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A Reprint from Tierra Grande

Commercial Leasing

Rent is a major component 
of most business’ cash flow. 

When a tough economy 
forces a distressed tenant 

to rework its financials, four 
options are available to 

address lease obligations: 
move out and default, 

bankruptcy, assignment 
or subletting, and lease 

workout. 

 Distressed Tenant Alternatives
Tenants in economic distress often find themselves with 

lease liability for space that is no longer necessary or simply 
too expensive. A number of practical and legal options exist.

Move Out and Default
In rare circumstances, tenants may determine it is in their 

best interest to default under a lease and hope for the best. 
Perhaps the remaining lease term is short, and the landlord is 
unlikely to pursue legal remedies. However, in most real-life 
situations, default is not a practical option. 

Bankruptcy
U.S. Bankruptcy Code, Chapter 11, permits a tenant to pro-

pose an economic plan to reorganize its financial obligations, 
subject to review and approval by creditors and the bankruptcy 
judge. A tenant has the right to reject a lease and terminate 
liability, subject to a limited right for the landlord to recover 
damages (typically an amount effectively equal to one year’s 
rent). 

If the tenant needs to continue to use the leased premises, 
however, it must continue to pay rent, repay any past due 
rent, and demonstrate to the landlord that it has the ability to 
continue to perform under the lease. Therefore, bankruptcy 
typically is not used by tenants to resolve lease problems.

Assignment and Subletting
Frequently, landlords will recommend that distressed ten-

ants market the premises for assignment (transfer of the 
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entirety of the tenant’s interest) or subletting (transfer of less 
than all of the premises or less than all of the term). 

If the premises is critical to the tenant’s business operations, 
this is not a viable option. Even if moving out is acceptable, 
the tenant is not in the real estate business and, therefore, is 
not best suited to prepare and market the premises for lease. 

Lease Workout
Where other options are not viable, landlords and tenants 

are forced to reassess their relationship to determine if they 
can restructure the lease to their mutual benefit. Most land-
lords want to continue the rental income stream and avoid the 
uncertainty, income interruption and legal costs of default, 
eviction, bankruptcy and re-leasing space. 

 Root of the Problem

Tenants approach a landlord for a lease workout because 
they cannot meet their obligations under a previously 
negotiated lease. Both parties must realistically assess 

the reasons for this, which could include any of the following:

•	 Revenues are down temporarily but will return when the 
economy recovers.

•	 Revenues are down permanently and are not likely to 
return to prior levels because of a fundamental shift in the 
tenant’s industry.

•	 The tenant does not need all of the leased space temporar-
ily but may need it in the future.

•	 The tenant does not need all of the space permanently.
•	 The tenant is delinquent because funds were diverted to 

legitimate business purposes, and though cash flow does 
not allow making a lump sum repayment, the tenant can 
make full payments for the current rent obligation.

When a tenant asks for a lease workout, it must re-prove 
itself to the landlord, just as at the inception of the lease rela-
tionship. The landlord must assess the tenant’s honesty and 
integrity, financial circumstances, future and viability as an 
ongoing business.

Although the tenant’s history with the landlord will cer-
tainly be considered, a lease workout opportunity is judged 
primarily in light of current conditions. The tenant must 
convince the landlord that it can meet its obligations under the 
restructured lease. 

A landlord’s response to a tenant default generally includes: 

•	 termination of the lease (or, in most leases, the right of 
possession); 

•	 tenant eviction;
•	 mitigation of damages by re-leasing the premises; and
•	 suing tenant for damages. 
If a tenant defaults, a landlord has the right to recover pos-

session of the premises. In Texas, the eviction process can be 
relatively swift. A justice of the peace court hearing and an or-
der awarding possession to the landlord typically occurs in 30 
to 45 days. The tenant may appeal this decision to the county 
court, which may delay the process for an additional one to 
three months (but in crowded courts, even longer). 

Once possession is obtained, the landlord is under a statuto-
ry obligation to mitigate damages. Mitigation requires a credi-
tor to take reasonable measures to limit its losses, through 
efforts to re-lease the premises to reasonably suitable tenants, 
on reasonable terms, and on a fair basis with other space avail-
able from the landlord in a multitenant project. 

The landlord may sue the tenant and all guarantors (princi-
pals or investors in the tenant, or family members who loaned 
their credit by signing a guaranty agreement) for: 
•	 all rent accrued;
•	 the net present value of the difference between the pay-

ments under the tenant’s lease for the remaining term 
and the fair market value of the premises, which may 
be represented by an actual replacement lease, less the 
landlord’s cost to re-lease the premises (including tenant 
improvements, marketing expenses and brokerage com-
missions); 

•	 legal fees; and 
•	 interest until collected. 
Landlords must take reasonable action to re-lease. If they do 

not, their recovery will be reduced by the amount they would 
have received if they tried to lessen their losses. Even in a 
weak market, the landlord must mitigate. 

Tenants must pay for all reasonable re-leasing costs (com-
missions, advertising, reconstruction and all rent during a 
reasonable re-leasing period), plus legal fees and interest. The 
appropriate discount factor for the stream of rent payments 
will be linked to interest and capitalization rates, with the 
total sum due smaller when rates are higher. 

After doing the math under two or three possible scenarios, 
landlords and tenants can see their real-life options and make 
informed decisions.



than one asking for complete forgiveness. When asking for 
rent forgiveness, a tenant should make the request logical and 
businesslike.

Many landlords ask tenants to execute a rent note, which 
states that accrued past due rent will be repaid, sometimes 
with interest, over an agreed period. Sometimes the arrear-
age is forgiven based on tenant performance under the lease 
workout.

Security for Lease Obligation
A landlord consenting to a lease workout should seek addi-

tional security for the tenant’s obligation. If there was no guar-
antee of the lease, the landlord will require that all principals 
of the tenant entity guarantee the lease. A family member may 
provide a financial backstop to the distressed tenant by signing 
a guarantee. 

If a joint and several guarantee is not possible, a guarantee 
may be limited in many ways, including amount and time. As 
in any guarantee negotiation, the landlord may agree to reduce 
the guarantee obligation based on factors such as repayment of 
past due rent, recommencement of rent payment at the prior 
rate or other factors. Some tenants may have unencumbered 
assets, which they may pledge to the landlord to secure the 
lease obligations. 

When a landlord is asked to give a tenant a better deal, it is 
reasonable for the landlord to be sure it will be paid. Guaran-
tees and additional security do not cost a tenant cash flow but 
provide a meaningful benefit to the landlord.

Give Back Space

If a tenant no longer needs all of the leased premises, wheth-
er for a temporary period or long term, the lease workout 
may include the tenant moving out of the unnecessary 

space. Leased space is a rapidly depreciating asset and should 
be placed into productive use, if possible. 

Sometimes a tenant can negotiate to reduce its rent obli-
gation by agreeing to vacate a portion of its premises. The 
landlord may be able to rent this space to other tenants in a 
multitenant building for a separate premises, or perhaps use it 
as storage, generating additional cash flow. 

When the tenant wishes to resume use of the space, it can 
begin paying rent again and retake possession. If the additional 
space is not expected to be needed in the future, that portion of 
the lease may be terminated. In this case, the landlord would 
typically require the tenant to give up the most marketable 
portion of the space so the landlord can re-let it more easily. 

 Negotiating Points in Lease Workout
A number of issues, mostly financial, are common to a lease 

workout.

Near-Term Relief

Most lease workouts are primarily focused on provid-
ing the tenant near-term cash flow relief by reducing 
payments to the landlord. The amount and length of 

the reduction is subject to negotiation. 
The tenant must lead this discussion, based on realistic 

expectations of what can be paid. A business plan showing 
cash flow for legitimate business purposes during the period 
of reduced rent should be presented. The landlord may legiti-
mately inquire into the tenant’s other business debts and how 
they will be handled. 

Total Rent Payable Under the Lease
Many landlords will not negotiate a lease workout unless the 

total rent payable over the life of the lease is unchanged. This 
can be accommodated by either backend loading rent or by 
increasing the lease term. 

Backend loading rent is increasing rent later in the lease 
term. The landlord gives up the time value of money, but over 
the lease term will receive the same amount of cash flow. 
Both parties must be confident that the tenant will be able to 
pay the higher rent, otherwise the problem has simply been 
deferred. 

Alternatively, the lease term can be extended so that even 
though the tenant may never pay rent at a significantly higher 
amount, it will eventually pay the same total rent by extending 
the obligation over a longer term. A lease extension benefits 
the landlord because it eliminates the need to pay re-leasing 
expenses. Extending the term is viable only when the tenant 
can convince the landlord that its business plan for surviving 
the recession has a strong likelihood of success. 

Tenants may initiate a workout by requesting rent forgive-
ness in one of the following forms: 
•	 tenant will pay only a current market rent; 
•	 tenant will pay a reasonable percentage of its gross rev-

enues; or 
•	 tenant will pay a reasonable amount under its business 

plan. 
A tenant that is not asking the landlord to forego rent, but 

simply reallocate or extend it, should receive a better reception 



THE TAKEAWAY

Commercial tenants finding it hard to meet their lease obli-
gations, whether temporarily or permanently, can try sitting 
down with the landlord to discuss a lease workout. By ne-
gotiating reduced rent for an agreed upon period, the tenant 
may buy time to recover financially, and the landlord may 
avoid the expenses of eviction and re-leasing the space.

Sometimes the landlord will require a recapture premium, 
which could be a lump sum or paid over the remainder of the 
lease term as increased rent. This may be equal to several 
months rent. The concept, when applied to an entire premises, 
is called a lease buyout, and usually is a lump sum payment.

A tenant may attempt to sublease unneeded space itself. 
In this case, the tenant becomes a sub-landlord and receives 
rent from the sub-tenant. But tenants in distress often are not 
equipped to be in the real estate business.

Eliminating Special Provisions

Landlords typically require a tenant requesting a lease 
workout to relinquish special provisions negotiated, in-
cluding caps on expenses, limits on landlord’s lien rights, 

rights of first offer or refusal, favorable renewal terms, early ter-
mination rights, special signage and parking rights, exclusive use 
provisions (in retail leases) and other terms that limit the land-
lord’s ability to lease other space in their project. Relinquishing 
such provisions can be a reasonable trade for the tenant. 

Waiver of Claims
Sometimes a tenant seeking a lease workout starts the pro-

cess by sending a demand letter to the landlord asserting that 
the landlord is in default. This can be counterproductive to a 
lease workout, which should be based on “win-win” negotia-
tion, not legal leveraging. In any lease workout, a tenant will 
be required to waive any legal claims. 

Documenting Lease Changes
A simple modification to the lease is all that is required to doc-

ument the lease workout. If the landlord has adopted a new lease 
form, it will want a new lease on that form. But forms should not 
control the deal and neither party should tie up an otherwise 
successful lease workout over boilerplate documentation. 

Tenants are strongly advised to have competent real estate 
legal counsel represent them in the negotiation and documen-
tation of a lease workout.

Wilson (rwilson@wcglaw.net) is a board certified commercial real estate 
attorney with Wilson, Cribbs & Goren P.C. of Houston, a fellow of the 
American College of Real Estate Lawyers and a counselor of real estate 
(CRE). He has a long-standing relationship with the Center through the com-
mercial seminar offered jointly by the Center and the South Texas College of 
Law. 
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