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SUBJECT:  
AN ORDINANCE authorizing the Executive to execute documents for a sublease with Subway Real Estate, LLC at the Ninth and Jefferson Building.
SUMMARY:  
This proposed ordinance would authorize the Executive to execute a 10-year sublease with Subway Real Estate, LLC for the operation of a Subway restaurant at the Ninth and Jefferson Building.

BACKGROUND:
Ninth and Jefferson Building
Harborview Medical Center is a comprehensive health care facility owned by King County, governed by an appointed Board of Trustees and managed by the University of Washington (UW). The Ninth and Jefferson Building (NJB) is a multi-purpose building at Harborview Medical Center (HMC) that was constructed to house specialized services such as the King County Medical Examiner, research laboratories, dry labs, clinical services, Involuntary Treatment Act Courtroom, retail, lobby and an underground parking garage.  It is a 14-story, 440,000 square foot medical office building with a 650-space underground parking garage.  
Originally part of the Harborview Bond Program, NJB was restructured as a 63-20 lease-lease back project and completed in 2009.  Under this project delivery method, NJB Properties, Inc. (a non-profit corporation), built NJB on land owned by the County with tax-exempt bonds.  NJB Properties, Inc. is the owner of the NJB and leases the building back to the County.
The initial negotiations on the sublease with Subway were conducted by agents for NJB Properties, Inc. in cooperation with UW, with final negotiations conducted by the Facilities Management Division and the King County Prosecuting Attorney's Office.  
The medical office building space is 100 percent occupied.  There is 11,570 square feet of street-level retail space of which 7,103 square feet, or 61 percent, is occupied with Diva Espresso, Eyes on James optical shop, and Refit Komplex fitness club.  The space proposed for the Subway restaurant franchise is 1,162 square feet.  The remaining 3,305 square feet is unoccupied with no prospective tenants.  Wright-Runstad, the leasing agent for NJB Properties, Inc., is engaging in marketing efforts to lease that remaining space.
Subway LLC Negotiations
Harborview and UW have advocated for a restaurant retail tenant in the building because there are limited food choices on the HMC campus.  In May 2009, the county had offers from Subway and Jimmy John's for NJB retail space.  The rental rate offers were similar with Jimmy John's offering slightly less per square foot at the time ($27/sq. ft./year versus $28, although Subway's proposed rental rate would eventually drop to $26 in the softer market).  Both vendors wanted ten year leases.  Subway was chosen for further negotiation due to its reputation as a franchise with strong market presence.  It was also considered to be attractive because there is a Subway shop already at Swedish Medical Center run by the same franchisee, so the business has experience operating successfully under similar conditions nearby. 
In part due to Subway's lengthy corporate negotiation process and in part due to the county lease process, negotiations took almost a year to conclude, wrapping up in early 2011.  The Subway Corporation and its franchisee are ready to sign the sublease, pending Council approval.
Terms of Agreement

Attachment A to the proposed ordinance is the proposed sublease between King County and Subway.  
Rent

Subway would have a six-month period with no rent to make improvements to the space, which is a common feature of retail leases in which the tenant is charged with improving the space.  Rent would then commence around the beginning of 2012.  
Subway would pay rent of $26 per square foot per year plus operating expenses and common area maintenance charges of $2.58 per square foot per year for 1,162 square feet, escalating by 3 percent per year beginning in the third year (July 1, 2013), plus excise taxes of 12.84 percent.  As noted in the fiscal note (Attachment 3), the Harborview Operating Fund would receive $37,089 for rent, excise tax, and operating expenses from Subway in 2012.
Tenant Improvements

As part of the sublease agreement, $17,430 from the building Tenant Improvement (TI) Allowance, or $15 per square foot, would be paid to Subway in the first year to make tenant improvements in the retail space.  If Subway were to improve the space for less money, they would be allowed to apply the remaining allowance towards rent.  However, the leasing agent for NJB Properties, Inc. expects the costs of tenant improvements by Subway to be well in excess of $50,000.

Under the proposed sublease agreement, King County is to cause NJB Properties to make improvements on the premises.  The landlord improvements are the type of infrastructure work that would normally be done prior to retail tenant occupancy and that are typically referred to as shell and core work.  Those improvements include having a shared restroom, installation of an extra door and walls, preparation of a concrete floor, mechanical work such as ductwork and having natural gas and sewer lines available, electrical work such as installation of electrical panels and fire alarms, and fire sprinklers.  According to the Prosecuting Attorney's Office, NJB Properties, Inc. would pay for the improvements from funds remaining from the bond issuance and maintained for tenant improvement work.  The portion of the work financed by NJB Properties, Inc. (excluding the TI Allowance) is estimated to cost approximately $50,000.    
Special Terms

There are three sublease provisions that were conceded to Subway as a result of their market strength.  These include the following:
1) Subway is permitted to transfer the lease or sublet the premises to any licensee or franchisee doing business as a Subway sandwich shop.
2) If the tenant has a monetary default (i.e., stops paying rent), the tenant's liability is limited to the lesser of 12 months of rent, $40,000, or the remainder due under the lease.   Note that annual rent in the first years is $30,212, escalating by three percent each year starting in 2013.  It would not reach $40,000 by the end of the ten-year lease term.
3) The tenant may terminate the lease at any time with 60 days written notice, and would owe the landlord the lesser of 12 months of rent, $40,000, or the remainder due under the lease.
ANALYSIS

Leases for more than five years require approval by the Council (K.C.C. 4.56.190.C.).  The proposed sublease with Subway is for an original term of ten years.

King County is authorized to lease county real property when doing so is in the best interest of the county (K.C.C. 4.56.150.A.).  Under K.C.C. 4.56.160, fair market rental value is to be the basis for all leases of county real property, and the leases are to be awarded under the best terms and conditions available to the county.  "Fair market rental value" is defined as an amount in the competitive market that well-informed and willing lessors and lessees would pay after due consideration of all the elements reasonably affecting value (K.C.C. 4.56.010).  
After a lengthy negotiating process, the negotiating team achieved an offer that they felt reflected fair market rental value.  The rental rate, tenant improvement conditions, and special terms of the sublease are analyzed further below.

Rental Rate
Real Estate Services considers $26 per square foot to be fair market value for the space today.  Wright-Runstad, who is the leasing agent and property manager for NJB Properties, Inc. has stated that a three percent escalation clause is standard for the industry in today's market.  When negotiations began in 2009, a rental rate of $27-28 was considered to be fair for market conditions and were the prices offered by the two interested retail tenants at that time, Subway and Jimmy John's.  Afterwards, Subway's rental rate was lowered to $26 per square foot in negotiations based on improvements that Subway had wanted for the space that could not be implemented.  

Tenant Improvements

The amount of Tenant Improvement (TI) allowance given to each tenant varies, and is part of the negotiation process.  For example, a tenant receiving less TI money might negotiate to pay less rent.  The amount of TI allowance for Subway was deemed by the negotiating team to be reasonable weighed against the amount of base rent.
The landlord improvements required in the sublease are typical and appear to be reasonable.  They would be paid by NJB Properties.
The remaining balance of bond funds available for tenant improvements for the NJB is about $300,000.  Real Estate Services and Wright-Runstad believe this amount is more than sufficient to cover potential tenant improvement requests for future retail tenants who would be occupying the remaining 3,305 square feet of currently unrented space.

Special Terms
The Prosecuting Attorney's Office states that caps on damages and liberal assignment and subletting rights are not uncommon and are commercially reasonable in leases with franchise retail tenants who have a strong market presence, such as Subway.  
Transfer of Sublease

Subway's control over the proposed leasehold and ability to sublease to a new franchisee is in general positive for the county.  It decreases the likelihood of Subway defaulting and walking away from the lease.  It allows Subway to substitute another one of its Subway restaurant franchisees if the existing one fails, without having to renegotiate a new lease with King County.
Monetary Liability Limits

If the Subway franchisee defaulted on rent, King County could terminate the lease.  However, damages against the Subway corporation would be capped at 12 months' rent.  The Prosecuting Attorney's Office states that King County could still pursue remedies from the Subway franchisee because the monetary caps only apply to the Subway company.
One of the factors that went into the negotiating team's acquiescence on these terms is that the risk of default is low if the space is as popular as expected and with Subway's continued strong corporate success.  Subway has stated to FMD that it has 34,000 stores worldwide, opened over 1,600 stores in 2010, and has a worldwide default rate of less than one percent.  In addition, default might be avoided if Subway chose to assign the lease or sublet the premises to a new franchisee to take the old franchisee's place, assuming Subway did not want to pull out of the location.
In the event there were a default or termination by the Subway franchisee, costs to the building would include losing monthly rental income, the legal costs of pursuing damages, and the costs of reconfiguring the space for a new tenant.  The Prosecuting Attorney's Office states that costs for reconfiguring the space for a new tenant, if needed, would be paid by NJB Properties as the building owner.  The cost of pursuing legal remedies would need to be weighed against the fact that damages would be limited to about $35,000 (12 months' rent).  However, Subway would also have an incentive to pay the agreed upon damages in order to avoid incurring additional legal expenses of their own.  In that case, the damages would help to offset the cost of having unoccupied retail space while another tenant is sought.  
In theory, the tenant could use its ability to terminate the lease in order to renegotiate a lower rental rate should the rental market drop over the next ten years.  However, the monetary benefits of filling the retail space immediately with a rent-paying tenant plus the three percent rent escalation clause that is within industry standards help to offset the risk that the retail rental market could pick up at a greater pace over the next ten years while King County is locked into agreed-upon rental rates with Subway. 
Legal Review
The attorney for the Prosecuting Attorney's Office who participated in negotiations for the sublease agreement provided legal review of the sublease terms for this staff report. 
REASONABLENESS:
Although the sublease terms contain provisions that significantly limit the monetary liability exposure of the Subway corporation, King County would gain an attractive rent-paying retail tenant in a building that currently still has additional unoccupied retail space.  Given the stability of the Subway franchise and the low likelihood of default, on balance approving the sublease appears to be in the best interests of the county and appears to be a reasonable and prudent business and policy decision.
INVITED:
1. Kathy Brown, Director, Facilities Management Division

2. Steve Salyer, Program Manager, Real Estate Services Section

3. Tim Barnes, Senior Deputy Prosecuting Attorney, Prosecuting Attorney’s Office
4. Dwight Dively, Director, Department of Performance, Strategy and Budget
ATTACHMENT:

1. Proposed Ordinance 2011-0238 with Attachment A. (sublease agreement)
2. Transmittal letter

3. Fiscal note
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