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May 16, 2011
The Honorable Larry Gossett
Chair, King County Council

Room 1200

C O U R T H O U S E 

Dear Councilmember Gossett:

I am pleased to transmit proposed legislation approving a sublease with Subway Real Estate, LLC for the Ninth and Jefferson Building (NJB) located on the Harborview Medical Center (HMC) campus at 908 Jefferson Street, Seattle.  The NJB was built for King County as a lease-lease back project during Harborview’s recent expansion program.  The proposed lease is in compliance with City of Seattle Master Use Permit (MUP) requirements for retail space within the building.
As a brief reminder, construction of the NJB was originally part of the Harborview Bond Program, which provided for seismic retrofit and expansion of the HMC.  Originally the project was managed by the University of Washington (UW) and was designed as a 145,000 square foot building with the possibility of adding an 11 story future expansion.  The project was canceled in 2006 due to a unique set of market factors that resulted in construction bid responses that significantly exceeded the budget.  Shortly thereafter, the King County Facilities Management Division (FMD) proposed a new, restructured project using a lease-lease back approach and tax-exempt financing.  
The NJB was financed under Internal Revenue Service Revenue Ruling 63-20, in which the debt for construction was issued by a private, non-profit entity, NJB Properties, which had engaged a private developer, Wright Runstad, to construct the building on the county-owned site that had been leased to NJB Properties for the development.  The building was constructed based on agreed-upon program requirements set forth by King County and the UW, representing HMC.  Ultimately this delivery method allowed King County to construct a 440,000 square foot building.  The building has been fully filled with a combination of HMC, UW, and King County functions.
Under the lease-lease back agreement, King County is the master tenant.  The City of Seattle’s Master Use Permit requires a portion of the NJB to be set aside for retail-based public amenities.  Although the building is owned by NJB Properties, the current King County Code requires all leases of county-owned real property to be reviewed and approved by King County.  The proposed sublease has been negotiated on behalf of King County by the Real Estate Services Section of FMD, in partnership with UW and Wright Runstad, the building property manager.  This rather cumbersome process has been identified by the King County Auditor’s Office as an area where improvements could be made to streamline lease approvals and more quickly obtain tenants in buildings that have ownership and lease structures similar to the NJB.  At present, FMD and the Prosecuting Attorney’s Office (PAO) are developing language to amend the King County code and facilitate processing future leases of this nature.  Until such time as code revisions are adopted, the current cumbersome process remains in place; the enclosed proposed legislation is the product of the current process.
Negotiations for the attached Subway sublease began several months ago, and have undergone rigorous negotiations by FMD and attorneys for Subway, the UW, Wright Runstad, and by the King County PAO.  In addition to the rigorous, multi-layered review and approval processes currently in place, this lease was difficult to negotiate due to standard commercial terms in Subway leases that are more generous to the tenant, as compared to standard terms typically used by King County in non-retail leases of county-owned space.  Subway operates over 34,000 stores worldwide and opened over 1,600 stores in 2010.  Subway’s corporate leasing program requires several lease provisions that provide less protection to the landlord than the County’s standard lease language. 
Subway is able to require all of their landlords to accept these provisions because of the desirability of their stores and their consequent strength and leverage in the market.  These nonstandard provisions provide that Subway’s monetary defaults are capped, and that Subway has the right to terminate, with subtenant costs for both actions limited to the lesser of (a) twelve months of base rent ($30,212/year), (b) $40,000, or (c) the remainder due pursuant to the sublease.  In addition, Subway may assign the lease at its sole discretion to any bona-fide, approved licensee/franchisee of Subway’s master franchisee, subject to written notice to landlord.
These provisions are consistent with standard commercial practice, and the subject sublease is recommended based on the considerations listed below:  
1) 
The Subway corporate entity acting as subtenant provides significant financial strength to support the lease as opposed to a lease directly with a single franchisee.  Subway’s worldwide default rate is less than 1%. 
2) 
Subway’s reputation and brand name are strong.  Even if the sublease is assigned to a licensee/franchisee, allowing a single store to default without corporate intervention and substitution of another franchisee is considered unlikely. 
3)
FMD, UW, NJB Properties and Wright Runstad consider the lease with Subway to be a significant building amenity which will enhance the value of the facility and better serve the needs of occupants and visitors. 
4)
The NJB has been open for 25 months.  The building operator has been conducting extensive marketing, and the UW has made numerous outreach efforts to potential tenants.  
5)
Fulfilling the MUP leasing requirements and achieving rental income are high priorities which warrant some level of compromise, particularly with minimal downside risk, in order to secure a strong tenant.
The proposed sublease includes 1,162 square feet for a ten-year term.  Monthly rent starts at $2,517.67 ($26 per square foot) escalated 3% per year after two years, which is considered fair market rental value by FMD, Subway, UW, and NJB Properties.  The subtenant is also responsible for payment on a pro-rata basis of triple net costs, which include operating expenses and common area maintenance.  Construction of tenant improvements is Subway's responsibility at its own cost and expense, less a tenant improvement allowance of $15 per square foot ($17,430) provided by NJB Properties.
Should you have any questions, please contact Kathy Brown, Director, Facilities Management Division, at 206-296-0631.

Sincerely,

Dow Constantine

King County Executive
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