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The depressed and unstable commercial real estate market continues to challenge owners,
lenders and brokers. Sponsors and tenant-in-common owners of syndicated properties are not
immune from current market conditions and, in many instances, are more seriously impacted
than typical commercial property owners because, unfortunately, some sponsors syndicated
properties at questionable prices that exceeded market value in order to generate up-front fees;
most TIC syndications occurred at or near the height of the real estate feeding frenzy, prompting
the payment of artificially inflated prices; and tenants in common typically do not possess the
financial resources or the desire to supply the additional funds needed to support their properties
through this difficult real estate market.

Many tenant-in-common owners of syndicated properties are in the midst of their retirement
years. These retirees purchased TIC interests with the expectation of passively “clipping
coupons” or, at most, overseeing their properties from a distance while master tenants or asset
managers generated the revenue necessary to distribute fixed monthly payments to the owners. In
the new real estate market, master tenants and asset managers are failing to generate anticipated
revenues and, as a result, failing to make monthly payments, thereby thrusting owners into active
participation in the property preservation process. Suddenly, these owners are compelled to make
decisions about their master tenants, their asset managers, their tenants and their lenders. Many
face financial ruin if they are unable to replace the master lease payments or monthly profit
distributions that were funding their living expenses. These dire circumstances prompt the need
for TIC workouts. Due in part to the nature of the typical TIC investor (i.e. a purchaser through a
Section 1031 exchange), TIC workouts involve many of the same complexities as TIC
syndication work, and in some cases more complexities, thereby demanding multi-disciplinary
expertise and multi-disciplinary solutions. As a result, there are relatively few professionals with
TIC workout experience. To be a valuable counselor to tenants in common in workout situations,
your professionals need expertise in TIC structuring, tax, securities, real estate (including Section
1031 expertise), lending, financing, and potentially, even bankruptcy.

This article will discuss some of the most common workout scenarios and provide practical tips
to aid tenant in common owners, sponsors, brokers and lenders who are enmeshed in workout
situations.
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What Is A TIC Workout?

A TIC workout situation is typically triggered by a TIC Owner group receiving notice from their
sponsor, master tenant or asset manager that their distributions will be reduced or eliminated.  
The notice may be a mere warning of looming financial challenges, or it may be accompanied by
an acknowledgment of economic failure and an accompanying proposal for a modified master
lease or asset management agreement. Any number of circumstances might prompt such a
notice, including depleted reserves, loss of key tenants, loan defaults, imminent refinancing
needs, master lease defaults, insolvent or bankrupt sponsors or lender enforcement proceedings.
Regardless of the notice trigger, it places the burden on the tenant-in-common owners of the
property to make decisions. Sometimes, the decisions are simple, involving nothing more than an
understanding of the troubled economics and an affirmation of the existing asset management
and lending relationships. More commonly, the decisions are complex, because they involve
agreements (i.e. master leases and loan documents) that are in default, and, in extremely troubled
situations, master tenants that are insolvent.  

Getting Started.

The most important initial step for tenant-in-common owners of a troubled property is to get
organized. The organization process begins with contact information for all owners. Contact
information can often be obtained from closing documents, from the sponsor of the property, or
from the title company that closed the TIC syndication. The broker dealers that were
fundamentally involved in the sale of the TIC interest can also be helpful in providing
information and assisting in the organization process. Once contact is established, the owners
should connect by conference call and/or email to assess the property-related problems and to
identify one or two sophisticated owners to act as the conduit for communications among the
owners, the sponsor, the lender, and the professionals hired by the owners to assist with the TIC
workout. The owners can organize through a simple owner representative agreement that
provides no agency or authority to the owner reps, or they can organize through a very narrowly
crafted power of attorney that grants the owner representatives limited authority to bind the
group. Either document should be created only with the assistance of counsel, given that an
improperly drafted agreement or power of attorney can threaten the integrity of the tenancy in
common ownership of the property.

Once the organizational process is completed, the owner representatives, together with their
cooperating broker dealers and professionals, should approach the sponsor, the master tenant (if
applicable), the asset manager and/or the property manager for financial information, occupancy
details regarding the property and relevant demographic information. An analysis of this
information is critical for developing pro forma financial statements for the property, which in
turn will indicate whether the property can be saved. This financial analysis can be performed by
knowledgeable owners, by broker dealers who were involved in selling the initial investments,
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by new potential asset managers for the property, or by paid professionals. The sponsor might
also assist with this analysis, although the sponsor’s willingness to cooperate may be influenced
by a number of factors, including the extent of deterioration in the financial condition of the
property and the sponsor’s relationship with the owners. Unfortunately, sponsors are often
uncooperative or unrealistic about the prospects for the property, and as a result adopt an
entrenchment philosophy that is not conducive to cooperative solutions.

Simultaneous with evaluating the financial condition of the property, the tenant-in-common
owners should engage experienced legal counsel to guide them through the various agreements
and relationships related to the property. An independent legal advisor can assist the owners in
spurring cooperative, reasonable behavior from difficult and aggressive sponsors, master tenants
and asset managers. Moreover, even if sponsors, master tenants or asset managers work
cooperatively with the owners to address issues related to such agreements and relationships, the
inherent conflicts of interest facing such parties make it critical for the owners to have an
independent advisor.  

As the professionals analyze and develop information regarding the property, its financial
condition, and its related agreements and relationships, there are three realities that the owners
must accept: 1) no matter how good your workout professionals are, they cannot turn a bad
property into a good property;  2) most decisions related to a workout must be made
unanimously by the owners; and 3) the golden rule applies; the one with the gold makes the
rules; meaning that almost everything that happens must be approved by the lender.

Is The Sponsor Doing Its Job?

Clients call almost daily asking whether we can assist them in “replacing their sponsor.”
Although our answer could generally be “yes,” we never answer the question directly, because
the first question to answer is: “why do you desire to change sponsors?” In this economy, an
underperforming property does not necessarily indicate that the sponsor is underperforming.  If
the sponsor is acting in a commercially reasonable manner, is diligently working to address
challenges related to a property, and is transparent in its efforts, owners may be best served by
riding out the economy with the sponsor. Relevant agreements may need to be altered in some
manner, such as a re-structuring of a master lease into an asset management agreement, thereby
eliminating fixed owner payments and replacing them with distribution of all revenues in excess
of expenses, debt service and reserves. However, an alteration of existing agreements is usually
much less complex than wholesale replacement of the sponsor, and therefore the least disruptive
solution for the property.

Unfortunately, many property-related problems arise from troubled sponsors. Sponsors’ troubles
can uniformly be traced in part to the real estate downturn, but sponsors who diligently and
conscientiously respond to the economic challenges can often avoid the “troubled” moniker. The
truly troubled sponsors are often the ones that fail to properly communicate with the TIC owners,
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fail to properly communicate with the lender, fail to address financial challenges before they
become crises, and in the most egregious situations, commit outright fraud.  

Identifying the Source of the Sponsor’s Difficulties

Sponsors’ difficulties, and the resulting challenges to tenant-in-common owners, are amplified
when a property is encumbered with a master lease. In a master lease structure, investors,
through single-member limited liability companies, become co-owners of the property as
tenants-in-common and then enter into a master lease with an affiliate of the sponsor, typically
known as the “master tenant.” The master tenant has the power to sublease the property to
tenants who occupy the property. In turn, the master tenant pays a fixed amount of rent to the
tenant-in-common owners. If the property operates profitably, then the structure facilitates the
payment to owners of their anticipated return, while also allowing the master tenant to receive a
premium from the profitable operating property.  Of course, when the tenants disappear and
vacancies increase, the property no longer produces enough revenue to pay the property expenses
and the rent to the owners, thus causing a default under the master lease.

Although less common, sponsors’ troubles can also be prompted by poor property selection, poor
management, fraud or unethical practices, violation of securities laws, disregard of contractual
obligations, or any combination of any of the foregoing. When these factors are present, there is
greater potential for legal proceedings or bankruptcy, making it particularly important for owners
to seek adequate representation.

Solutions for the troubled sponsor dilemma may involve counseling the sponsor into action,
through broker dealers, registered representatives, investors, and legal counsel, or replacing the
sponsor. Our advice to a sponsor who has lost the confidence of its owner group is to willingly
step aside. Not all sponsors share our view.

Lender Challenges.

Lenders to syndicated properties are generally either portfolio lenders or securitized lenders,
managed through servicers. When the loan is held by a portfolio “warm body” lender, a workout
may be relatively painless, and can often be accomplished in a number of weeks.  If the loan has
been securitized and sold on the CMBS market, there will likely be more pain and cost
surrounding a restructure.  The servicer is responsible to manage the loan on behalf of a trust that
exists for the benefit of undefined bond holders.  The servicer does not have an identified client
that can give it permission to restructure the loan, and the servicer is therefore constrained by the
provisions of its servicing agreement. The servicing agreement generally provides the servicer
with very limited discretionary authority to alter the terms of the loan. However, the servicing
agreement almost always provides the servicer with authority to foreclose on the property. As a
result, the servicer is at less risk to its bond holders if it forecloses on the property than if it
works out a creative solution with the owners. For this reason, and others, lenders and servicers
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have grown to disdain the TIC structure and are reticent to engage in typical restructuring
activities such as extending loans and reducing interest rates.  

Unfortunately, the current real estate market demands creative solutions. So, rather than working
through the complexities of the TIC structure, lenders and servicers will often demand a “roll
up,” which is the restructuring of the owner group from a tenancy in common into a partnership
entity (either a limited partnership or an LLC), so that the lender has a single entity and
governing body with which to work.  Although such a transformation may be advisable for some
TIC groups, there is typically significant resistance because the roll up changes the character of
the investment and, in most cases, eliminates the owners’ ability to exchange the property in the
future in a Section 1031 transaction.

With or without a roll up, other loan modifications may be appropriate, such as deferred
principal payments, interest rate reductions, waiver of default interest, or release or reduction of
required reserves.  Lenders are often hesitant to implement any of these modifications without
the owners’ commitment to infuse additional capital into the property. If the issues with the
lender are not addressed promptly, the lender or servicer may seek the appointment of a receiver
for the property.  In such event the loan will be transferred to the special servicing department
and default interest and other fees will accrue. If things go very badly with the lender, the owners
may ultimately be forced to choose between a deed in lieu of foreclosure or the rigors of lender
foreclosure.

Conclusion

TIC structures were complicated when created, and are even more complicated when re-created.  
TIC workouts that result in continued tenancy in common ownership or restructured ownership
through a partnership entity can be successful but should not be attempted by the inexperienced
or faint of heart. Hopefully, the material in this article will help a TIC owner group start down
the right path.  


















