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Real Estate and Professional kiability

.

Real Estate is a generic term covering a multitude of sins; the real estate
market which generates the need for professional services is the last of
the great camel bazaars and the term professional needs to be applied with
care. It is useful to divide the subject into categories.

Appraisor-Consultant

. Brokers for real estate, mozﬁages, etc.
Builder=Contractor s

Morgtage lenders

Investment Packagers
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. Major lending institutions have provided an ellaborate system for errors

and ommissions protection on each indivual loan, for general administration,
and ultimately, in the case of REIT's the ultimate defense of excessive
cost of proof of malfascsians actions by an injured plaintiff.

A. Lawyers and engineers have defined exposures.

B Builders have a significant product liability and consumer protection
exposurefor which they are divisésg their own limited warranties,
disclosure controls (Such as contract acknowledges, taped closings,
and disclaimers).

C. Therefore today we will talk about the appraisors- Consultants, Brokers,
and Investment Packagers.

Until recently appraisors operated under case law analygous to that of
accounting in the '40s and '50s.

A. Injured plaintiff must have privity of contract, must prove negligence
was material and could have been avoided by due diligence.

B. Apprisor is generally paid by property owener even though the report
is primarily for the benefit of third party such as lender, buyer,
assessor, ect.

C. Appraisor traditionally defined procedures by approved professional
format, disclaimed responsibility for sources, non-ebservable
conditions and stylizéd the answer for a fictitious set of conditions.

D. A limited error and omission policy for typtecadraphical errors, report
production flaws, etc. It does not cover the consequences for relying
solely on the evidence.

E. However in the past five years three major extensions of exposure to
litigation cogts or real liability to thérd parties has appeared;

1. Changing skill levels required relative to physical and environ-
mental attiibutes of property and land use law.

2. Real estate as a security and appraisal responsibility to SEC

3. The era of consumerism and litigation

F. Recently an SRA advisor council recomended that the professional
society:

1. adopt an uniform contract for an appraisal assignment setting forth
general assumptions, specific conditions, and limitations on liability
where client refuses to employ envirnmental or engineering experts.

2. define professional advantages of incorporateing in a subchapter S
corporation

3. explore feasibility of obtaining a group type errors and omissions
policy for professionally designated members

L. pational professional organization providing legal counsel for appeals

G. With increase in tax shelter investment deals, SEC intervenes and

declare all partiel interest in real estate to fall under Blue Stase
State and Federal Blue St=te @y laws.
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1. SEC makes all parties to a prospectious equally relaibe should
a disgruntled investor prove a significant or material omission.
Lawyer, Accountant, and Appraisor are all liable to third parties.

2. Lawyers and accountants can ebtain expenses liabléty coverage but
appraisors cannot.

3. Cost of insuracne has concentrated legal and accounting business in
a few firms; appraidsrs ane now relactant to.apprai#sal journals.

H. Consumerism spawnes litiagation.

1. For example truth and lending provides appraisals to borrower.
If appraisor is critical of contractor, home buyer may show
appraisal to contractor who will then sue apprasior for disparigment.

2. Unsatisfied inv@estor may sue appraisor if forcast donot come trued
or property resales for more than appraised value to original buyer.

IV Real Estate brokers have growing exposure for many of the same reasons as
appraisors but their problems are compounded by having a double loya]fﬂ.

A. The broker is the agent of the sellerbut has a responsibility under

the licensing laws to protect the congumer in inverse proportion to
consumer knowledge of the subject.
B. Some states like Wisc. place a specifidburden on the broker to no
zoning limitations, flood plains, and suitability soils. |In addition
some state courts hold realtds to high level of disclosure. (Proximity
of airport case and soils case)
C. Projections about the future of real estate is a most @ifficult period.
1. Some states like Oregon and Florida have rules that a real estate
deal couldaVoided just because projections were mistaken 'by almost
L0o%'" even though in one case the investor still made money .

2. For years the SEC banned projections for fear investors would take
it as a promise but in Feb. 1973 it reversed its policy and permitted
projections. Each state varies. Cal. requires projections for invest-
ment real estate while New York forbids it as case law states ''it
is impossible to predict future income''.

D. As real estate brokerage becomes subject to more securities contral, the
broker becomes an investment type packager.

E. As brokers expand sales forces, control and quality of sales people de-
clines. Brokers maintain sales people are independent contractors while
law makes them agent of broker. Doctrine of ficarious liability is closing
in an brokers.

1. More control of real estate closings by seperating the hostess whose
shows the model but will not talk about sale and license salesmen
in bugged closing room.

2. Increasing training session dignified by legal requirements to define
level of training responsibility .

3. Provision for contract recision as liquidated damages.

V. Until recently courts have held that a securities issuer was liable to the
investor merely because projections may have widely missed the mark.
A. Recently the Supreme court in Ernst and Ernst v. Hochfelder said that
liability must be premised on an intent to deceive or fraud rather
than beasause projections substantially exceded actual results.
B. Lower federal courts have expanded the intentional deceit to reckless
disregard of the truth.
1. In short, knowing assumptions are unrealistic or negligence in reseaarchin
assumptions leads to liability.
2. Disclosure of projections selectively, wtther in terms of who sees
them or in terms of the information that is disclosedé$.
3. The presentation of projections in a format that will mislead investors.
k. The failure to disclose essential, but resk-inherent, assumptions
which would not be obviok to investors.
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C. To avoid liability ofr projections about the future, the SEC recomende

1.

2.

that the party responsible for mamking the projection disclosure
have a reasonalbe basis for its results;

that the projection be presented in an appropriate format;

that the accompanying disclosures facilitate investor understanding
of the basis for and limitations of the projection.

D. Other mebhods of limiting liability :

1
2.
3.
4
5

disclaimers

outside opinions and reviews

seperating returns from the property from returens feom the individual
investor due to changing tax positions of investors

presentation of alternative outcomes or arranges

presentation of alternative investment so that investor makes the
final decison or choice .

Consultant, appraisor, and packager may face a sliding scale of liability
depending on previous credibility or failure to keep abreeast of rapidly
cha‘nging adminstrative rules of SEC, IRS, OILSR, or local land use control
agencies.



