012.  We traced from each banquet event 
order to the banquet check, and then to the Micros check to ensure that the banquet revenue was 
accurately and completely recorded in Micros.  In addition, we judgmentally selected for review 
the banquet revenue of December 2012, the month with the highest banquet gratuity pay in 2012. 
We traced each gratuity pay to Delphi’s banquet event orders and to the Event Summary Report 
to identify any unreported events and revenues. 

To determine whether Sunstone properly deducted expenses from its Gross Revenues, we 
judgmentally sampled major expenses for our review.  For personnel services expenses, we 
judgmentally reviewed the personnel files and payroll records of non-union employees for the pay 
periods covering December 31, 2011, and 2012.  Specifically, we verified their pay rates with the 
approved Personnel Action Forms on file.  We also checked whether Sunstone deducted non-
union employee pension and health benefits for only eligible employees.  We also compared non-
union employees’ W2 forms with the ADP Master Controls for 2011 and 2012 for consistency.  To 
determine the appropriateness of the pay raise to unionized employees, we judgmentally selected 
the payroll of the restaurant servers and engineering employees to compare with the pay rates 
and wage increases listed in their respective union agreements for 2011 and 2012.  Additionally, 
we verified the pay hours of the engineering employees with their timekeeping records and 
compared the room attendants on the union dues list and payroll records for the pay periods 
covering December 31, 2011, and 2012.      

To determine whether Sunstone properly calculated and paid its franchise fees and franchise 
assessments, we reviewed the terms and provisions of the franchise agreement and related 
documents.  We recalculated those charges for April through December 2011 and compared our 
recalculations with the amounts billed by Hilton Hotels Corporation to identify any discrepancies.  
For the property tax expenses, we determined the appropriateness of the recapture deduction in 
reference to Section 3.05 of the Lease.  To determine whether Sunstone properly deducted the 
air base rents and project support payments, we reviewed the Air Lease with the New 42nd Street, 
Inc.  To determine whether Sunstone properly deducted the lobby easement, we verified the 
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amount claimed to the provisions under the Declaration of Easement and Operating Agreement. 
In addition, we reviewed the purchase price allocation to ascertain the appropriateness of the 
amortization of easement deduction.  We also reviewed the Lease to determine the accuracy of 
the easement expense.  To determine whether Sunstone properly deducted the hotel 
management fees, we verified the accuracy of the management fees to the management 
company, Highgate, for April through December 2011 with the management agreement.  For the 
rest of the expense accounts, we identified FF&E-related expenses based on the account names 
and the descriptions and nature of the recorded transactions.  We also judgmentally selected all 
the transactions for review from the accounts identified as Extraordinary Item and Information 
Systems-Franchise Fee in the trial balance.    

To determine whether Sunstone properly maintained its FF&E Replacement Reserve account, we 
reviewed the deposit statements from February 28, 2006, through July 16, 2013, to ascertain 
whether Sunstone made or maintained FF&E contributions as required.  In addition, we assessed 
whether the fund contributions and disbursements during the period were legitimate and well 
supported in accordance with the Lease.  We also judgmentally sampled the disbursements to 
the three largest vendors from the 2011 FF&E Utilization Report for our review.  We reviewed the 
vendors’ contracts and invoices and determined whether the work performed qualified as FF&E 
expenditures in accordance with the Lease.   

To determine whether Sunstone properly paid its water and sewer charges, we reviewed the 
Water Board’s transaction history and Sunstone’s payment records.  To determine whether 
Sunstone properly reported its hotel occupancy tax and BID assessments, we reviewed the 
payment records and verified with the New York City Department of Finance’s website to ascertain 
any outstanding tax payments.  

To determine whether Sunstone complied with the insurance requirements of the Lease, we 
reviewed the insurance certificates and verified whether the coverage was adequate.  We also 
reviewed the hotel industry reports for December 2011 and 2012 to determine whether Highgate 
met the performance requirements as stipulated in Section 13.10(b) of the Lease. 

To determine whether EDC adequately monitored Sunstone’s compliance with the Lease terms, 
we interviewed EDC officials regarding their Lease administration roles and requested and 
reviewed audit reports and follow-up action on audit-identified issues.   

The results of the above tests, in conjunction with our other audit procedures, while not projected 
to the respective populations from which the samples were drawn, provided a reasonable basis 
to satisfy our audit objectives. 
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APPENDIX I 

Sunstone Reported Occupancy, Revenues, and Expenses, and Rents Paid 
CY 2008 through CY 2012 

 
 2008 2009 2010 2011 2012 

Occupancy 89.7% 85.8% 88.0% 94.0%  98.0% 

Gross 
Revenue $58,080,507  $42,966,470  $46,817,978  $51,781,380  $54,623,034  

Operating 
Expenses $38,879,658  $34,403,669  $36,760,210 $39,622,141  $41,137,776  

Adjusted 
Gross 
Revenue 

$19,200,849  $  8,562,801  $10,057,768 $12,159,239  $13,485,258  

Base Rent $     586,466  $     604,059  $     700,260*  $     663,138  $     683,032  

Specified 
Minimum 
Percentage 
Rent 

$     741,959  $     824,950  $     910,430  $     998,475  $  1,089,162  

Formula 
Percentage 
Rent 

($   600,312)  ($ 2,515,161)  ($ 2,246,067) ($ 1,843,269)  ($ 1,604,586)  

Percentage 
Rent $     741,959  $     824,950  $     910,430  $     998,475  $  1,089,162  

Total Rent 
Paid $  1,328,425 $  1,429,009 $  1,610,690 $  1,661,613 $  1,772,194 

 
* The 2010 Base Rent figure of $700,260 includes prior year assessments and penalties for Calendar Years 2007 
through 2010.
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APPENDIX II 

Comparative 2011 ATHPC and Formula Percentage Rent Calculations* 
 

Description Per Sunstone 
(A) 

Per Auditors 
(B) 

Potential or Actual 
Overstatement/ 

(Understatement) 
(A - B) 

ATHPC Calculation       
ITHPC + 50% (Gross consideration - ITHPC)       
        
ITHPC $113,330,262  $73,665,000            $39,665,262**  
Gross consideration         240,347,999 240,347,999             
Less: ITHPC        113,330,262  73,665,000   
         $127,017,737  $166,682,999   
x 50% 50% 50%   

50% (Gross consideration - ITHPC) $63,508,869  $83,341,500   
        
ATHPC 176,839,131  157,006,500 19,832,631  
        
AGR          12,159,239  13,183,863            (1,024,624) 
        
Formula Percentage Rent Calculation       
14% ATHPC          24,757,478  21,980,910   
12% ATHPC     21,220,696  18,840,780   
        
Formula Percentage Rent Calculation - Part I        
12% [(The < of: AGR or 14% ATHPC) – 12% ATHPC]        
        
The < of: AGR or 14% ATHPC           12,159,239  13,183,863   
Less: 12% ATHPC          21,220,696 18,840,780   
            $(9,061,457) $(5,656,917)   
x 12% 12% 12%   

  $(1,087,375) $(678,830)   
Formula Percentage Rent Calculation - Part II       
18% (AGR – 14% ATHPC)       
        
AGR          12,159,239  13,183,863   
Less:  14% ATHPC          24,757,478 21,980,910   
          $(12,598,239) $(8,797,047)   
x 18% 18% 18%   

  $(2,267,683) $(1,583,468)   
        
Formula Percentage Rent $(3,355,058) $(2,262,298) $(1,092,760) 
        
Specified Minimum Amount              $998,475               $998,475    
* We applied the Formula Percentage Rent methodology determined by auditors. As noted, this formula is expressed as:  
  12% [(The < of: AGR or 14% ATHPC) – 12% ATHPC] + 18% (AGR – 14% ATHPC).  
** Unsubstantiated ITHPC (i.e., claimed ITHPC of $113.3 million less the initial construction mortgage amount of $73.7 million)  
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APPENDIX III 

Comparative 2011 Formula Percentage Rent Methodologies and Calculations 
 

 

Description 
Per Sunstone Per Auditors 

Potential or Actual 
Overstatement / 

(Understatement) 
(A) (B) (A - B) 

ATHPC Calculation       
ITHPC + 50% (Gross consideration - ITHPC)       
        
ITHPC $73,665,000 $73,665,000  
Gross consideration  240,347,999 240,347,999   
Less: ITHPC 73,665,000 73,665,000   
  $166,682,999 $166,682,999   
x 50% 50% 50%   
50% (Gross consideration - ITHPC) $83,341,500 $83,341,500  
        
ATHPC 157,006,500 157,006,500  
        
AGR 13,183,863 13,183,863   
        
Formula Percentage Rent Calculation       
14% ATHPC 21,980,910 21,980,910   
12% ATHPC 18,840,780 18,840,780   
2% ATHPC 3,140,130 3,140,130   
        
Formula Percentage Rent Calculation - Part I (Per Auditor)       
12% [(The < of: AGR or 14% ATHPC) – 12% ATHPC]        
        
The < of: AGR or 14% ATHPC   13,183,863   
Less: 12% ATHPC  18,840,780   
        
Formula Percentage Rent Calculation - Part I (Per 
Sunstone)       
12% [The < of: AGR or (14% ATHPC – 12% ATHPC)]       
        
The < of: AGR or 2% ATHPC  3,140,130     
  $3,140,130 $(5,656,917)   
x 12% 12% 12%   
  $376,816 $(678,830)  
Formula Percentage Rent Calculation - Part II       
18% (AGR – 14% ATHPC)       
        
AGR 13,183,863 13,183,863   
Less:  14% ATHPC 21,980,910 21,980,910   
  $(8,797,047) $(8,797,047)   
x 18% 18% 18%   
  $(1,583,468) $(1,583,468)  
        
Formula Percentage Rent $(1,206,652) $(2,262,298) $1,055,646 
        
Specified Minimum Amount $998,475 $998,475   

* We applied ITHPC, gross consideration, ATHPC, and AGR as determined by auditors.  
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