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Wlletl'ler to Provule a Dlstressed Tenant Wltl’l
Rent Concessions N eeclecl to Weather the Economic Downturn

By Kevin Sher
Real Estate Attorney
Greenberg Glusker
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With revenues decreasing and oper-
ating expenses as costly as ever, many
businesses are having great difficulty re-
maining solvent and viable during this
economic downturn. Rent and related
tenancy costs often constitute a significant
portion of a business’s operating ex-
penses. As a result, it is becoming in-
creasingly common for tenants to
approach their landlords with the prover-
bial hat-in-hand asking for rent conces-
sions to help them weather the
downturn. A tenant’s request for rent con-
cessions places a landlord in the unenvi-
able position of determining whether to
strictly enforce the rent terms under the

lease, risking the failure of the tenant’s
business and a resulting vacancy, or to
provide the rental concession and take
the financial hit for the loss in revenue. If
your tenant is fishing for a rent conces-
sion, should you fish or cut bait?

@/% #1.

Evaluate Your Re-Leasing
Options for Space in the
Current Market.

Your primary consideration as a

www.office-commercial.com



As a result, it is becoming

increasingly common for tenants to

approach their landlords with the

proverbial hat-in-hand asking for rent

concessions to help them weather

the downturn.

landlord should be whether you can
sustain the costs associated with re-
leasing the space or carrying a tenant
vacancy if the tenant’s business fails.
First, determine whether there is ac-
tive market for the space or whether
you are instead likely to have a long-
standing vacancy. If the rental space
is marketable, you need to perform a
careful analysis of the lease terms for
comparable rental to determine the ef-
fective rent per square foot, factoring
in tenant improvement allowances,
free-rent periods, build-out periods
and other customary tenant conces-
sions. Do not forget that initial costs
will likely include brokerage commis-
sions for re-leasing the space. Should
you ultimately discover that a re-lease
under market terms will generate no
more revenue than the adjusted rent
with the tenant’s requested conces-
sions, then your decision to provide
the concessions will be markedly eas-
ier. Conversely, if the market for simi-
lar rental space is strong and the
market rent and terms similar or more
advantageous to those in your current
lease, you may be better refusing to
grant the concessions.

Assess the Financial
Condition of the Tenant

You must take care to protect
vourself against two types of tenants:
(1) the unsalvageable tenant whose
business is likely to fail with or with-
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out the rent concession, and (2) the
opportunistic tenant who is taking ad-
vantage of the downturn to renegoti-
ate the terms of its lease. Rent may
only be a small portion of the tenant’s
cost of doing business. Perform the
necessary due diligence by obtaining
complete and accurate financial state-
ments from the tenant. Based on your
review of the financials, you can bet-
ter determine if the tenant is a lost
cause or whether a properly struc-
tured concession will enable the ten-
ant’s business to remain viable.

Assess Your Ability to Grant a
Concession

Since owners and landlords are not
immune to this economic down-cycle,
you must determine whether you have
the financial ability to grant these con-
cessions or to absorb the releasing costs
of the alternatives. It would be advis-
able to consult your lender, and to seek
their approval or to seek some corre-
sponding accommodation on the
lender's part. Many loans impose re-
strictions on modifying leases without
first securing lender approval. There are
even circumstances when ignoring
these provisions can trigger personal li-
ability. All of these considerations be-
come especially important if the overall
debt service coverage is marginal or in-
sufficient. In considering the type and
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duration of any concessions you should
consider the potential impact of a re-
duced rental rate, or a vacancy, on a
later refinancing.

Know Your Rights under the
Lease

You should review vour rights
under the lease in the event of tenant’s
default in payment of its rent, aban-
donment of the premises or filing of a
bankruptcy petition. In addition to stan-
dard remedies such as lease termination
or a claim for damages, vou may have
additional protection in the form of a
security deposit, letter of credit or lease
guaranty. The security deposit and let-

ter credit, however, may not be in YOU ShOUld reV|eW yOUI’ r|ghtS Uﬂder

amounts sufficient to cover the costs of
re-leasing the property, and the auto- the |ease in the event O-I: tenant’s
matic stay in the tenant’s bankruptcy
will render the security deposit inac-

cessible and may have the same effect defaUIt Iﬂ payment Of |tS I'eﬂt,

on the letter of credit. A guaranty of

payment and performance under the I

lease secured by a creditworthy party is abandonment Of the premlses or
the best form of protection against a

failing tenant; although in many cases, fl|lﬂg Of a baﬂkl’u ptcy petItIOﬂ
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If you decide that it
makes financial
sense to grant
some concession,
then you must
make sure that you
structure the
concession
thoughtfully,
allowing an
opportunity to
recoup initial losses

in the future.

the guarantor’s largest asset is its inter-
est in the tenant’s business: so if the
business goes under, so does the guar-
antor’s credit and your ability to collect.

7@ #HI:

The Decision -
Weighing Your Options

Taking into account the above con-
siderations, you can reach a well-rea-
soned determination on whether to (i)
grant the rent concessions to help sus-
tain a salvageable tenant and avoid a
costly default or bankruptey; or (ii) en-
force the lease to cut your losses now
with a tenant that is beyond saving, or
who is simply being opportunistic and
looking to cash-in on the economic
downturn.

If you decide that it makes financial
sense to grant some concession, then
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you must make sure that you structure
the concession thoughtfully, allowing
an opportunity to recoup initial losses
in the future. Rather than strictly abating
rent for a period or reducing the rent
by a certain percentage to meet the ten-
ant’s needs, you can instead defer the
rent, allowing sufficient time for the
tenant to weather the downturn, while
ultimately providing for a catch-up in
rent once the tenant’s business im-
proves. You may want to include an in-
terest component in the deferred rent
to provide yourself with a reasonable

return. Since every circumstance is dif-
ferent, you must take into account the
particularities of the property and the
tenant in deciding--when your tenant
comes to you fishing for a rent conces-
sion—-whether to fish or cut bait.

0gc

Kevin Sher is a real estate attorney
in the restructuring and loan workout
group of the Los Angeles based law firm
Greenberg Glusker.
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