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What is a tenancy in common (TIC)?

The acronym “TIC"”, which stands for tenancy in common, along with the terms
“cotenancy” and “fractional ownership”, refer to a form of real estate asset
ownership in which two or more persons have an undivided, fractional interest in the
asset, where ownership shares are not required to be equal, and where ownership
interests can be sold, rented or inherited, This type of co-ownership allows each co-
owner to choose who will inherit his/her ownership interest upon death. By contrast,
the type of co-ownership called “joint tenancy” requires that each co-owner’s interest
pass to the other co-owners upon death, also referred to as a “right of survivorship”.

The TIC has become a popular style of ownership in many different real estate
contexts. For example, income property investors and real estate syndicators are
increasingly using tenancy in common as a vehicle to facilitate income tax-deferred
exchanges, a trend that has been propelled by recent IRS rulings recognizing certain
tenancy in common structures as legitimate vehicles for these exchanges. At the
same time, vacation home buyers and resort developers are increasingly using
tenancy in common (often called “fractional ownership” in this application) to share
ownership and usage of vacation properties so that owners need not buy more than
they can use and afford, but still get legal title to real estate (unlike in a traditional
“time share” arrangement).

Are you one of the many investment property owners who are planning an early
retirement who are equity rich with low cash return on your equity? Would you like
to eliminate the daily responsibilities of property management and utilize your
dormant equity, but are faced with the consequence of paying capital-gains taxes
and recaptured depreciation? Are you concerned about identifying an alternate
investment property that can provide you with retirement income?

This article will focus on a third common usage of tenancy in common which is the
co-ownership of multi-unit property by co-owners who each wish to have exclusive
usage rights to a particular area of the property. TIC owners own percentages in an
undivided property rather than particular units or apartments, and their deeds show
only their ownership percentages. The right of a particular TIC owner to use a
particular dwelling comes from a written contract signed by all co-owners (often
called a "Tenancy In Common Agreement”), not from a deed, map or other



document recorded in county records. This type of tenancy in common co-ownership
should not be confused with the legal subdivisions known as the “condominium” and
the “stock cooperative”, as discussed below.

What is the difference between a tenancy in common and a condominium?

In a condominium, property has been legally divided into physical parts which can be
separately owned. Each condo owner owns a particular area of the property which is
delineated on a map recorded in the public records, and has a deed which identifies
the area which is individually owned. By contrast, TIC owners own percentages in an
undivided property rather than particular units or apartments, and their deeds show
only their ownership percentages. The right of a particular TIC owner to use a
particular dwelling comes from a written contract signed by all co-owners (often
called a "Tenancy In Common Agreement”), not from a deed, map or other
document recorded in county records. The difference between physical division of
ownership in county records (as in a condominium) and an unrecorded contract
allocating usage rights (as in a tenancy in common) is significant from both
regulatory and practical standpoints, as discussed below.

What is the difference between a tenancy in common and a cooperative?

In a “stock cooperative” or “co-op”, a corporation or other legal entity owns the
property, and the owners of that entity each hold shares of the entity along with
usage rights to a particular apartment (often but not always expressed in a
document called a “proprietary lease”). In most locations, a stock cooperative is
legally recognized as a form of subdivision, and this recognition brings co-op
ownership within the scope of most local subdivision restrictions and regulations. As
a result, laws that restrict or prohibit the conversion of apartment buildings into legal
subdivisions such as condominiums generally impose those same restrictions and
prohibitions on the conversion of apartment buildings into stock cooperatives. In
practice, this means that if you can convert to a co-op, you can also convert to a
condo, and you would always choose the condo conversion over the co-op conversion
because condos are easier to sell and finance. On the other hand, if it is burdensome
or impossible to convert to a condo, the same difficulties will apply to a co-op
conversion, but will not apply to TIC conversion. That is why people form tenancies
in common rather than cooperatives.

Why have TICs become so popular?

As the price of real estate continues to rise, and communities adopt ever stricter
growth and condominium conversion restrictions, more and more people are turning
to tenancies in common and other non-traditional co-ownership structures as a way
to maximize their buying and selling power. These arrangements lower prices and
increase choice for buyers by allowing them to pool resources and buy more real
estate than they otherwise could or would, while agreeing among themselves on an
allocation of rights and responsibilities so each buyer does not end up with more
than he/she needs. At the same time, tenancy in common arrangements increase
sale prices and marketing options for sellers by allowing them to sell fractions of
their property to buyers for prices that generally add up to more than what the seller
would receive from a single buyer. The popularity of tenancies in common has been
further enhanced by the recent introduction of “fractional loans” which allow co-



owners to have individual mortgages, substantially decreasing the risk of co-
ownership.

Why not form an LLC or limited partnership instead of a tenancy in
common?

Limited liability companies (“"LLCs"), limited partnerships, and corporations are
entities that can provide a variety of management and liability protection advantages
over direct fractional ownership arrangements such as tenancy in common. But for
co-ownership groups who plan to occupy some or all of the co-owned property, the
legal and tax disadvantages created by these entity structures generally outweigh
the benefits. Specifically, under generally accepted interpretations of tax laws,
owners of LLC memberships, limited partnership interests or corporate shares are
not considered to own real estate (unless the entity qualifies as a stock cooperative),
and therefore cannot claim the tax benefits of real estate owner-occupants such as
the ability to deduct mortgage interest and property tax, and the ability to claim the
$250,000/500,000 tax-free gain on resale. If the LLC, limited partnership or
corporation can be deemed a stock cooperative, it is likely to encounter regulatory
barriers as discussed above.

Can a tenancy in common owner sell his/her own interest?

Each cotenant can sell his/her tenancy in common interest at any time and, contrary
to what many people unfamiliar with tenancies in common assume, TIC interests
have been readily re-salable for at least the past 10 years. Sales of TIC interests
involving group loans are typically subject to rights of first refusal and buyer
approval to insure that the co-owners can vet prospective buyers and make sure
they are qualified. Marketability is enhanced if, by resale time, the group has a track
record of solving its problems and paying its bills, greatly decreasing the buyer's risk.

What legal restrictions apply to TIC formation?

The legal restrictions applicable to tenancy in common formation and ownership vary
from state to state. In California, appellate courts have recognized a distinction
between recorded and unrecorded documents assigning usage rights, and this
distinction means that local laws restricting or prohibiting the conversion of
apartment buildings into legal subdivisions such as condominiums do not apply to
the creation of a tenancy in common arrangement so long as no document deeding
or otherwise assigning usage rights is recorded in public records. Consequently,
tenancy in common formation does not require any filing or approval with local
governmental agencies (such as counties, cities or towns).

On the other hand, tenancy in common formation in California does require the
approval of the California Department of Real Estate (DRE) if the property to be co-
owned and occupied by the group contains five or more residential units. The DRE
approval process currently takes 6-9 months to complete, and results in the issuance
by DRE of a “Public Report” (often called a “White Paper”). The Public Report
contains extensive information and disclosures about the property and the tenancy in
common group, and must be given to all prospective buyers. Resale of tenancy in
common interests are generally allowed without a Public Report, but the rules
defining what constitutes a true “resale” (as opposed to a sham designed to
circumvent approval requirements) are strict.



Over the years, San Francisco lawmakers have tried on various occasions to restrict
or discourage tenancy in common formations indirectly. In each instance, these
measures have proven to be ineffective or been rejected by the courts. The most
recent effort (in 2001) attempted to make tenancy in common ownership more risky
by making exclusive occupancy agreements (even unwritten or implied ones!) illegal
and unenforceable. The law was held a violation of the constitutional right of privacy
by the California Court of Appeal in 2004. The Court specifically recognized that strict
constitutional limitations apply to the ability of government to interfere with co-
owners’ private internal arrangements relating to usage of their shared property, and
stated that keeping owners and their apartment buildings in the rental housing
business is not a sufficiently strong governmental interest to justify such an
interference.

The upshot is that, under current California law, a TIC of the space-assignment type
discussed in this article could be formed for any building (residential, commercial, or
mixed use) in any location in the state. Neither the location of the building, nor its
zoning, size, layout, age, unit mix or construction, matter from a regulatory
standpoint.

What is included in a TIC agreement?
The following is a partial list of issues a tenancy in common agreement should cover:

e Division of the property into "individual" and "group" spheres with regard to usage
rights and maintenance responsibilities;

e Description of the owners' financial obligations including initial deposits, reserve
accounts, mortgages (if shared), taxes, common area maintenance and other
expenses;

e Formulas for determining each owners' monthly payment in advance and
periodically adjusting the amount;

e Management of the property including accounts receivable, accounts payable,
regular reporting, maintenance and janitorial;

e Rules governing usage of the property by the owners (e.g. pets, noise, floor
covering) and enforcement provisions;

e Meeting and decision making procedures;
¢ Provisions defining when a default has occurred and describing remedies;
¢ Policy in the event of death or bankruptcy;

e Sale of interests, group approval of prospective purchasers, and rights of first
refusal; and

e Dispute resolution.



The goal in tenancy in common agreement preparation should not be “simplicity” or
brevity. A short agreement is unlikely to directly address the real-life problem that
will cause you to need the agreement. Consequently, using the short agreement to
resolve a dispute will require interpretation and extrapolation, processes that make
dispute resolution more difficult, time-consuming and costly. A tenancy in common
agreement should be long enough to cover every issue imaginable, well organized
(including an index or table of contents) so that a needed provision can be located
quickly and easily, and written in language that is understandable yet sufficiently
nuanced to avoid crating ambiguity or loopholes. In the unlikely event that you ever
need to use your TIC agreement, you will want to be able to find a section that
directly addresses your problem and clearly provides a solution.

A common mistake in creating a co-ownership agreement is postponing resolution of
difficult issues (“we'll just work that out later”) to avoid uncomfortable confrontations
and preserve a transaction. The issues that seem most difficult to address are
generally the most likely to lead to a dispute. Another common mistake is to assume
everything will work out exactly as planned (particularly with regard to when people
will occupy the property and whether and when they will sell). Housing plans are
closely related to employment, health and domestic situations, and these regularly
change in unforeseen ways. A good co-ownership structure is durable enough to
adapt to dramatic changes in occupancy and ownership plans without being
renegotiated, and certainly should never cause one owner to sell his/her home as a
result of another owner’s life changes.

Even a well-prepared tenancy in common agreement should be used only in the
event friendly relations among group members break down. While it is useful to have
owners' rights and duties well defined, relying on the agreement to dictate a
response to actual events is unwise. Even the best agreement will rarely anticipate
all circumstances, and applying a formulaic response that does not quite fit the
situation may not reveal the best course of action. Such an approach encourages
group members to adopt firm positions based on agreement interpretations, and an
impasse may develop. A better strategy is to rely first on discussion. The goal should
be to develop a consensus that all owners can accept even though some may believe
that the agreement dictates a more personally advantageous decision. If a
consensus cannot be reached, the TIC Agreement can provide a final resolution.

How are tenancy in common ownership percentages determined and what
do they mean?

There is little consistency in how tenancy in common ownership percentages (as
shown after each owner’s name shown on the recorded deed or deeds to the co-
owned property) are determined. In some groups, each owner holds an equal share,
while in others the shares are determined by the relative value or square footage of
the assigned areas of the property. The ownership percentages are often used for
the allocation of certain shared expenses, most frequently insurance and common
area maintenance, but it is important to note that there is no legal requirement that
any expense be allocated according to ownership percentage. As discussed below,
TIC ownership percentages should never be the basis for allocation of property
taxes.

Many people incorrectly assume that tenancy in common ownership percentages
control owners’ resale prices, and/or division of proceeds if the entire property is



resold or refinanced. In fact, a well-drafted co-ownership agreement never allows
ownership percentage to control resale or refinance proceeds allocation because such
an arrangement would be unfair to owners who make wise investments in improving
their homes. An owner’s individual resale price should always be up to that individual
owner and his/her buyer, and should never be determined or affected by his/her
ownership percentage or by an appraisal of the entire property. In a resale or
refinance of the entire property, proceeds allocation should be determined by an
appraisal of the fair market value of each owner’s interest based on the qualities and
amenities of the owner’s assigned areas.

How are tenancies in common financed?

Historically, most tenant in common groups shared one or more apartment building
loan(s) which were secured by the entire property. Under this “group loan”
arrangement, the tenancy in common Agreement would specify the percentage of
each loan that was owed by each co-owner, each owner would contribute his/her
share of each loan payment as part of his/her monthly “dues” to the group, and the
group would make each payment to the lender. While group loans remain the norm
for tenancy in common financing, several banks have recently introduced programs
under which each co-owner has his/her own loan. Individual tenancy in common
loans are secured only by one co-owner’s percentage share in the property, meaning
that one co-owner’s mortgage default does not imperil the other co-owners. Yet
another popular TIC financing option is individual mortgages carried by a seller or
former owner, often in conjunction with an underlying loan that predates the tenancy
in common formation.

With a tenancy in common group loan, how is each owner’s payment
determined?

Each co-owner’s tenancy in common group loan payment is determined by the
amount of the group loan he/she is responsible to repay. When the TIC is first
formed, each owner’s down payment is subtracted from his/her purchase price to
determine how much of the group loan that owner is responsible to repay. The
difference between a co-owner’s purchase price and down payment, often called the
co-owner’s loan amount or loan share, is divided into the total amount of the group
loan to determine the co-owners loan percentage. The co-owner’s loan percentage
determines how much of the monthly payment on the group loan that co-owner
must pay.

For example, imagine that Jane and Bill are buying a two unit building together for
$1,000,000. Jane, who will have the right to live in the better unit, is paying
$600,000 for her share, and Bill is paying $400,000 for his share. The
$600,000/400,000 split of the price is based upon the relative value of the two units
in the building. Bill, who has more savings than Jane but a lower salary, is making a
down payment of 25% of his price ($100,000). Jane, who has little savings but a
good job, is making a down payment of 10% of her price ($60,000). The TIC group
loan amount will be $840,000 which is the difference between the $1,000,000
purchase price and the total down payment of $160,000 ($100,000 from Bill and
$60,000 from Jane). Bill’s loan amount is $300,000 (400,000-100,000), and his loan
percentage is 35.71% (300,000/840,000). Jane’s loan amount is $540,000
(600,000-60,000) ), and her loan percentage is 64.29% (540,000/840,000). If the



monthly payment on the TIC group loan is $4,200, Bill will pay $1,500 and Jane will
pay $2,700.

Assuming each co-owner pays exactly his/her share of the monthly group loan
payment each month, the loan percentages will not need to be adjusted. The gradual
decrease of the amount owed over time (due to loan amortization) will not affect the
loan percentages. The loan shares will require adjustment only if a co-owner decides
to pay more than his/her regular monthly payment (perhaps to pay down his/her
loan amount more quickly) or if the loan is refinanced. When loan percentages differ
dramatically from ownership percentages, extra documentation should be used to
provide additional security to the owner with substantially greater equity.

How can the risks of tenancy in common group loans be managed?

Obviously, a shared loan arrangement creates the risk that a co-owner who has paid
his/her share could nevertheless face foreclosure because another co-owner failed to
pay. Tenancy in common groups typically manage this risk by (i) undertaking a
complete investigation into the background and qualification of potential co-owners
before allowing them to join the group, (ii) requiring a similar evaluation each time a
tenancy in common ownership interest is resold, (iii) making sure all payments on
the shared loans are made form the group bank account (rather than directly from
each owner to the lender), (iv) keeping reserve funds which can be used to make
payments while a non-paying owner is sold out of the group, and (v) creating a
powerful and efficient internal enforcement and foreclosure system. Practically
speaking, although more than 5,000 of these groups have been formed, co-owner
default is extremely rare, and there has been no instance of which I am aware of
mortgage foreclosure on a tenancy in common group loan.

A less well understood risk of group tenancy in common loans is that the financing
will complicate or prevent resale of tenancy in common shares. In most instances
tenancies in common with group loans do not refinance the property when a single
owner sells. Instead, the buyer will join the other owners as a borrower on the
existing loan, and will assume the seller's percentage of the outstanding loan balance
under the tenancy in common agreement. To accommodate this arrangement, it is
important that TIC group loans be assumable. Moreover, to minimize the fees and
inconvenience sometimes associated with loan assumption, it is beneficial to obtain a
loan that allows "partial assumption"”, a substitution of a buying owner for a selling
owner. When allowed, partial assumptions are generally much less expensive than
full assumptions, and do not involve re-qualification by the entire owner group.
Buyers entering into group loan, tenancies in common should consider the
assumability of the loan to be its most important feature (more important than the
interest rate or origination fee). Note that (i) loans with a fixed rate of interest for
most or all of the loan term (such as a 30-year fixed rate) are rarely assumable and
therefore not suitable as TIC group loans, and (ii) assumable loans are available in
all markets and if you are being told otherwise you are being misinformed.

If the tenancy in common interest being sold has dramatically appreciated in value,
there will be a large difference between the sale price and the seller's percentage of
the outstanding loan balance. If the buyer does not have a large down payment, the
seller will need to (i) accept some of the down payment as a note payable in the
future and secured by the property, or (ii) arrange to refinance the property. To
prevent resale problems, tenancy in common agreements must have detailed rules



governing these processes. A TIC Agreement which requires a unanimous or majority
vote to refinance is not a good idea because it may ultimately prevent resale, and
owners often need to resell for unexpected reasons such as job change or loss,
iliness, divorce or death. A well-drafted tenancy in common Agreement balances the
costs and risks of refinance by (i) limiting the amount of refinance proceeds each
owner can take so that one owner cannot usurp another’s equity, (ii) requiring all
owners to participate in the loan application process but imposing all of the costs of
the new loan on the owner or owners receiving cash proceeds, and (iii) carefully
allocating the financial burden created if the new loan is at a higher interest rate
than the old one.

How do individual tenancy in common loans (“fractional loans”) work?

Individual tenancy in common financing is separate loans for each fractional owner.
Each loan involves a note signed only by the owner of a particular tenancy in
common interest, secured by a deed of trust covering only that owner’s TIC share. If
a particular owner defaults on his/her loan, the lender can foreclose on only that
owner’s share. The foreclosed share is then sold, and the buyer acquires the
defaulting owner’s interest. Unlike with group financing, none of the other tenancy in
common owners are affected by the default or foreclosure.

Individual tenancy in common financing is not the same as individual condominium
financing, and does not turn a tenancy in common interest into the equivalent of a
condominium. Since a TIC owner does not have title to a particular unit, an
individual TIC loan cannot be secured by a particular unit. So just as TIC owners rely
on a contract (the unrecorded TIC Agreement) rather than a deed for their right to
occupy a particular apartment, tenancy in common lenders must rely on that same
contract rather than their trust deed or mortgage to guarantee that they will be able
to deliver those same occupancy rights to a foreclosure sale buyer and thereby
generate enough sale proceeds to repay the defaulting owner’s debt. The inability to
secure individual tenancy in common loans with particular units makes tenancy in
common loans more risky for the lender than condominium loans, just as tenancy in
common ownership is more risky for the owner than condo ownership.

Individual tenancy in common financing is not a new concept. Private lenders,
especially sellers of tenancy in common interests carrying a portion of the sale price
to supplement a buyer’s down payment, have used individual notes and trust deeds
successfully for at least 20 years. More recently, developers of fractional vacation
home projects have offered individual bank financing. Individual tenancy in common
financing is also created automatically whenever title is held by multiple owners but
only one of those owners signs the mortgage, a situation which has occurred with
sufficient regularity to create a body of law related to foreclosure on partial interests.

The spate of recent publicity and excitement over this financing resulted from the
announcement by several San Francisco Bay area banks that they were either
offering or considering individual financing for co-owner-occupants of apartment
buildings. These announcements are a natural response to the growth and maturity
of the tenancy in common market. Banks can now look back at over 20 years of
significant tenancy in common activity for statistics on defaults and resales, and this
record provides assurance that tenancy in common projects do not present
significantly greater risk than other types of home lending, and probably present less
risk than apartment loans to investors. In addition, Banks recognize that the growth



in the tenancy in common market creates an enormous volume of potential loans
and increased profit.

What is tenancy in common “wraparound” financing?

In “wraparound” or “all-inclusive” tenancy in common financing, there is one or more
underlying loan(s) that predate the tenancy in common formation, for which the
prior owner/seller retains responsibility. Each TIC buyer obtains an individual loan
from the prior owner/seller. The TIC owners each pay the seller who, in turn, pays
the bank holding the underlying mortgage(s). This type of structure has several
advantages for all parties as compared to traditional group TIC loans. For the buyers,
it eliminates the risk that one buyer’s mortgage default will blemish another buyer’s
credit, or worse, cause another buyer to lose his/her home and investment. For the
seller, it (i) diminishes the risk of carrying secondary financing by allowing the seller
to make sure payments are current on the senior financing, (ii) allows the seller to
charge an interest rate markup on the entire amount financed, and (iii) enables the
seller to defer capital gains taxes using the installment sale method. Remember that
the use of individual seller-wrapped financing does not circumvent the due-on-sale
requirements in the underlying loan, so the seller must get the original lender’s
permission for the sale. Also, the individual tenancy in common loans carried by the
seller should not themselves be due on sale because that would make resale difficult;
rather, each individual TIC loan should be assumable by a qualified buyer.

How are property taxes allocated within a tenancy in common?

Because property owned as a tenancy in common is not legally divided, it has a
single assessed value and the co-owner group will receive a single property tax bill
(rather than separate bills for each co-owner). In most cases, the starting point for
allocating the property tax among the owners should be the amount that each co-
owner paid for his/her interest. When the property tax is increased as the result of
the resale of a tenancy in common share, the buyer should pay the entirety of the
increase. A resale by one co-owner should never increase a non-selling co-owner’s
property tax burden. Similarly, when the owner of an entire property sells some
tenancy in common shares but retains an ownership interest, his/her property tax
allocation should be based on the pre-sale assessed value (meaning that the seller’s
property tax actually decreases rather than increases after the sale). When property
tax increases as the result of some non-sale-related activity by a co-owner (such as
an improvement), the entire increase should be paid by the co-owner who triggered
the increase. When property tax increases as the result of an increase in the
applicable tax rate, or a reassessment unrelated the action of a particular co-owner,
the increase should be allocated according to the percentages derived from the
previous purchase prices and improvements.

How are expenses paid in a tenancy in common?

Building expenses are divided into "individual expenses" and "group expenses".
Individual expenses include maintenance and improvements to unit interiors,
personal property insurance, and separately metered utilities; they are paid directly
by the individual owners. Group expenses include mortgage payments (when there is
a group loan), building insurance, property taxes, maintenance and improvements to
common areas, and shared utilities like water and trash removal; they are paid
through a group bank account using a monthly assessment system. Under this



system, each owner makes a single monthly payment to the group account. The
monthly payment is based upon the total of the owner's share of each of the
anticipated group expenses. To add predictability and protect against default, even
semi-annual and annual expenses, like property taxes and insurance, should be
included in the owners' monthly payments.

How are decisions made in a tenancy in common?

In small tenant in common groups, all decisions are made by owner vote. Typically,
a distinction is made between day-to-day decisions made by a majority, and major
items such as expensive non-emergency repairs or improvements, or changes in the
allocation of usage right or expenses, made by unanimous vote.

In larger tenant in common groups, it is impractical to convene an owner meeting
each time a decision needs to be made, so routine operational matters are handled
by elected boards or management committees. Major decisions require a majority,
super-majority or unanimous vote of all owners depending on the nature and gravity
of the issue.

How are tenancies in common managed?

It is critical for the success of a tenancy in common that responsibility for each
aspect of management be assigned to a particular person. In this context, informality
(as in “we’ll all just pitch in” or “we’ll just work it out”) generally translates into
inaction, resentment by the most conscientious or compulsive group member(s), and
dispute. It is always advisable to have a formal structure for management built into
the co-ownership agreement, even if you intend to ignore it and handle things
informally. That way, if things do not go as planned, or the informal approach seems
to be failing from the perspective of one or more co-owners, the more formal
structure is available as a “fall back” arrangement.

How do tenancies in common start?

In many cases, tenancies in common start when a property seller or his/her Realtor
makes an elective decision to market the property as tenant in common shares. This
type of formation works best for when the seller or Realtor develop the tenancy in
common structure and the tenancy in common agreement before marketing (as
discussed below), and each buyer is given the opportunity to review and approve the
structure and the agreement before becoming committed to purchase.

In other cases, a buyer or group of buyers creates the tenancy in common structure
and the tenancy in common agreement. For example, an individual buyer might
assemble a group of family or friends, use a qualified Realtor to locate a building,
agree on the assignment of ownership percentages and units, and then work with an
attorney with tenancy in common experience to create the tenancy in common
agreement.

Why would an owner or Realtor choose a tenancy in common marketing
approach?



Owners of apartment buildings and lots with multiple houses have increasingly
turned to tenancies in common as a way of maximizing the value of their
investments. Marketing as a tenancy in common often results in the quickest sale
and the highest price because (i) sale prices have increased much more quickly than
rents in many communities, and (ii) there are far more home buyers than investors
in the marketplace. TICs also offer the flexibility of selling less than the entire
property. This allows the owner to gradually replace tenants with TIC owners as units
become vacant and to diversify his/her real estate portfolio, while still maintaining an
interest in the building.

How would someone convert to a tenancy in common (TIC) marketing
approach?

In the case of a building containing up to four units, the conversion to a TIC
marketing approach is fast, inexpensive and simple. The first step is to contact a
qualified attorney to prepare tenancy in common documentation including a TIC
Agreement. This can generally be completed in 1-3 weeks at a cost of around
$1,000. As soon as the documents are prepared, TIC marketing can begin.

In the case of a building containing five or more units (assuming at least one of the
units is residential), a "Public Report" from the California Department of Real Estate
(DRE) is required before marketing can begin. The first step in getting a tenancy in
common Public Report is assembling and submitting an application. The application
material comes from four sources: (i) an attorney who prepares the legal
documents, (ii) a budget preparer, who prepares a budget for the TIC group, (iii) a
land surveyor, who prepares a drawing showing the unit perimeters and assigned
areas such as parking, storage and decks, and (iv) a title company subdivision
specialist, who prepares various DRE application forms. The cost of assembling this
application varies depending on the professionals employed, but a general rule of
thumb is $15,000-20,000 including all professional and governmental fees.

After a package containing all of the required material is assembled, it is submitted
to DRE for review. This review process generally takes about 4-6 months and may
involve several rounds of document revisions and responses to DRE inquiries. A
seller and his/her real estate agent cannot advertise, show, enter into a contract to
sell, or close a sale until after issuance. There is a narrow exception to this general
rule that applies when a seller obtains a Preliminary Public Report (also sometimes
referred to as a “"Pink Report”), which allows the seller to advertise, show, accept
non-binding reservations, and take refundable deposits. The Pink Report can be
obtained in about two weeks at an additional cost of $500, but there is considerable
debate in the real estate community about whether marketing under a Pink Report is
advantageous.

Why would an owner or Realtor selling an entire property building obtain a
tenancy in common agreement? Why not let the buyers get their own TIC
Agreement?

Although it is theoretically possible to gather an entire buyer group, have them
prepare a single offer as a group, then allow them the time and flexibility to create
their own tenancy in common agreement prior to close (while the property is held off
the market), this approach fails much more often than it succeeds and consumes a
huge amount of effort and time even when successful. Most sellers and Realtors find



it much easier and more productive to accept individual offers from prospective
buyers of each fractional share even when they intend to simultaneously close the
sales to all the buyers at once. (Note that closing the sales one at a time is also
possible, as discussed below.)

Accepting individual offers on the tenancy in common shares is virtually impossible
without having a tenancy in common agreement in place. Since the property has not
been subdivided, the owner cannot legally accept offers on particular units or
houses. Each individual purchase contract needs to describe what is being purchased
as a percentage of the entire property. The structure created by the TIC agreement
is necessary to avoid the uncertainty and risk that would otherwise be associated
with a series of purchase contracts for percentages of the building. The need for a
pre-marketing TIC agreement is the same regardless of whether the owner plans to
allow individual TIC sales to close separately or insists that the entire property be
sold at once.

Is it possible to sell tenancy in common shares in one at a time?

The practice of selling tenancy in common shares one at a time is not only possible,
it has become very common in recent years, and is used both by sellers who are
interested in selling an entire property as quickly as possible, and by sellers who only
wish to sell shares as rental tenants vacate. For the former, this approach eliminates
the risk that Buyer #1 will be lost before Buyer #4 is ready to close. For the latter,
this approach allows an owner to get the maximum sale price for his/her building
without evicting any tenants, and enables the owner to keep a stake in the building
while simultaneously diminishing carrying costs and management responsibilities.
The downside of selling the TIC interests one at a time is that the owner must share
control with others and rely on their financial strength. But many owners are
realizing that they already share control of the building with their tenants and rely on
their tenants’ incomes. Unlike co-owners, these tenants have no investment in the
building and everything to gain from fighting with the owner. The reality may be that
while having co-owners is risky, having tenants is much, much riskier.

Can an owner effectively protect him/herself from the financial risks of
having tenant in common co-owners?

A popular way for apartment building owners to shield themselves from the financial
risks of co-ownership is to carry all-inclusive “wraparound” financing for each
tenancy in common buyer (discussed above). With this arrangement, the original
owner continues to make all of the payments on any bank loan secured by the entire
building, and the tenancy in common co-owners make payments to the original
owner. If a tenancy in common co-owner does not make his/her payment, the
original owner can foreclose using standard non-judicial foreclosure procedures (no
court involvement). Non-judicial foreclosure is generally less risky than evicting a
tenant in a rent-controlled city. Moreover, homeowner non-payments are extremely
rare when compared with tenant non-payments, probably because a non-paying
owner has a huge amount to lose.

The newly available individual tenancy in common loans provide an even lower-risk
financing option. With this arrangement, each tenancy in common buyer gets his/her
own bank loan. But this approach requires that the original owner sell enough
tenancy in common shares to repay his/her entire original loan. In other words, in



order for their to be individual TIC loans, any apartment loan that was secured by
the entire building would need to be paid off.

Can a seller put the proceeds of a tenancy in common share sale in a 1031
tax-deferred exchange?

Each tenancy in common share sale can be treated as a separate transaction for the
purpose of calculating capital gains tax, and the proceeds from each can be placed in
a 1031 tax-deferred exchange. Alternatively, several TIC sales can be grouped
together for exchange purposes provided they occur at the same time or within a
relatively short period. But if you provide seller financing for the sale, the amount of
this financing will be considered taxable boot unless you take precautionary
measures. If such measures would be impractical under your financial circumstances,
you can often achieve a favorable tax result by using installment sale tax treatment.
Another alternative to a 1031 tax-deferred exchange might be a private annuity trust
or “PAT”. Consult you tax or financial advisor for further information on these issues.

What are the buyer’s steps in a tenancy in common purchase?

A prospective tenancy in common buyer should always evaluate the financial
strength of the other group members, even where the TIC will not involve shared
financing. If a TIC agreement has already been prepared, the buyer should retain an
experienced tenancy in common attorney to review the agreement and to raise and
explain the many important issues associated with group ownership. If no tenancy in
common agreement exists, the most efficient and economical approach to creating
one is for the entire group to retain a single attorney to prepare a TIC agreement
that is specifically tailored to property and the group's needs. Each participant may
then have the draft agreement reviewed by his or her own attorney and accountant,
and bring the comments of these outside experts before the group for discussion and
further revision of the agreement.

Does a tenancy in common provide the same tax benefits as other real
estate?

Owner-occupants may deduct their mortgage interest and property taxes, and often
may avoid capital gains tax on resale. Owner-investors declare their income and
expenses, including depreciation, and may undertake a tax-deferred exchange.

Are tenancies in common risky?

All co-ownership forms (TICs, condominiums, cooperatives, partnerships, etc.)
involve greater risk than owning individually. These risks need to be carefully
evaluated, then weighed against the benefits of co-ownership such as lower
acquisition cost and lower ongoing maintenance and management burdens.

Most tenancy in common buyers are interested in comparing the risks of tenancy in
common ownership to the risks of condominium ownership. In making this
comparison, it is important to note that condominium ownership involves many of
the same risks as TIC ownership, including those created by shared obligations such
as common area maintenance and insurance, those created by the need for joint
management and decision making, and those created by living with other co-owners



in close proximity (noise, pets, parking, alterations etc.). The most significant
additional risks associated with tenancy in common ownership are (i) larger shared
obligations such as property tax and (in some cases) group loans, (ii) greater
complexity and cost in resale and refinancing, and (iii) reliance on an unrecorded co-
ownership agreement.
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