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Introduction
A. This CLE course will discuss the legal and structuring issues associated with

tenants in common (TICs) real estate investments, focusing on financing
requirements and Section 1031 exchanges.

B. The panel will discuss the entity, due diligence, and loan document provisions
needed for the TIC borrower, the potential securities law issues associated with
sponsored TICs, and how TICs should be structured to comply with federal tax
law for a Section 1031 exchange.



Introduction
• TIC transactions can offer real estate investors deferred taxation on their 

capital gains via Section 1031. 

• Sponsored TICs additionally provide investors with the opportunity to 
diversify their investment portfolio and to own an interest in larger real 
estate assets. 

• However, sponsored TICs not only must comply with Section 1031 but also 
usually are securities and must comply with federal and state securities laws. 
Complying with these legal requirements can create challenges in meeting 
mortgage lender requirements.



Topical Outline
1. Section 1031, Rev. Proc. 2002-22

2. Use of disregarded special purpose entities in TIC transactions

3. Key terms of the TIC agreement

4. Securities law compliance with sponsored TICs

5. Addressing mortgage lender requirements in a TIC transaction



What is a TIC?



What is a TIC?
• Default form of ownership in most states

• Multiple ownership = tenancy in common

• Unity of time and title still required by law: tenancy must be created in one
document at the same time

• An interest in the gross estate - interest is fractional

• No right of survivorship

• Rule applies among individuals only, among individuals and entities and
among entities only



What is a TIC?
• All owners have a percentage of ownership and complete right to possess the

entire property: an undivided interest in the whole

• Interest is “freely alienable”; interest passes to heirs or devisees upon death of
owner

• Each tenant has the rights of fee simple ownership:

◦ right to sell/transfer
◦ right to gift/devise
◦ right to lease/license
◦ right to mortgage/lien/pledge



What is a TIC?
• Because fractional interest mimics a fee interest at law, the interest is subject 

to judicial process, such as levy and attachment

• Issue of personal money judgments and federal/state tax liens against 
fractional interest

• E.g., IRS may levy and sell a taxpayer’s interest in a tenancy in common. 
Alternatively, IRS may ask a court to foreclose the federal tax lien and sell the 
entire property, although the non-liable tenant in common(s) must be 
compensated from the sale proceeds



What is a TIC?
• If owners do not agree on management, any tenant may petition the court to

partition (divide up) the land equally among the fractional interests

• Because of free alienability, tenants often desire to restrict the many rights by
agreement

• The tenancy in common agreement will pare back and typically eliminate the
free alienability of one’s fractional interest

• Fractional interest and the law of tenancy in common make the TIC a very
flexible exchange-ready real property interest, but……



Section 1031



Section 1031
• Deferral of capital gains taxes otherwise due

• Despite congressional calls for repeal, real property exchange activity is
constant

• Capital gains taxes PAID* are significant ($ in millions):

◦ 2015: 138,000
◦ 2016: 129,000
◦ 2017: 141,000
◦ 2018: 170,000

* Capital gains taxes for 2015 to 2018 are estimated on a fiscal year basis from the Congressional Budget Office



Section 1031
• Section 1031 of the Internal Revenue Code of 1986, as amended

• Treasury Regulations, 26 CFR §1.1031

• Revenue Ruling 99-6; Code Section 721

• Form 8824

• Publication 544



Section 1031

• Final treasury regulations issued November 23, 2020 (eff. 12-02-20)

• Incorporate provisions of the 2017 Tax Cuts and Jobs Act (TCJA) limiting
like-kind exchange treatment to exchanges of real property (eff. 01-01-18))



Section 1031

(a)(1). No gain or loss shall be recognized on the exchange of real property held
for productive use in a trade or business or for investment if such real property is
exchanged solely for real property of like kind which is to be held either for
productive use in a trade or business or for investment.

Note: TCJA modified §1031(a)(1) by inserting the word “real”, as indicated.



Section 1031
(a)(2). This subsection shall not apply to any exchange of—

(D) interests in a partnership

Advanced Note: The exclusion of partnership interests from nonrecognition is not 
intended to disallow an exchange of interests in the same partnership.  See
General Explanation of the Revenue Provisions of the Deficit Reduction Act of 
1984, prepared by the Staff of the Joint Committee on Taxation, at 245-247.  
Refer to Rev. Ruling 99-6, also.



Section 1031
• Section 1031 prohibits exchange of equity or partnership interests:

◦ Limited partnership interests of a general partnership
◦ LLC membership interests in a multi-member limited liability company
◦ Shares of stock in a corporate entity

• If the underlying assets of a partnership constitute real property, an exchange
of partnership interests for real property does not qualify for nonrecognition
under Section 1031 – MHS Co., Inc. v. Comm’r, 35 TCM 733 (1976), aff’d
757 F. 2d 1177 (CA6 1978)



Section 1031
• Partnerships may exchange at the partnership level, but individual partners

may not exchange their interests

◦ e.g., a multi-member limited liability company may sell relinquished
property and acquire replacement property but individual members of the
LLC may not

• IRS may find a partnership regardless of how title is held, so careful planning
and attention to detail is absolutely necessary to survive an audit

• Beware PLR 9741017



Section 1031

• IRS was examining transactions that may have masqueraded as tenancies in
common but were in fact partnerships

• Selected a variety of cases to make clear to taxpayers that partnership interests
are not eligible for nonrecognition treatment



Section 1031
Miller v. United States, 63-2 U.S.TC. (CCH) 9606 (S.D. Ind. 1963)

• Affirmed Section 1031 status for transfer of a partnership interest in one
partnership for a partnership interest in another partnership.

• The court held that the partnership interests exchanged were alike in kind as
they both represented property held for productive use in trade or business or
for investment and were not stock in trade or evidence of indebtedness or
interest.

• The taxpayer’s additional investment in the second company was found to be
a continuation of his investment in the first company, because it was
unliquidated and carried over.



Section 1031
Rev. Rul. 73-476, 1973-2 C.B. 300

• Affirmed section 1031 status where three individuals each owned an
undivided interest as a tenant in common in three separate properties held for
investment.

• No gain or loss was realized on the transfer by each of them of his interest in
the three separate parcels in exchange for a one-hundred percent ownership of
one parcel.



Section 1031
Estate of Meyer v. Commissioner, 503 F.2d 556 (9th Cir. 1974)

• Denied section 1031 status where a general partnership interest was
exchanged for a limited partnership interest, because the limited interest does
not hold the same responsibilities and liability as the general interest.

• The court found that “[t]he different character of [the taxpayer’s] ownership
interest made it property of a different class rather than property of a different
grade.” Meyer, 503 F.2d at 558.



Section 1031
Rev. Rul. 75-374, 1975-C,B 261

• Affirmed section 1031 status where co-tenants in an apartment building hired
a third-party property manager.

• The third-party property manager’s activities did not justify a finding that the
co-tenancy constituted a business enterprise, as the activities were customary
rental services and not income-producing services.

• Services provided by the third-party property manager included: rent
collection, payment of taxes and insurance, provision of heating and cooling,
maintenance of common areas, provision of unattended parking, trash
removal.



Section 1031
MHS Co., Inc. v. Comm’r, 35 TCM 733 (1976), aff’d 757 F. 2d 1177 (CA6 1978)

• Denied like-kind exchange status where the court found that the taxpayer had 
invested in a joint venture and a partnership rather than in a tenant-in-common 
arrangement. 

• The replacement property was, thus, a partnership interest and was properly 
classified as personal property rather than real property. 

• As a result, the exchange was between real property and a partnership interest 
and was not a like-kind transfer. 



Section 1031
Madison Gas & Elec. Co. v. Commissioner, 633 F.2d 512 (7th Cir. 1980)

• Denied section 1031 status where co-tenants of a power plant manufactured 
electricity for resale. 

• Co-tenants combined capital to build a nuclear power plant, and each received 
a share of the jointly produced electricity, to resell to customers. 



Section 1031
• The court found that this was an in-kind profit distribution. Manufacturing

goods supports a finding of a business partnership.

• The court stated that the degree of business activity is the “business activities
test” that differentiates mere co-owners from co-owners who are engaged in a
partnership.



Section 1031
Long v. Comm’r, 77 T.C. 1045 (1981)

• The court held that an excess of liabilities received in a like-kind exchange,
constitutes money under section 1031(d) and, thus, gain was realized in the
transaction.

• The taxpayers jointly owned a fifty-percent share of a partnership and a joint
venture. Their principal asset was mortgaged rental real estate.



Section 1031

• They exchanged their fifty-percent interest in the first property for the other
fifty-percent interest in the second property, with the result that they owned all
of the second property and none of the first.

• The court established that when non-qualifying property is received as part of
a 1031 exchange, gain under section 1031(b) should be determined based on a
partnership entity basis.



Section 1031

• This treatment is essential as it disallows parties from “delaying[ing] the
recognition of gain resulting from an excess of liabilities relieved by simply
equalizing the  liabilities through a reallocation of liabilities among the
exchanging partners.” Long, 77 T.C. at 1078.

• The court further established that joint venture status, for Federal income tax
purposes, is not determined by state law or common law.



Rev. Proc. 2002-22
Technical Advice Memorandum 9645005 (July 23, 1996) 

• Addressed an exchange under Section 1033 involuntary conversion in which a
partnership distributed the relinquished property to the partners one day before
its sale, and the partners received various replacement properties (in
redemption of the partnership interests).

• IRS held that the co-tenants had sold the relinquished property as conduits for
the partnership and had never had the benefits or burdens of ownership.



Rev. Proc. 2002-22
PLR 200019014 (February 10, 2000) 

• Affirmed section 1031 status for partnerships’ transfer of fee simple interests 
in real and personal property in exchange for undivided interests in like-kind 
real and personal property to be held as tenants in common.



Section 1031
• In the 1980s and 1990s, investors/taxpayers began to avail themselves of 

convenient replacement property options through (often, professionally) 
managed tenancies-in-common

• The TIC agreements contained all of the substantive elements of a partnership 

 i.e., not arms’ length terms among co-owners but “around the shoulders” 
embrace among partners)

• In 2000, IRS announced it would not provide advance rulings for 
nonrecognition treatment where the replacement property is an undivided 
interest (Rev. Proc. 2000-46)



Section 1031
Because so many abusive tax-avoidance schemes are designed to exploit the 
Code’s partnership provisions, our scrutiny of a taxpayer’s choice to use the 
partnership form is especially stringent. 

Southgate Master Fund, L.L.C. ex rel. Montgomery Capital Advisors, LLC v. 
United States, 659 F.3d 466, 483-94 (5th Cir. 2011)



Rev. Proc 2002-22



Rev. Proc. 2002-22
• A TIC interest, unlike a partnership interest, is qualifying property for a tax-

deferred exchange

• Treas. Reg. § 1.1031(a)-3(a)(1) provides that an interest in real property 
includes fee ownership, co-ownership, a leasehold, an option to acquire real 
property, an easement or a similar interest

• See Laurance Gluck and Sandra Prusock v. Commissioner, T.C. Memo 2020-
66



Rev. Proc. 2002-22

• However, tenants-in-common must be careful not to go beyond the 
mere co-ownership of property and engage in business together, 
like partners do, or the IRS may recharacterize the tenancy-in-
common as a business entity (either a partnership or corporation) 
and disallow an exchange of the tenant-in-common’s interest.



Rev. Proc. 2002-22
• Owners’ actions show intent to create a partnership - PLR 9741017

– X and Y each owned 50% of an entity which owned 10 rental properties
– Management of the properties was performed by a corporation of which X

and Y were equal shareholders
– Management differences motivated the parties to realign the ownership of

nine of the properties so that X owned six and Y owned three



Rev. Proc. 2002-22
• No partnership agreement; Considered themselves “mere co-owners”

• Except: Filing of partnership tax return (Form 1065) for preceding 5 years
showed intent to be taxed as a partnership

• PLR notes that Treas. Reg. §1.761-1(a) provides that a joint undertaking
merely to share expenses is not a partnership.



Rev. Proc. 2002-22

• Rev. Proc. 2002-22 sets forth fifteen (15) conditions under which IRS will
consider requests for advance rulings dealing with TIC interests in real
property (other than mineral estates)

• Issued on March 20, 2002 in response to Rev. Proc. 2000-46, stating that IRS
would no longer accept requests for revenue rulings on this issue.

• Taxpayer can request a ruling that an undivided fractional interest in rental
real property is not an interest in a business entity



Rev. Proc. 2002-22

• Two years later, IRS published Rev. Rul. 2004-86 allowing a Delaware
Statutory Trust (DST) to hold real estate and be disregarded for tax purposes

• The conditions specified in Rev. Proc. 2002-22 and Rev. Rul. 2004-86 are as
follows:



Rev. Proc. 2002-22
• Tenant in Common Ownership: Each co-owner must hold title directly or

indirectly through an entity disregarded for federal income tax purposes and
must be a tenant-in-common under local law

• Number of Co-Owners: No more than 35 persons

 Note: Husband and wife and all persons who acquire interests from a co-
owner by inheritance treated as a single person.



Rev. Proc. 2002-22
• Treatment of Co-Ownership as an Entity.  The co-ownership may not:

i. file a partnership or corporate tax return;
ii. conduct business under a common name;
iii. execute an agreement identifying the co-owners as partners, shareholders

or members of a business; or
iv. otherwise hold itself out as a partnership or other form of business entity.

Note: In a nod to its ruling in TAM 9645005, if the co-owners held interests in 
the real property through a partnership or corporation immediately prior to 
the formation of the co-ownership, a ruling will be denied.



Rev. Proc. 2002-22
• Co-Ownership Agreement.  The co-owners may enter into a (limited) co-

ownership agreement that may run with the land.

- The co-ownership agreement may provide that a co-owner must offer the
co-ownership interest for sale to the other co-owners, the sponsor or the
lessee at fair market value before exercising his right to partition or
transferring his interest to a third party.



Rev. Proc. 2002-22
• Voting.   The co-owners must unanimously approve four key decisions: 

(i) the hiring of any manager (including contract negotiation, extension or renewal); 
(ii) the sale or other disposition of the property;
(iii) any leases of all or a portion of the property; and 
(iv) the creation or modification of a blanket lien encumbering the property.

With respect to all other actions, the co-owners may agree to be bound by the vote of 
those holding more than 50% (or some higher percentage) of the undivided interests 
in the property. Co-owners may not, however, provide the manager or another person 
with a global power of attorney or proxy to make decisions for them.



Rev. Proc. 2002-22
• Right to Alienate. Each co-owner generally must have the right (which may

be subject to a right of first offer granted to another co-owner, the sponsor or
the lessee) to transfer, partition or encumber the co-owner’s undivided interest
without agreement or approval of any person.

◦ Co-owners are also allowed to place certain restrictions on the right to
transfer, partition or encumber an interest in the property, if such
restrictions are required by a lender and are consistent with customary
commercial lending practices.

◦ Section 6.14 restricts who may be a lender



Rev. Proc. 2002-22
• Split on Property Sale. If the property is sold, any debts secured by a blanket

lien must be satisfied and the remaining sales proceeds must be distributed to
co-owners.

- This requirements prohibits arrangements between co- owners that are
designed to have perpetual existence following the disposition of the
property (perpetual existence being an indication of a partnership).



Rev. Proc. 2002-22
• Proportionate Sharing of Profits and Losses. Each co-owner must share n

all revenues generated by the property and in all costs associated with the
property in proportion to the owner’s undivided interest in the property.

- Any advances to a co-owner to meet expenses associated with the co-
ownership by another co-owner, the sponsor (the term “sponsor” includes a
“syndicator”) or the manager must be recourse to the co-owner receiving
such advance and cannot exceed 31-days. If the co-owner is a disregarded
entity, the advance must be recourse to the owner of the disregarded entity.



Rev. Proc. 2002-22
• Proportionate Sharing of Debt.  The co-owners must share in any

indebtedness secured by a blanket lien in proportion to their undivided
interests.

• Options.  A co-owner may issue an option to purchase his/her/its interest (a
“call” option), provided that the exercise price reflects the fair market value at
time of exercise.  A co-owner may not acquire an option to sell the co-owner’s
interest (a “put” option) to the sponsor, another co-owner, the lessee or the
lender, or any person related to the foregoing.



Rev. Proc. 2002-22
• No Business Activities. The activities that a co-owner (including their agents 

and related persons) may participate in are limited to those customarily 
performed in connection with the maintenance of rental property. Rev. Rul. 
75-374 defines those customary activities, which include heat, air 
conditioning, hot and cold water, unattended parking, normal repairs, trash 
removal and cleaning public areas.

• Advanced Note: Activities will be treated as customary activities for this 
purpose if the activities would not prevent an amount received by an 
organization described in Code Section 511(a)(2) from qualifying as rent 
under Code Section 512(b)(A) and the regulations thereunder.



Rev. Proc. 2002-22
• Management and Brokerage Agreements. The co-owners may enter into 

management or brokerage agreements with an agent, but the activities of the 
agent, sponsor or co-owner, acting as manager, may not exceed the activities 
allowed under the above condition. A management or brokerage agreement 
must be renewable no less frequently than annually, and while the sponsor or a 
co-owner may fill such capacity, a lessee may not.



Rev. Proc. 2002-22
• Co-owners are allowed to agree to authorize the manager to perform nominal

accounting and clerical functions such as:

(i) maintaining a bank account before dispersing each co-owner’s share of
net revenues;

(ii) preparing profit/loss statements for the co-owners;

(iii) obtaining or modifying insurance on the property, subject to the
approval of the co-owners; and

(iv) negotiating modifications of the terms of any lease or any debt
encumbering the property, subject to the approval of the co-owners.



Rev. Proc. 2002-22
• Management fees must not depend on income or profits derived from the

property and may not exceed the fair market value of the manager’s services.

• Any fee paid by the co-ownership to a broker must be comparable to fees paid
by unrelated parties to brokers for similar services.

• The manager must disburse to the co-owners their share of net revenues
within three months from the date of receipt of those revenues; therefore, the
TIC arrangement probably cannot accumulate earnings to maintain a
maintenance or other type of reserve.



Rev. Proc. 2002-22
• Leasing agreements. All leasing agreements must be bona fide leases for

federal tax purposes. Thus, rents paid by a lessee must reflect a fair market
value for the use of the property. The determination of the amount of rent must
not depend, in whole or in part, on income or profits derived by any person
from the leased property (other than an amount based on fixed percentages of
receipts or sales).



Rev. Proc. 2002-22
• Loan Agreements. Any person related to any co-owner, the sponsor, the

manager or any lessee of the property is prohibited from being a lender with
respect to any debt that encumbers the property or with respect to any debt
incurred to acquire an undivided interest in the property.

• Payments to Sponsor. Any payment to the sponsor for the acquisition of the
co-ownership interest (and the fees paid to the sponsor for services) must
reflect the fair market value of the acquired ownership interest (or the services
rendered) and may not depend, in whole or in part, on the income or profits
derived by any person from the property.



Rev. Proc. 2002-22
• Following issuance of Rev. Proc. 2002-22, IRS issued PLR 200327003 (July

3, 2002)

• Affirmed section 1031 status where all tenants retained the right to terminate
the management agreement and all tenants received annual notice of their
right to terminate.

• This was established, notwithstanding the fact that the management contract
would remain in place in the absence of any express termination.



Rev. Proc. 2002-22
- In re Geneva ANHX IV LLC, 496 B.R. 888 (Bankr. C.D. Ill. 2013)

• The court held that bankruptcy did not change the requirement of unanimous 
consent of all thirty-three TIC owners in order to change the form of 
ownership of the property. 

• Only 13 of the 33 TIC owners filed voluntary chapter eleven petitions to use 
bankruptcy in an attempt to transition from TIC ownership to a more flexible 
association model. 



Rev. Proc. 2002-22
Gluck, T.C. Memo 2020-66

• Numerous issues with this exchange, not the least of which is missing the 
identification deadline.

• The decision is unremarkable

• Taxpayers believed they were acquiring several tenancy in common interests 
but were found to have acquired an interest in a tax partnership.



Rev. Proc. 2002-22

• While the taxpayers may have been able to establish that the tenancy in
common interests in the identified property did not arise above mere co-
ownership, the facts of the case are inconclusive

• Case stands for the proposition that TICs can be characterized as partnerships
where the members carry on a trade or business as a collective whole and
divide the profits therefrom



Tenant-in-Common 
(TIC) Agreements



What is a TIC 
Agreement??

• Sometimes called a Co-Ownership
Agreement

• A contract among the TICs that describes
their rights

• A contract among the TICs that describes
their responsibilities

• A contract among the TICs that describes
how the real estate will be managed

• Estate planning vehicle for real estate
• Document recorded in the real estate

records that governs a property’s use
NOTE: many states allow recording of a memorandum of lease but 
rarely allow recording of  a memorandum of TIC agreement. Failure 
to record may result in the agreement being unenforceable against 
bona fide purchasers without knowledge.



What needs to be in a TIC Agreement
depends on the owners’ goals

• Inherited real estate
• Estate planning
• Shared recreational property (e.g., vacation home)
•Business property for a jointly-owned business
• Jointly-owned investment property
• Sponsored TIC investment
•Desire to be able to acquire or dispose of the

property in a Section 1031 Exchange



What happens if there isn’t a TIC Agreement?

• 100% agreement required for all decisions*

• Individual TICs who pay taxes, insurance, or upkeep expenses have limited recourse
against the other TICs

• Ability of one TIC to partition the property

• Possible taxation as a partnership

• TICs can transfer their interests

• Individual TICs’ creditors may be able to force partition and sale

*The Uniform Law Commission Tenancy in Common Ownership Default Rules Committee is drafting
uniform or model state legislation that would establish default rules for management of tenancy in
common real estate that enable less than unanimous consent for some decisions.



Issues to consider when preparing a TIC Agreement
❑Who is in charge?

❑Process for TIC Voting. When do TICs need to vote?

❑TIC rights to access/use the property

❑Allocation of profits, losses, and expenses

❑Responsibility for additional capital contributions

❑Dilution or anti-dilution?

❑Tax as a “TIC” rather than a partnership (technically, there isn’t a TIC tax classification)

❑No state law partnership

❑What happens upon death? Divorce? Bankruptcy? Incompetency?

❑Buy-sell rights

❑Mortgage lender requirements

❑Dispute resolution

❑Section 1031 requirements (may override some of the above considerations)



Key TIC Agreement provisions necessary to 
qualify for a Section 1031 exchange 

• TICs share profits, losses, and debts in
proportion to ownership

• Unanimous approval required for hiring a
manager, sale or disposition, leases, blanket
lien (e.g., mortgage)

• Individual TICs may transfer their interest

• Limit activities to “usual and customary”
real estate activities

• Fees and payments to a manager or sponsor
must be at market rates

• NOTE: few TIC ownership groups apply for
private letter rulings under Rev. Proc. 2002-
22, so many TICs do not strictly comply with
all Rev. Proc. requirements.



Common Challenges for Section 1031-Qualified 
TICs and How to Resolve Them

Challenge

• Unanimous consent for leases

• Unanimous consent for sales,
management contracts

• Sending notices to TICs, especially in a
sponsored TIC where individual TIC
addresses are confidential

• Right to transfer individual TIC interests
(mortgage lender may prohibit transfer)

Solution

• Sponsor master lease, TIC-approved
leasing parameters

• Dissenting TIC buy-out at fair market
value if a supermajority approves the
action

• Appoint a single “administrative agent”
for lender notices and who handles TIC
requests for a vote

• Right of first refusal or first offer to other
TICs



What doesn’t work in a 1031 TIC structure
• TICs giving power of attorney to a sponsor or third party so there is a single decision maker

• Restrictions on transfer of the TIC – except as required by the securities laws or mortgage
lenders – but there can be a right of first refusal in favor of other TIC owners for sales of TIC
interests

• Sponsor compensation based upon net income or net revenue. Compensation based upon
the property purchase price, sale price, or gross revenue is permissible

• Engaging in major renovation or reconstruction projects. Real estate development is a
business activity and isn’t permissible for a Section 1031 exchange. Reasonable reserves for
routine maintenance, including lender reserves, are likely permissible notwithstanding the
Rev. Proc. reference to quarterly distributions, particularly when required by the mortgage
lender.

• Operating a related business, such as a coffee shop, fitness classes, other services for
compensation.

• Delegation of decision-making on sales, finance, refinance, leasing, or hiring a manager

• Master lease where the tenant pays rent based on net income. Percentage rent
arrangements based on revenues may be permissible.



TIC Agreement Without Section 1031 Investors
• Appointment of single manager

• Allow for majority or supermajority 
approval for major descriptions

• Waiver of right of partition

• “Spendthrift” provisions

• Buy-Sell upon bankruptcy, death, etc.

• Restrictions on transfer to other TICs or 
specific family members

• Consider whether the TICs might want to 
be able to do a Section 1031 Exchange – if 
so, structure the TIC Agreement so it 
satisfies Rev. Proc. 2002-22 requirements



About disregarded entities
What are they?

A legal entity (usually a single member limited liability company) that is recognized 
under state law but not under federal tax law. 

Why do TIC investors use disregarded entities?
To protect themselves from liability arising out of the real estate. Mortgage lenders 
usually require that the real estate be held by a new LLC so the property doesn’t 
become unencumbered by other liens

Why must the entity be disregarded for federal income tax purposes?
Section 1031 requires that the SAME TAXPAYER own the relinquished and replacement
property. That means the entity that owned the relinquished property must use the 
SAME TAX ID NUMBER as that owning the replacement property. By using a 
disregarded entity, the TIC owner can use the same tax ID number while also using a 
new LLC. 

What must an LLC do to be disregarded?
Have only one member (spouses who own the LLC as community property are 
considered one taxpayer, but spouses in other states are not). The LLC should NOT 
elect to be taxed as a corporation. Income from the LLC will be reported on the 
member’s tax return (e.g., Form 1040 for an individual)



Alternatives to a TIC Agreement and 
disregarded entity

Limited Liability Company

• Doesn’t qualify for Section 1031
Exchange of individual ownership
interests, BUT the entire LLC can do a
Section 1031 exchange even if it is
taxed as a partnership

• Provides privacy for owners

• Allows for single manager

• Works best for a personal asset (e.g.,
vacation home) where the owners
aren’t focused on tax benefits or an
asset to be held by a business for its
own use

Delaware Statutory Trust

• Revenue Ruling 2004-86 describes
when a DST can be a fixed investment
trust that qualifies for Section 1031

• Very restrictive on owners – “Seven
Deadly Sins” no more equity, no
additional debt or debt restructuring,
limitations on CapEx, limits on cash
investments, no new leases, all cash
(other than reserves) must be
distributed

• Works best for a single-tenant
property under a NNN lease with
long-term debt in place



Securities Law Compliance



What is a security?
Section 2 of the Securities Act of 1933 defines security as:

any note, stock, treasury stock, security future, security-based swap, bond,
debenture, evidence of indebtedness, certificate of interest or participation in
any profit-sharing agreement, collateral-trust certificate, preorganization
certificate or subscription, transferable share, investment contract, voting-trust
certificate, certificate of deposit for a security, fractional undivided interest in
oil, gas, or other mineral rights, any put, call, straddle, option, or privilege on
any security, certificate of deposit, or group or index of securities (including any
interest therein or based on the value thereof), or any put, call, straddle,
option, or privilege entered into on a national securities exchange relating to
foreign currency, or, in general, any interest or instrument commonly known as
a “security”, or any certificate of interest or participation in, temporary or
interim certificate for, receipt for, guarantee of, or warrant or right to subscribe
to or purchase, any of the foregoing.



What is an investment contract?

SEC v. W.J. Howey Co., 328 U.S. 293 (1946):

• Investment of money

• In a common enterprise

• With the expectation of a profit

• Solely from the efforts of others*

*Solely from the efforts of others has evolved to mean 
primarily from the efforts of others.  SEC v. Glen W. 
Turner Enterprises, Inc., 474 F.2d 476 (9th Cir. 1973), cert. 
denied, 414 U.S. 821 (1973), see also SEC v. Koscot 
Interplanetary, Inc., 365 F. Supp 588 (N.D. Ga. 1973). 



Examples of things that are investment contracts

• Whiskey warehouse receipts—Penfield co.
of California v. SEC, 143 F.2d (746), cert.
denied, 323, U.S. 768 (1944).

• Chinchillas--(Miller v. Central Chinchilla
Group, Inc. (8th Cir. 1974).

• Pay phones--SEC v. Edwards, 540 U.S. 389
(2004).

• Digital Assets--Framework for “Investment
Contract” Analysis of Digital Assets,
https://www.sec.gov/corpfin/framework-
investment-contract-analysis-digital-
assets#_edn1



Why investors buy sponsored TICs
• Access to a larger property or greater diversification

than they could obtain alone

• Deed to an undivided fractional interest in fully vetted
commercial real estate

• Mortgage loan vetting and coordination to be approved
by the TIC owners upon purchase

• Formation of a disregarded special purpose entity that
complies with mortgage lender requirements

• Sponsor recommendations regarding property
management, lease terms, and sale timing and price

• Administrative support coordinating communications
with the property management company, other TICs,
mortgage lender, and eventually, real estate broker and
seller upon disposition

• Sometimes – master lease to a sponsor affiliate



What TIC sponsors do and how they are paid
• Source and conduct due diligence for the real estate – Acquisition Fee based upon the

contract purchase price plus cost reimbursements

• Source and obtain mortgage financing – Loan Fee based upon a percentage of the loan
amount

• Prepare offering documents, verify accredited status, coordinate with the exchange
accommodator, form LLCs to serve as disregarded entities – Fund Formation Fee, usually
a flat fee unrelated to the TIC equity plus cost reimbursements

• Sign the non-recourse carveout and environmental guarantees (often TICs must sign
those, also)

• Serve as Administrative Agent to coordinate investor reports, send tax information to
TICs, serve as the required single mortgage lender contact, recommend property
management and lease terms, coordinate the TIC voting and approval process,
coordinate any requested TIC ownership transfers – Administrative Fee plus cost
reimbursements

• Monitor market conditions and make recommendations regarding timing for sale and
sale price, coordinate due diligence and closing on the sale of the real estate –
Disposition Fee based upon the gross sale price



When is a TIC an investment contract?

• Triple Net Leasing, LLC, SEC No-Action Letter (Aug. 23, 2000) –
The SEC was unable to assure that a TIC subject to a master lease 
would not be considered an investment contract.

• Sponsored TIC investments usually will be investment contracts, 
even if there is no master lease, because of the passive nature of 
the TIC investment despite Rev. Proc. 2002-22 requirements

• TICs that may not be investment contracts:
Jointly purchased vacation homes for personal use
Jointly-owned property where owners share management and 
upkeep
Inherited property



When common ownership of real estate 
isn’t an investment contract

United Housing Foundation v. Forman, 421 U.S. 837 (1975)

• Investment in common stock of a cooperative housing corporation, which 
provided low-rent because of government subsidies.

• People purchased interests in the cooperative because they wanted reasonably-
priced housing, rather than because they sought a profit.

• The fact that there might also be a profit or are tax benefits doesn’t turn the 
stock into an investment contract.

For more information see: Guidelines as to the Applicability of the Federal 
Securities Laws to Offers and Sales of Condominiums or Units in a Real Estate 
Development, Securities Act Release 33-5347, available at 
https://www.sec.gov/rules/interp/1973/33-5347.pdf



Requirements for TICS that are securities

• Registration with the SEC – or exemption
from registration (Securities Act of 1933)

• State Blue-Sky Law compliance (unless pre-
empted by federal law)

• Compliance with anti-fraud requirements
(state and federal)

• Compliance with broker-dealer laws
(Section 15(a) of the Securities Exchange Act
of 1934). Using licensed broker dealers to
sell securities is the safest approach but
frequently is not economically feasible,
especially for smaller TICs.



Securities registration exemptions
• Statutory private placement exemption (Securities Act

Section 4(a)(2))*
• Rule 506(b)
• Rule 506(c)
• Intrastate (Securities Act Section 3(a)(11) and Rule 147A)*
• Rule 504*
• Regulation A+*
• Regulation CF

* State securities law is not preempted for offerings under these exemptions, so
Blue Sky Law compliance will be required unless there is an exemption



Requirements for the Rule 506(b) exemption

Sales to accredited investors

• Unlimited number of investors (but lenders may 
limit the number and there is a limit to how 
many investors is manageable)

• Investors may self-certify accredited status as 
long as the sponsor reasonably believes they are 
accredited

• Need not be sophisticated

• No particular disclosure required but must 
comply with anti-fraud provisions requiring 
disclosure of material information

• No general advertising or general solicitation

• Investors may self-certify accredited status as 
sponsor has a reasonable belief they are 
accredited

Sales to unaccredited investors

• Limited to 35 unaccredited investors

• Unaccredited investors must be sophisticated 
or advised by a sophisticated person

• Sponsor should obtain information supporting 
sophistication

• Sponsor disclose specific information similar 
to that in a registered offering in addition to 
complying with anti-fraud provisions requiring 
disclosure of material information. 

• No general advertising or general solicitation



Requirements for the Rule 506(c) exemption

• General solicitation and general advertising are permitted

• All investors must be accredited

• Accredited status must be verified (sponsor may not rely 
solely on self-certification)
oInvestment advisor, CPA, or attorney verification
oBank verification
oThird-party accreditation service
oMust verify only once every five years for each sponsor, self 

certification permitted in subsequent purchases with the same 
sponsor



If sales are not made by licensed broker dealers

• No transaction-based (success-based) compensation to unlicensed
individuals

• SEC disfavors even non-transaction-based payments to finders
oPaul Anka No-Action Letter (July 24, 1991)
oRelease 34-90112 issued in proposed an exemptive order would have 

granted conditional exemption to broker registration (not adopted) 
https://www.sec.gov/rules/exorders/2020/34-90112.pdf

• Rule 3a4-1 safe harbor for associated persons of the issuer
oMinisterial and clerical activities are allowed
o Individuals engaged in the sale of securities may be involved in only one 

transaction in a 12-month period
oLimited to officers, directors, employees, and individuals in similar 

positions with the issuer or sponsor



Additional Resources
E. Whitman, A “TIC”ing Time Bomb: Rule 506 Meets Section 1031, 12 Fordham
Journal of Corp. & Fin. Law 121 (2007), available at
https://ir.lawnet.fordham.edu/cgi/viewcontent.cgi?referer=&httpsredir=1&article=
1225&context=jcfl (discusses Rule 506(b) offerings of sponsored TICs)

FINRA, Notice to Members 05-18, available at https://www.finra.org/rules-
guidance/notices/05-18 (includes a general discussion of sponsored TICs, as well as 
broker-dealer compliance requirements)

NNN 2003 Value Fund, LLC No-Action Letter (October 17, 2005),  available at 
https://www.sec.gov/Archives/edgar/data/1260429/000095013705012452/filena
me10.htm (discusses TICs and compliance with the Investment Company Act)

OMNI Brokerage, Inc., et al. No-Action Letter (January 14, 2009), available at 
https://www.sec.gov/divisions/corpfin/cf-noaction/2009/omni011409.htm
(discusses the master lease structure in sponsored TIC investments)
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Mortgage Lender Requirements



Mortgage Lender Requirements
• Several issues may arise for lenders due to the inherent characteristic of TICs 

that grants each co-owner an “undivided but separate” interest in the property

• The implication of this unique principle is that each co-owner has a right to 
possess the whole undivided property, but the co-owner’s interest may also be 
transferred without the consent or knowledge of the other owners and without 
eliminating the TIC. 



Mortgage Lender Requirements
• As a result of this, each co-owner has a fractional interest in any loan

financing the TIC, and the potential for issues arising during the repayment
process substantially increases.

• To ensure that such concerns are mitigated for the lender, we have identified
ten key issues that mortgage lenders and TIC borrowers should be aware of.



Mortgage Lender Requirements
1.  Nature and Identity of  Co-Owners

The inherent nature of a TIC is that a loan to one is a loan to every individual co-
owner of the TIC. 

As a result, each individual member is jointly and severally liable for the 
repayment of a loan financing the TIC in proportion to their undivided interests. 
See Rev. Proc. 2002-22, §6.09



Mortgage Lender Requirements
To mitigate issues in the repayment process, lenders will (1) ensure that every 
individual co-owner signs the loan document, (2) require each co-owner to be a 
disregarded entity, (3) consider whether a recourse or non-recourse loan is 
appropriate according to each individual’s financial standing, (4) receive 
suretyship protections from each co-owner and (5) be certain the customer 
identification requirements passed as part of the USA PATRIOT Act applies to 
each individual co-owner. 



Mortgage Lender Requirements
2. Leasing Requirements – Master Lease Structure

One of the most difficult requirements imposed by Rev. Proc. 2002-22 is that all 
tenants in common must unanimously approve of any lease or re-lease of a 
portion or the entirety of a property. See Rev. Proc. 2002-22, §6.05

One way to address the problem is by using the master lease structure. 

A master lease separates ownership from the daily leasing activities, and the terms 
are fixed at the time of investment. Changes to the document should rarely be 
necessary during its term. 



Mortgage Lender Requirements
Under a master lease, the master lessee bears the risk of market rent fluctuations, 
but it also flattens the risk curve for the co-owners and the lender. 

Lenders are typically familiar and comfortable with the master lease structure so 
long as it is subordinated to the lender’s deed of trust/mortgage and the master 
tenant gives a leasehold mortgage (and an assignment of the property leases and 
rents) to the lender. 



Mortgage Lender Requirements
3. Partition

Lenders will require the TIC Agreement to affirmatively waive the right of 
partition and the right to claim an ouster (where applicable) under state law

The TIC agreement should also provide that none of the co-owners have a right to 
possession of the underlying property



Mortgage Lender Requirements
4. Limiting Free Alienability
Lenders will not permit free transfer of TIC interests without the lender’s prior 
review and approval
While Rev. Proc. 2002-22 requires that each co-owner maintains free 
transferability of their interests, it also states that “restrictions on the right to 
transfer that are required by a lender and that are consistent with customary 
commercial lending practices are not prohibited”.
See Rev. Proc. 2002-22, §6.06



Mortgage Lender Requirements
5. Management

Rev. Proc. 2002-22 requires that certain important decisions affecting the property 
must be approved by a unanimous vote among the co-owners.

Decisions requiring unanimous approval are all the anticipated key decisions: 
hiring and firing the manager, selling the property, creating or modifying the 
blanket lien, etc.

These decisions may be (and typically are) delegated to a professional third party



Mortgage Lender Requirements
Lenders will require TIC agreements to include provisions that prevent deadlocks

These provisions typically include buy-sell options among co-owners to remove 
dissenters while preserving the TIC
See Rev. Proc. 2002-22, §6.05



Mortgage Lender Requirements
6.  Subordination

Lenders will require that the TIC agreement and the third party property 
management agreement be subordinated to the loan agreement (and all other loan 
documents).

7. Promoter Fees

Lenders will require a provision ensuring that the payment of such fees by the co-
owners are deferred or prohibited if the loan is not paid in a timely manner.



Mortgage Lender Requirements
8. Promoter/Manager Obligations

Under circumstances in which the TIC was formed and is led by a promoter, it is
possible that the co-owners would be asked to indemnify against certain losses
that may be suffered as a result of the transaction (e.g., investment losses,
hazardous substance response costs, or litigation loss).
If there are such indemnity obligations to the promoter, lenders will remove, limit,
cap, condition or subordinate them.



Mortgage Lender Requirements
9. Revenues

Because co-owners may only engage in activities related to the maintenance and
repair of property, lenders will review business activities of the TIC
Lenders have vested interest in the TIC remaining qualified within the scope of
Rev. Proc. 2002-22
If it fails, marketability of property may suffer or eliminate liquidity of TIC
interests
See Rev. Proc. 2002-22. § 6.11



Mortgage Lender Requirements
10. Bankruptcy

Individual TIC owners may seek to have TIC agreement rejected as an executory
contract
If rejected, bankrupt TIC owner could seek right of partition
Lenders therefore will require that co-owners are organized as bankruptcy
remoted SPEs and that the TIC agreement include buy-sell provisions declaring
default and permitting other co-owners to purchase the defaulting TIC owners
interests



Thank You
STEVEN P. KATKOV, ESQ.
COZEN O’CONNOR
33 SOUTH SIXTH STREET, SUITE 3800
MINNEAPOLIS, MINNESOTA 55402
TEL: (612) 260-9037
EMAIL: SKATKOV@COZEN.COM
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