SPECIAL FOCUS DEALS OF THE YEAR
Dissecting the Distress 2008's Significant Transactions
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Dissecting the Distress: Case Study

What Ha

ppens

When the

oney Well

Dries Up

The casualties of the capital markets fallout
are beginning to emerge. Yet as the strife
between lenders and borrowers intensifies,
there is one group of winners by

“default”: distressed receiverships.

ANAPARTMENT INVESTMENT COMPANY THAT BUILT
up a considerable portfolio during the haloyon days of the capital
murkets s now seeing its forunes erumble as the Gnancial indus-
try tanks. Bethany Holdings Group, an Irvine, CA-based umbrella
firm that spe-
cialized primar-
iby in value-add
mulifamily
plavys, is now seeing the bulk of its residential property portfolio
dispersed o a handful of distressed receiverships.

Bethany invested in its first property in S04, Over the next
several vears, the hyperdinuid linancing enviromment allowed the
firm 1o SILA WP SOre rather Lrge 1a1rllrllir_w. In HMH;, the com-
peany god a1 5%-million boan from GE Real Estate o buy and reno-
vate a 2873-unit portfolio of properties in Florida, Texas and
South Carofina it acquired from Aimeo, an apartment RETT. The
following vear, Bethany was able o redoce its capital costs and
replace that Moating-rate debt with another GE Real Estate loan—
this time for $156.5 million. That five-year, fixed-rate, interes:-
only debt included a $130.5-million CMBS A-note and a $26-mil-
lion mezzanine note than GE hebd on s own books.

Also in 2007, Bethany set records in Arizona when it shelled
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out $427.5 million o Greater Phoenix Bascom Arizona Vennines
LLE for a 1 2-property, 5,178-unit portfolio. The firm planned 1o
spendanother $50 million in upgrades wo the communities over
the next couple of vears, At the time, the package was abouot 9195
occupied, Bethany funded thar purchase with o Kick<in from a
private cquity investor, as well as 90% financing from Lehman
Brothers and a 200 meszaning piece.

Within Five vears ofis inivial buy, Bethany had grown s hobdings
tov meosre than 15000 residentia] unirs in 60 commumnities acnoss the
LIS thia it hedel through several subsidiaries and affiliaies,

Alook g the firm wocay tells an cotively different storyv. Having
filed for Chapter 11 bankruptoy protection, the company revealed
thiat it haael vovwanlk awsny Tromm most of its properties, many of which
have since been deemed abandoned by the court system and
handed over to a collection of receivers that will manage the com-
munities until the lender officially forecloses on them, The
Bethany Group website has been taken down and calls w s head-
quarters, local offices and even property managers go unan-
swered or straight toa full voice mailbox,

Aler several anempts, Bethany Group CEQ Gregory P
Garmon responded o querics. The executive maintains that
while there's no denying there were problems, “abandoned” is
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net the appropriate way to characterize the situation. He relaies
that the company’s management was “working diligently behind
the scenes with the lenders, bankruptey attorneys and local
Bethany vice presidents to solidify a smooth transition of our
apartments, Unfortumately, we were unable o control the delavs
from partners’ decisions, lender follow-through and legal receiv-
ership stipulations in order (o spring open the lender bank
account lock boxes, where millions of dollars were being held.”
Garmon explains that the firm had no access wo the funds ool-
lected in rents, or capital reserves which would have gone toward
pavroll and wtilities, In fact, the lenders continued 1o “under-
fund™ operating expenses for months, he savs, which led o their

deteriorated condition and the company's imahilivy oo pay some of

its workers., Referring to its institutional partner, Garmon s,
“Our Bailure wais waiting too long and trusting the owside inves-
tor's proanises o recapitalize our company.” The majgority owner-
ship buyonue stalled, and the firm was left with too litde time o put
together a “decisive” exit strategy.

Ulimmately, the team’s haned was foroed, sivs Garmion, “We enided
upr with no choiee baat to wait for lenders 1o show up and mke over,”
despite having invested millions of dollars w cover payroll, i
shunods, liens and levies, he staes, "Unformumately this went From
dlays to several weeks on several portfolios, When
the recap stalledd, we had only two vialle options:
reorganizing under Chapter 11 bankruptey pro- ‘
tection or turming the properties back w the
lenders under a receivership.” The [irm clwse
hath options; it initited the recevership process
aud bt g of it af ics holdings, while inclsding
the rest in its hankropocy filing,

Receivers are neutral third parties that are
appoinied by a state or federal court o ke
legal possession of the property. These groaps
are never the owners of the assets, but rather,
earn fees for their work—protecting the value
of the asset that serves as collateral for the
defaulied paper. Meanwhile, the lender is
shielded froam liability because the receiver

Our failure
was
waiting too long
and trusting the
outside investor’s
promisesto
recapitalize our
company.”

I dom't have any lender client who would say the price would be
Better il vou wait six months.”

Though he admits it's only a guess, Hoftman believes the for-
met Bethany properties will hikely take that route, The recever
can get them on the market within weeks, rather than months, as
is the case with the foreclosure and REC prooess.

Before that happens, however, the firm has some immediane
issues 1o tackle, Afier having received no maintenance or care for
weeks, muny of the Bethany Group properties were in dire condi-
tion by the time Trigild came into the piciure. Local newspapers
toled stories of trash bins piling up and overflowing at the com-
plexes; the water in some swimming pools turning thick and
green with lack of cleaning; insect infestations; and notices wo en-
ants thint the buildings" electricity, water or gas was (o be shut off.
Further, many emplovecs at the sites, as well as contractors and
vendors, hiad gone weeks without receiving payehecks.

The Trigild team was on site within bours of the court order
and within a week or two, there reportedly was some semblance of
normmaley for the tenanis at the properties. It was also able wo ge
approval i pay former Bethany emplovees, many of which Trigild
retained and browght onto its payroll

As Garmon tells it the issue wasn't poor mamagement but
rather, the lenders” unwillingness 1o provide
Bt by with the funds it needed o operate the
property portfolios—not w mention the fact
that most of the capital sources it did business
with went through their own collapse, For the
majority of the assets, the finm's business plan
wiks b invest 38,000 w0 S12.000 a door in reno-
tions and upgrades. “The real precursor o our
demise was due o the amount of high leverage
we borrowed with Lehman Brothers,” he
explains. “Some of these portfolios were 935 o
5% leveraged.” The high morgage levels made
the debt service coverige Lests onerons, says
Carmon. One group of properties, for mstance,
hael to maintain at least a 98% eoonomic occu-
pancy in order o receive the remaining 0% of

takes possession of and operates the buisiness,
but the lender does have 1o be prepared 1o
fund the losses of the business in order o
meel operating costs, All the income gener-
ated by the property goes into a receivership
estate that the borrower sanmol access.,

Trigild Inc. of San Diego is one of the firms appoinied io
oversee the Bethany portfolio. Courtappointed receivers typi-
cally have to work quickly; assignments can come within as lie-
tle as 24 hours. And although they act as independent third
parties, it's usually a receiver’s duty 1o preserve any value
remaining in the properties they take possession of, and if pos-
sible, enhance the value so the lender—the eventual owner
after the foreclosure—can recover as much as possible,

In st cases, the receiver also handles the disposition of the
asset, “These are all solid properties with positve cash flow, which
represent the very foundation of the lenders” security for their
Tovans,” says Bill Hoffrman, president and founder of Trigild, And in
wolay's market, he points out, receivers are increasingly able 1o sell
off the properties before they are foreclosed upon. “That's a
strange development in recent vears that we haven't seen befiore,”
he says, adding that's the case with at least 30% 0 90% of the
assets, "It makes sense o have the receiver sell the propeny, espe-
cially in downturns, because the sooner you get a property on the
ket aned sell it the more vou're probably going wo e cglin now,

Bethany Group
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the capital being held by the lender in order o
finish the renovation,

*Ohr Failure was recognicng how the lenders
wonilel eabeulane this funding test prior o signing
the boan documents, or before the DSCR est
wis given. There was clearly ambiguity in Gaor of the lenders on
wheiher they funded.” he explains, “With more than $40 million in
untapped capital funds that we were payving interest on and no
access o the capital reserves, the accounts payvables began 1o rise
and it became extremely chiallenging o find vendors and boy sup-
Plies o maintain the propertics agan appropeiate stndaed,”

Further, the lender interest reserves on the propeny were being
wiped out as the lender/servicer tried to cover Be and C-note hold-
ers and rent collections in !Irndi,*r—ﬂ\ﬂ'];l bank accounts wially
contralled by the lenderSservicer. Those rents were being col-
leesed for debt coverage s higher amoums, which case shorifalls
in monthly lender expense reimbursements, “In some cases,
toward the end of 2008, the lender wasn’t even lunding enough o
cover the monthly payroll ar urilites, let alone o pay any vendor
pavments,” Garmmion adds,

I achditiony v the 13 sssers it just ook control of, Holfman sivs
Tigild expects 1o see more Bethany properties in Texas coming its
wiry i the near future, “Law firms and lenders well us they have
propertics they'll need onr help on,” he savs.

CASE ETUDY continued on page 54
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CASE STUDY
continued from page 36

Yeet those Texas assers=—12 in all—along with four properties
in Marvland, are part of Bethany's bankruptey protection fil-
ing. The firm hopes to reorganize about 5,000 units, although
Garmaon notes, "1 anticipate that these portfolios will end up in
a much different structure than they reside odayv, We will ali-
mately be a Gacilitator and not a successor in this process.”

The process of restoring those apartments and paying the
employees at those complexes is slow and painstaking. The firm
did receive interim approval from US Bankruptey Court 1o use
cash collateral o pay their expenses on the three Marvland port-
fodios, including debt pavments, utilities, maintenance and pay-
roll—approximately S550,000 in unpaid wages dating back from
Feb. 1. The court handed over property management of the 16
propertics o Investor Property Services, which has hived most of
the workers that were at the communities.

As Bethany tries 1o sabage whatever it can from its operations,
Trigitd's Holfman is gearing up for an increase in new receivership
husiness, All the highly keveraged financing deals done in the past
few vears are set 1o mature over the next couple ol vears, and lencders
aren't willing to refinance many of them. At the same tme, owners
ave dealing with performance metrics thatare Balling short of their
pro formas. The receivership arena started 1o pick up woward the
end of 2007, but Hollman notes than observers in the banking
incustry saw the Billout coming prior o that, “The commion conver-
sation in mid-2007 was that this bubble will eventualby burse, but we
cloat’t koo when,” he savs, “The susbpriome bubible hin G, and then
it hit commercial lenders, many of which hebd boneds in those pools.
All the senior peopbe in banking, ot least the ones [ know, s it
coming, and they told me we'd better gear up” for more business.

The initial pick-up in receiverships was first seen in condo
projects because owners are more likely o walk sway from their
debt ohligations since many of them bought the units as invest-
ments, according w Hoffman, Tt then rickled down w the
single-family sector, as homebuilders with unfinished or
unsold developments Gl to meet their delt obligations.

Further, the full impact of creaive inancing soractures and the
increased use of securitiztion in mortgages is vet o be feltin the
industry, contends Hoffovan, 15 what he's hearing from lenders is
any indication, there will be a massive wave of commercial proper-
ties entering the receivership arena due o loan defaolis, “From a
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real estate hasis, [ don’t think we're even near the botom yvet.” he
savs, "IN T Took at onr papeline—and b thar T oean all the projects
we've been wold o get ready for—we still have a long way 1o go in
terms of getting into that inventory, Ancd it's not going o be easy o
dlispesse of, a least without some very serious disconnts.”

Once that happens, it will have a snowball effect on the
industry, bringing values down across the board, HofTman
notes—hut that's not necessarily a bad thing since it will help
bring values down o more reasonable levels and help get the
liguidity fowing again. “Say vou're a borrower and your loan-
to-value when vou closed the deal was 809, but now it's really
120, Ir's going o canse a massive shakeout,” he savs, “Buot like
every other down cvele, there are tremendous opportunities. |
have no doubn that fve years from now, maybe a linde longer
than that, we'll all be reading stories abom real esiare geniuses
that amassed great fortunes around the connire”

For mom on thes story and other dstassod news. go o Witpu ey, giobess comd
P 1378 13T ingidier/ 1 77 TAE- 1. Himi
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