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Real Estate Talking Points

1. You've probably heard of commonhold...but what
actually is it?

Property investors and occupiers alike will be familiar with the
concept of freehold and leasehold ownership. But what about
commonhold?

The concept of commonhold was introduced over 20 years ago
by the Commonhold and Leasehold Reform Act 2002 (coming
into force in 2004) — but it was not widely adopted and, in

its current form, remains rare; this is why (for now, at least)
leasehold ownership remains the norm for multi-occupied
buildings. However, in the residential sector in particular,
leasehold ownership has been described as “feudal” and
“unsatisfactory”; key reasons for this include the fact that leases
have a fixed term which will eventually expire (meaning the value
in them gradually deteriorates), and key management decisions
are made by the freeholder. Commonhold was introduced to
provide an alternative, where the owners’ interests are no longer
time limited by the length of the lease and decision-making

is transferred to the owners (thereby avoiding some of the
perceived unattractive features of long leasehold ownership).

In short, commonhold is a form of freehold ownership intended
for use in multi-occupancy developments — for example,
apartment blocks. Each unitholder owns the freehold of their
unit, and a commonhold association (which takes the form of a

company limited by guarantee) owns and manages the common
parts of the property — for example, staircases, lifts, car parks
and communal gardens. The members in the association

are the unitholders, who can vote on decisions affecting the
commonhold — this means that the unitholders effectively own
a share in the common parts through their membership in the
commonhold association company, as well as the freehold

in their unit. A commonhold association is required to have

a “commonhold community statement” which acts as the
“rulebook” of the commonhold: it sets out the rights affecting the
property in the commonhold and the rights and duties of

the unitholders and any tenants — much of this is standard
form, ensuring that the management of commonholds is
somewhat consistent.

Commonhold is mainly discussed in the context of the residential
sector, but it’s worth noting that the concept could also be
applied to commercial real estate too. The unit could be an
apartment within a block, a house on an estate which shares
communal facilities with other homes on the same estate, a unit
within an industrial estate, an office within a multi-storey building
or a shop in a shopping centre.

If commonhold takes off (as the Government seems to intend),
this will really shake up property transactions and will require
investors, occupiers, lenders and advisers to get up the curve on
commonhold very quickly.

2. Why has commonhold been so unpopular to date?

Systems similar to commonhold have been successful in other
jurisdictions (such as Australia), but it has never really taken off

in the UK. There are probably several reasons for this — perhaps
primarily the fact that the freeholder’s consent is required before
a commonhold can be established (on top of which, consent from
sub-tenants and any lenders with an interest secured over the
building is also required). Conversion of a leasehold structure into
a commonhold will cause the existing leases to terminate (and
the units to become freeholds), so it is easy to see how this
process may be seen as unattractive for landlords who

would lose their reversionary interest upon conversion to a
commonhold structure.

Concerns have also arisen around how to deal with collective
decision making, which could lead to disputes or inefficiencies
where there is poor co-operation or low engagement levels
amongst the unitholders.



3. The 2018 consultation

In 2018, the Law Commission consulted on the perceived failure
of commonhold since its introduction in 2004 and considered how
to make commonhold the preferred alternative to leasehold. Its
report was published in July 2020, and recommendations included
making the process to convert leaseholds to commonholds easier
and improving mortgage lenders’ confidence in commonhold.

Due to the requirement for unanimous consent of all interested
parties (as described above), the Law Commission deemed
commonhold in its current form as being “almost impossible
to achieve”.

As part of the Law Commission’s recommendation to make
conversion to commonhold easier, it has suggested that
conversion may take place without the consent of the freeholder,
lenders or unanimous consent of all leaseholders. The Law
Commission has also suggested that:

a. the existing collective enfranchisement process (which
enables leaseholders to acquire the freehold) could be
adapted and simplified to facilitate conversion to commonhold
by way of a new “acquire and convert” process;

b.the collective agreement of at least 50% of leaseholders
should be sufficient;

c. tenancies should automatically continue on conversion, and so
the consent of sub-tenants should not be required; and

d. mortgages should transfer automatically from the lease to
the commonhold unit so, as above, lender consent should
not be required — the thinking here is that security over a
commonhold unit should be considered to be “superior” as
the pitfalls associated with leasehold security (such as the
risk of forfeiture and the fact that the interest is time-limited)
fall away. Lenders will need to consider whether they require
security over the unitholder’s shares in the commonhold
association as well as the freehold unit itself (and, if so, this
may require fresh security to be taken). It is worth noting
that the Law Commission has emphasised the importance of
getting lenders “on side” if commonhold is to be a success
and, alongside the 2020 report, it published an open letter to
lenders outlining the steps taken to address their concerns.
However, no mention is made of taking fresh security over the
shares in the commonhold association.
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These recommendations are likely to be controversial, and it
will be interesting to see which, if any, make their way into the
draft legislation.

Shortly after publication of the report, in May 2021, the
Government established a Commonhold Council (comprising
various leasehold groups, academic bodies and industry
representatives) with its tasks including: (i) providing advice on
how to support commonhold owners in taking on responsibilities
for their building; and (ii) ensuring that different parts of the
property industry, such as lending, property management and
conveyancing, are ready to provide for the “widespread adoption
of commonhold”.

4. What is to come?

Many will be sceptical of the Government’s ambitions to
reinvigorate commonhold — as previous governments have tried,
but failed, to do the same. This Government intends to publish
the draft legislation on leasehold and commonhold reform in the
2024-25 parliamentary session and we will be monitoring this as
it progresses.

For now, there are a number of unanswered questions - for
example: (i) how to incentivise developers and occupiers to
start using commonholds over the more familiar leasehold
structure; (ii) will lenders (for both developers and unitholders)
collectively be persuaded that commonhold is an acceptable
form of security; (iii) will unanimous consent be required for the
conversion of existing leaseholds to commonhold; and

(iv) how will the various forms of affordable housing (which
sometimes rely on a long lease being put in place) work if
commonhold becomes the default tenure for multi-occupancy
residential buildings?

It has been suggested that the introduction of a deadline (also
known as a “sunset clause”) would be the only way to ensure
that new developments are introduced on a commonhold basis.
So far, there has been no indication from the Government as

to whether such a deadline will be introduced, but the Law
Commission did note in the 2020 report that the evidence
gathered implies that commonhold will not be used unless it

is made compulsory or adequate incentives are put in place

to make it more attractive to developers than leasehold (or,
conversely that leasehold is disincentivised sufficiently to make
it less attractive than commonhold).
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Whilst housing policy remains high up on the current political
agenda, could this Government have more success with
commonhold than its predecessors? We will have to wait

and see — but, if it succeeds, this could be one of the most
groundbreaking and radical reforms the property industry has
seen for quite some time, and developers and investors (and their
lenders) would need to consider the impact of commonhold on
the structuring of transactions at an early stage.

If you would like to discuss any of the topics mentioned in
this article, please do not hesitate to reach out to your usual
Linklaters contact.
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