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Is a prospective commercial tenant creditworthy?

Smart residential property landlords run a 
credit check before entering a lease agree-
ment with a new tenant to help evaluate 
whether he or she will pay the monthly rent. 
Commercial tenants — even those backed 
by well-known, longstanding corporations — 
typically merit even more scrutiny. After all, 
financially stable, creditworthy tenants are 
essential if you’re going to make the most 
of your real estate investments.

Credit matters
Why is a tenant’s credit so vital to the financial suc-
cess of your real estate? It’s not just about the steady 
income stream from rental payments. A tenant’s cred-
itworthiness can affect your ability to borrow against 
your property, which in part depends on your tenants’ 
financial fitness. 

It’s also relevant in buildout situations. A significant 
buildout can sometimes make it difficult to relet the 
property if the tenant defaults. Performing a credit 
check before leasing space to a tenant with specific 
buildout requirements provides added assurance that 
you won’t be put in that position.

Factors to weigh
Effective creditworthiness assessments take a compre-
hensive view. You should routinely consider a variety 

of factors both before you enter a lease and throughout 
the lease term. These factors include the tenant’s:

u  Business history,

u  Place of incorporation,

u  Financial statements (audited or reviewed  
statements are preferred to compiled or internally 
prepared ones),

u  Revenue sources and their sustainability,

u  Financial institution references,

u  Rent history and landlord references,

u	 	Legal	history,	including	previous	bankruptcy	filings,	
liens and pending litigation,

u  Management team strength, and

u  Required terms, including those related to buildouts 
or other improvements.

You also should look at the tenant’s business plan to 
evaluate growth prospects and market share. Depending 
on location, a growing number of tenants are start-up 
or relatively young ventures that don’t have a lengthy 
financial or credit history. In these cases, landlords need 
to look beyond the more traditional factors identified 
above to consider how these tenants earn their money 
and whether their investors are creditworthy.

If the tenant is part of a national corporation, don’t 
assume that they’re as creditworthy as their parent 

Creditworthiness plays a prominent 
role when it comes to requiring credit 
enhancements from tenants who fall 
short of your criteria.



company. Consider business unit–level profit-
ability. Corporations can run into trouble and 
suddenly close locations, long before their 
lease terms expire. The units that survive such 
corporate shutdowns are usually the profitable 
locations. On the other hand, commercial real 
estate leases for cost centers, such as offices, 
call centers, bank branches and distribution 
hubs, could be the first on a troubled compa-
ny’s chopping block.

Credit enhancements
Creditworthiness plays a prominent role when 
it comes to requiring credit enhancements 
from tenants who fall short of your criteria. The 
most common enhancement is a cash security 
deposit — the less creditworthy the tenant, 
the greater the amount of cash deposit you’ll 
require. The deposit requirement also should 
reflect costs to complete the transaction — for 
example, those related to construction, broker 
commissions and administrative tasks.

Some landlords go further, requiring letter of 
credit security deposits backed up by a third-
party financial institution. The terms could 
allow you to draw on a letter of credit after 
tenant default without involving the tenant. 
Moreover, the financial institution may be 
obligated to pay you even if the tenant files for 
bankruptcy. However, some courts have ruled 
that letter of credit security deposits are part 
of the bankruptcy estate and, therefore, subject 
to the cap on landlord damages.

Be safe, not sorry
Every commercial tenant doesn’t necessarily 
need a sterling credit history to lease space 
from you. But it’s good to know what you’re 
getting into ahead of time. Assessing credit 
helps you know when to add appropriate pro-
tections into a tenant’s lease agreement. x
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When a guarantee can fill the credit gap
Sometimes a prospective tenant doesn’t meet  

your creditworthiness criteria and can’t provide a 

substantial cash deposit or a letter of credit. But that 

doesn’t necessarily mean you should walk away from 

the arrangement. A creditworthy third party may be 

willing to provide a guarantee to bridge the gap. The 

guarantor could be the tenant’s corporate parent or 

affiliate or an individual like the majority owner of the 

tenant business. 

Ideally, you’d like a full guarantee, but most guarantors 

will provide only a limited guarantee. For example, a 

guarantor might agree to a guarantee with a maximum 

dollar cap on its liability (based on the value of the 

lease and your potential loss in case of tenant default) 

or a cap based on a formula. That formula could reflect 

your out-of-pocket expenses (for example, lease broker-

age fees), an unamortized tenant improvement allow-

ance, an allowance for recovering and preparing the 

space, and past due and pending rent. 

Regardless of the guarantee type, review both the 

tenant’s and the guarantor’s financial information on a 

regular basis to ensure you continue to be protected. 
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Exercise caution with joint venture financing

With the real estate market on the rise in 
many parts of the country, developers may 
have more opportunities to obtain financing 
through joint ventures. Such arrangements 
can certainly pay off, but developers must 
take care before jumping in. Here’s a look 
at several issues to address early on.

Economic issues 
Let’s be honest — both parties in a joint venture  
generally want to make money. So, the following eco-
nomic issues are critical to address before entering 
into an agreement:

u  What’s the equity investor’s preferred return  
on investment?

u  Will the developer earn the same preferred return?

u  Will both parties’ equity be treated with the  
same priority?

u  Will the developer’s preformation costs and  
contributions count as capital contributions?

u  After the preferred returns are paid out, will  
the developer receive a “promote” or “carried  
interest” incentive?

A joint venture also raises several tax issues that par-
ties should address in the agreement. This includes 
income allocation, depreciation allocation and lockout 
periods on the property’s sale and debt repayment.

Decision-making authority
Minimize disputes by delineating the decision-making 
authority clearly. Experienced developers know that a 
project can grind to a halt if an equity investor insists 
on control over relatively minor decisions like leases 
and repairs. The parties must find a happy medium 
that doesn’t risk slowing operations but still allows 
investors to protect their interests.

Typically, the developer will oversee construction and 
day-to-day operations of a completed project via an 
affiliated management company. But the investor will 
have a vote or veto rights on major decisions, such as 
the admission of new members to the venture, rein-
vestment of proceeds, financing, budgets, and property 
purchases and sales. 

Construction cost overruns
During construction, the construction loan guarantee 
will require the developer to fund overruns. The joint 
venture should establish how to treat such payments.

Options include requiring the developer to simply 
absorb the costs, treating the costs as capital or as 
loans. If the agreement treats the payments as capital, 

A joint venture raises several tax 
issues, including income allocation, 
depreciation allocation and lockout 
periods on the property’s sale and 
debt repayment.



Investors and developers generally use 
bridge loans until they can secure long-term 
financing. As with any form of financing, 
there are advantages and disadvantages. 

What’s a bridge loan?
Investopedia defines a bridge loan as a “short-term 
loan that is used until a person or company secures 
permanent financing or removes an existing obliga-
tion.” Generally, commercial bridge loans are interim 
financing that’s secured by commercial real estate  
and used to “bridge” gaps for borrowers between 
property transactions. 

Typical bridge loans involving commercial property 
are for a term of six months to one year. However,  
for a fee, many commercial lenders will give the  
bridge loan borrowers the option to extend for an 
additional six months to one year. A bridge loan is 
typically paid off when the owner places permanent 
financing on the property. 

Because of their short term nature, bridge loans usually 
don’t have any prepayment penalties. And they’re versa-
tile: Bridge loans can be used to purchase or refinance 
many different types of projects, including apartment 
complexes, retail property, office buildings and hotels. 
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Crossing that bridge 
Understand the pros and cons of bridge loans

the return on such capital is generally subordinate to 
the equity investor’s preferred return.

Exit strategies
All good things must come to an end, as the saying 
goes — and that applies to financing joint ventures, 
too. It may be counterintuitive to think about how the 
partners will exit the arrangement before construction 
has even begun, but doing so can help avoid some 
uncomfortable and potentially costly conflicts later. 
For example, the parties might disagree about how 
long the venture should hold onto the property after 
construction ends.

The joint venture agreement should provide for a clear 
exit mechanism that either party can use to leave the 
venture on a triggering event, such as the death, inca-
pacitation or misconduct of one of the partners. These 
agreements usually specify a minimum hold period 

after project completion in order to secure capital 
gains treatment for sale proceeds. 

After that period, the agreement should specify what 
happens next: The business can dissolve, or a buy-sell 
clause can be activated, requiring one party to pur-
chase the other’s interest based on a valuation by a 
neutral appraiser. Alternatively, the agreement could 
allow the parties to market the property for sale to 
third parties. A partner who declines an offer that’s 
acceptable to the other partner must either buy the 
other partner’s interest or sell its interest to the part-
ner for the value set by the third party’s offer.

Worth the work
Joint venture financing often works well for both parties 
involved. With proper planning, you can avoid potential 
problems, and the project can leverage the developer’s 
real estate expertise and the equity investor’s capital. x
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For example, suppose you plan to renovate 50% of 
the units in a multifamily property by installing new 
kitchen appliances, granite countertops and new 
flooring. You might apply for a bridge loan at the start 
of the renovation project. Once you complete the 
renovations, you plan to raise rental rates given the 
units’ new, high quality finishes. Moreover, you hope 
that your improvements will stabilize the property’s 
income stream by lowering the vacancy rate and 
tenant turnover. 

Are there benefits?
Bridge loans are particularly attractive these days for 
investors in underperforming multifamily properties. 
Traditional lenders generally prefer more stabilized 
properties, making it difficult to obtain financing to 
increase occupancy, make improvements or retain 
smarter management. A bridge loan can give investors 
the opportunity to address the issues necessary to stabi-
lize a property to the satisfaction of traditional lenders.

Bridge loans are also appealing because of the borrow-
er’s ability to choose repayment options. A borrower 
can opt to repay the loan before or after long-term 
financing is found. A borrower can improve its credit 
rating by making the payments on time, thereby 

improving its odds of qualifying for long-term loans 
with favorable terms. If the bridge loan is to be paid 
off after long-term financing is secured, part of that 
financing can be applied to repay the loan. 

Additionally, bridge loans tend to require less income 
documentation than conventional loans and typically 
close quickly. So, bridge financing allows investors to 
jump on market opportunities before competitors who 
are using traditional financing. Bridge loans also can 
be nonrecourse, which helps protect the borrower’s 
other assets. 

What’s the downside? 
Not surprisingly, bridge loans usually feature higher 
interest rates, fees and penalties, and require a large 
balloon payment at the end of the term. Similar to other 
property loans, fees for these types of loans can include:

u  Administration fees, 

u  Appraisal fees, 

u  Escrow fees, 

u  Title,

u  Notary fees,

u  Wiring fees, and

u  Loan origination fees.

Your closing costs will usually be high with a bridge 
loan; and, like other loans, you can’t recover them if 
you find long-term financing sooner than expected. 
Generally, if you choose not to pay off the bridge 
loan after obtaining long-term financing, you’ll incur 
greater interest expense, because you’ll have two  
loans simultaneously on the same property. If your 
long-term financing falls through, and you have to 
make the balloon payment out of your own pocket  
but you’re unable, the bank may ultimately decide  
to foreclose on the property.

Time to decide
So, is a bridge loan what you need? In the right situ-
ation, a bridge loan may be the best way to proceed. 
Ask your financial advisor about whether this type of 
financing is right for you. x
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Not just a trend: Market  
analysis in property valuation

Appraisers are increasingly incorporating 
trend analysis when valuing real estate. 
Property owners, as well as potential 
buyers, need to understand the role trend 
analysis (also known as market analysis) can 
play when determining value.

Trend analysis in a nutshell 
Which amenities and characteristics attract tenants or 
potential buyers to a property — or, conversely, turn 
them off? Real estate appraisers know that something as 
simple as, say, the side of the street a property is located 
on or a development’s proximity to public transportation 
can have a dramatic impact on its value. The desirability 
of “hot” features, such as health club amenities, green 
building certification or smart technologies, may vary 
over time — especially as macroeconomic conditions 
ebb and flow. 

Trend analysis is a quantitative technique appraisers 
use to identify and measure trends in the marketplace. 
Using spreadsheets and software tools, appraisers 
can sort through large sets of comparable data and 
find relationships between sales price and 1) market 
conditions and 2) property-specific characteristics that 
drive value. These trends can be used to predict future 
performance or support value adjustments for market 
conditions. Trend analysis is especially useful when 
minimal sales data on highly comparable properties is 

available but a broad database of properties with less 
similar properties can be tapped.

The Appraisal Institute (AI) calls market analysis a 
“critical step” in the appraisal process, particularly 
when it comes to the property’s highest and best use. 
According to the AI, market analysis should consider 
market participants’ beliefs about what will happen to 
market conditions in the future as well as current and 
expected changes in supply and demand. 

Sampling of relevant factors
The AI is careful to distinguish between factors that 
cause change and symptoms of change. The latter 
include changes in vacancy rates, falling or rising  
property prices or sales prices exceeding list prices.

Change-causing factors may be capital-based or user-
based. Capital-based factors may be related to changes 
in monetary policy, government spending, taxation and 
interest rates and an overabundance of investment capi-
tal producing increased competition. User-based factors 
relate to changes in migration patterns, population 
shifts, economic shocks, technological developments, 
natural disasters, overbuilding and changes in affluence 
and income distribution.

Regardless of the factors analyzed, appraisers should 
segment the market to better reflect the subject prop-
erty. Trends for a specific neighborhood are likely to  
be more helpful than broader market trends.

Caveat
While trend analysis is a critical part of an accurate 
valuation, remember that the resulting value is an  
estimate as of a particular date. As the AI warns, 
trends, like other factors that affect value, can change 
subsequent to the valuation date, changing future 
value along with them. x




