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SUBJECT:  
An ordinance authorizing a lease agreement with U.S. Bank National Association for retail space in the Ninth and Jefferson Building located on the Harborview Medical Center campus, and amending County code to authorize retail lease terms of up to twenty-five years in County buildings.
SUMMARY:  
This proposed ordinance would authorize the Executive to execute a 10-year sublease, with two additional five-year extension options, with U.S. Bank National Association for the operation of a U.S. Bank retail banking branch at the Ninth and Jefferson Building.  The proposed ordinance would also amend King County Code (K.C.C.) section 4.56.180 to allow retail lease terms of up to twenty-five years, as an exception to the ten year limit in County code.
BACKGROUND:
Ninth and Jefferson Building
Harborview Medical Center (HMC) is a comprehensive health care facility owned by King County, governed by an appointed Board of Trustees and operated by the University of Washington (UW). The Ninth and Jefferson Building (NJB) is a 14-story, 440,000 square foot medical office building at Harborview Medical Center that is occupied by a variety of HMC, UW and King County functions, such as the King County Medical Examiner, research laboratories, dry labs, clinical services, and an Involuntary Treatment Act (ITA) Courtroom. There is also retail space on the first floor and a 650 space underground parking garage. 
Originally part of the Harborview Bond Program as a much smaller building, NJB was increased in size as part of a restructuring to 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.  King County will own the building at the end of the term of the lease. Because King County is the lessee in the building, the agreement with U.S. Bank would be a sublease.
The medical office building space is 100 percent occupied. Of the street-level retail space, the space proposed for U.S. Bank represents the last retail space to be leased.  The space proposed for U.S. Bank is 996 out of the total 11,570 square feet of retail space. It has been vacant since the building was completed in 2009. The remainder of the street-level retail space is occupied by Stockbox (a neighborhood grocery), Diva Espresso, Jefferson Street Fitness, Subway, and Eyes on James (an optical shop).  
Tenant Selection Process
The NJB retail space was marketed nationally by a broker. Two proposals were received. FMD considered U.S. Bank to have the strongest financial proposal, based on the amount of rent offered, the tenant improvement allowance requested, and the strength of its national credit brand. U.S. Bank is the fifth largest bank in the U.S. retail market and a Fortune 500 company. Additionally, U.S. Bank also currently serves as the County’s commercial bank for its own banking purposes. 
Terms of Agreement

Exclusive Use
U.S. Bank is permitted to use the space for retail banking services and operations. This can include ancillary services such as insurance, securities brokerage, financial advice or consulting and general office. U.S. Bank would be the only tenant in the ground floor retail space permitted to use the space primarily for banking services.
Rent

U.S. Bank would pay an initial annual rent of $32.14 per square foot for 996 square feet of retail space (or $32,013 per year, plus leasehold excise tax), plus its share of operating expenses and common area maintenance charges. Rent is escalated three percent annually, except that every five years the basic monthly rent is adjusted to fair market rental value. If the parties cannot agree on the adjusted basic monthly rent, it is adjusted by arbitration. The lease also requires that the adjusted rent cannot be less than the previous rent.

Term
The term of the sublease is for ten years with U.S. Bank having two exclusive extension options of five years each. Exercising the extension option requires six months’ written notice, and the base rent would be adjusted to fair market rental value with each extension.
Tenant Improvements

As part of the sublease agreement, $19,920 from the NJB building tenant improvement (TI) allowance, or $20 per square foot, would be paid to U.S. Bank to make tenant improvements in the retail space. Facilities Management Division (FMD) characterizes the tenant improvement arrangements as being largely “as is” (for instance, walls and ceiling and the floor are provided as-is with U.S. Bank responsible for most other tenant improvements). FMD reports that this amount will expend the last of the TI budget provided for the initial lease-up of the building. 
Indemnification
U.S. Bank agrees to indemnify the County and to cover the County’s reasonable attorney’s fees and other costs to enforce the indemnification provisions. The indemnification provisions have been reviewed by the Prosecuting Attorney’s Office.
Anti-Discrimination

The sublease agreement contains the County’s standard anti-discrimination language.
ANALYSIS

King County code contains a number of requirements related to the authority, terms, and negotiation of leases executed by King County.

Rationale for Leasing Property
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). FMD states that this sublease will maximize the revenue potential of the building’s retail space and provide a service amenity to the building and campus occupants. FMD states that the proposed sublease provides an excellent revenue return for the retail space and enhances the value of the real estate asset (see Attachment 3, Letter from FMD to Executive). 

Fair Market Value Requirements
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 accept and pay after due consideration of all the elements reasonably affecting value (K.C.C. 4.56.010). Leases also must provide “the best terms and conditions available to the county” (K.C.C. 4.56.160.A).
FMD states that retail market rates for the area average $30.00 per square foot, and that at $32.14 per square foot, the proposed sublease with U.S. Bank would be on the high end of rent for this area (see Attachment 3, 
Letter from FMD to Executive). Another element that affects the fairness of the rental rate is the amount of tenant allowance provided by the County. FMD staff also considers the lease terms to be on the low end for tenant improvement allowance. 
Fiscal Impact
This sublease has no fiscal impact to King County (see Attachment 4, fiscal note). Tenant improvements would be paid for by U.S. bank and from funds remaining from the bond issuance and maintained for tenant improvement work. All rent revenue from this sublease will be credited to UW, operator of HMC.  UW makes the rent payments for NJB, which service the debt on the building.  The sublease rent would offset a portion of UW’s overall rent for NJB.
Lease Term Requirements
Council approval required:  Leases for terms of more than five years require approval by the Council (K.C.C. 4.56.190.C). The proposed sublease with U.S. Bank is for a term of ten years, with two additional five-year extension options, for a total term commitment of up to twenty years.

Market rate adjustment required every five years:  Any lease for a term longer than five years must contain provisions to adjust the rent every five years (K.C.C. 4.56.180.C). For the sublease with U.S. Bank, rent will be adjusted to fair market value every five years, through both the initial and extended terms. 
Ten-year maximum term:  Furthermore, K.C.C. 4.56.180 states that, “a lease shall not be for a longer term in any one instance than ten years” with certain exceptions (the U.S. Bank sublease does not qualify for those exceptions). As part of the proposed ordinance, the Executive is proposing a code revision to add an exception that would allow retail lease terms of up to twenty-five years. The proposed sublease with U.S. Bank would then fall under that exception.

According to FMD staff, offering lease terms of up to twenty-five years is consistent with commercial retail leasing practices. Longer lease terms allow King County to be competitive in securing retail tenants, especially national, good-credit tenants. Longer leases also enable retail tenants to amortize tenant improvement investments over a longer term.
The proposed code change would allow terms of up to twenty-five years for all county retail leases, not just the proposed U.S. Bank sublease. Staff analysis of the proposal is continuing. In addition, Council’s legal counsel has stated that this ordinance may not adhere to the single subject rule, and that it would be prudent to take up the code revision proposal as a separate piece of legislation. Accordingly, Council staff is preparing a striking amendment to remove the code change from 2014-0196 and drafting a separate proposed ordinance that would contain the code change proposed by the Executive.

Legal Review
The Prosecuting Attorney's Office participated in negotiations for the sublease agreement and provided legal review of the sublease terms. Council legal review of the sublease terms is continuing.
REASONABLENESS:
Staff analysis of the proposed 25-year lease term is continuing, and Council legal review of the sublease terms is also ongoing. Therefore, this item is not yet ready for action.
INVITED:
1. Kathy Brown, Director, Facilities Management Division

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

1. Proposed Ordinance 2014-0196, with attachment A. Sublease Agreement Between King County and US Bank National Association,
2. Transmittal letter, dated May 16, 2014
3. Letter from FMD to Executive, dated April 14, 2014, with attachment
4. Fiscal note
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