
As-Is Purchases and Sales

Most commercial properties are sold on an “as-is, where-is” basis.  Frequently, that is virtually all that the transaction documents will say about the concept.  In such cases, the interpretation of what is meant by “as-is, where-is” would simply be left to the courts to interpret.  A more sophisticated commercial seller, however, usually tries to provide detail about what is meant by “as-is, where-is.”

Careful drafting of the provisions describing an “as-is” sale will include addressing the following:

(a) The buyer should be relying on its own due diligence with respect to the property and should not be looking to the seller to be responsible to provide information or otherwise guaranty the condition of the property.  As a result, seller’s representations are generally limited in scope, providing only information that the buyer cannot reasonably discover by performing a thorough investigation of the property or through means other than disclosure by the seller.  Frequently, the seller’s representations are limited to the current, actual knowledge of certain designated individuals acting on behalf of the seller.

(b) Seller’s representations are generally modified by what the buyer or its representatives actually know or that is disclosed in the due diligence materials prior to the expiration of the due diligence period.  This concept is important, since it prevents a buyer from discovering adverse facts in its due diligence and then using those facts as a basis for either terminating the purchase and sale agreement prior to closing or making a claim against the seller after closing for breach of representations.  It also puts the burden on the buyer to make sure that it has reviewed, to its satisfaction, all information regarding the property that it deems necessary or appropriate.

(c) The buyer should release the seller from liability with respect to the property.  A seller would like to make it clear that, except in connection with the breach by the seller of the representations and warranties or the obligations of the seller that expressly survive closing, the buyer is not permitted to sue the seller after closing.

(d) The buyer should be required to assume liability with respect to the property and indemnify the seller.  An assumption goes beyond the protections of the release, and effectively shifts the responsibility for certain liabilities entirely to the buyer.  Ultimately, this protects the seller from the buyer “sandbagging” or doing a less than stellar due diligence job, since the buyer will be responsible for third party claims and cannot plead that the claimant should sue the seller.  The parameters of what a buyer assumes can be highly negotiated, but if the sale truly is an “as-is” sale, the buyer should assume liability (i) that arises under leases and contracts after closing, (ii) that buyer knows about or that is disclosed in the due diligence materials, and (iii) arising as a result of the physical condition of the property.

Patriot Act and Anti-Money Laundering Statutes

Very shortly after the terrorist attacks of September 11, 2001, President George W. Bush signed Executive Order 13224 - an order intended to inhibit terrorist activity by blocking financial support to terrorists resulting from property and transactions in the United States.  Since that time, other anti-money laundering and anti-terrorist financing laws were passed, including the Uniting and Strengthening America by Providing Appropriate Tools Required to Intercept and Obstruct Terrorism Act of 2001 (the “Patriot Act”).  These laws use the existing legal framework for the prevention of anti-money laundering and tax evasion (Bank Secrecy Act and Office of Foreign Assets Control) as the basis to apply to a wide range of customer due-diligence and organizational requirements on financial institutions and other entities.

The Legal Framework

Executive Order 13224:  Less than two weeks after September 11, 2001, President Bush signed Executive Order 13224 entitled Blocking Property and Prohibiting Transactions With Persons Who Commit, Threaten to Commit, or Support Terrorism (the “Order”).  In order to “combat the financing of terrorism,” transactions with known terrorists and terrorist organizations (“prohibited persons”) are barred.  These prohibited persons are listed on the Annex to the Order or are those found to be covered under the Order by the Secretary of State or Secretary of the Treasury.  If any property or interests owned by a prohibited person is in the United States, or in the possession of a United States person, the Order blocks or freezes the property.

According to the Order, the term “United States person” includes entities (such as partnerships, associations, corporations and other organizations and groups) “organized under the laws of the United States (including foreign branches of non-domiciled banks, organizations and groups) as well as any individual or entity in the United States.”

The Order grants the U.S. Secretary of the Treasury the authority to promulgate rules and regulations to implement the goals of the Order.  All businesses that may potentially deal with prohibited persons or their blocked property must closely monitor any such legal changes.

Office of  Foreign Assets Control:  The U.S. Treasury Department’s Office of Foreign Assets Control (“OFAC”) maintains the regularly updated “Specially Designated Nationals and Blocked Persons” (“SDN”) list of individuals and entities with whom United States persons are prohibited from doing any kind of business.  The restrictions imposed by this list are much broader than those in the Order, because the SDN list includes individuals and entities other than terrorists and terrorist groups, such as money launderers and drug traffickers.  Any type of transaction with a prohibited person on the SDN list is illegal.

The U.S. Treasury Department has also issued rules requiring banks and other financial institutions to verify the identity of potential accountholders and reject wire transfers or cash transactions with prohibited persons or entities owned or controlled by prohibited persons.  As soon as the account is opened and prior to execution of wire transfers, the banks are required to continue checking the identity against lists of known terrorists, such as the SDN list.

The Bank Secrecy Act:  The Bank Secrecy Act (the “BSA”) grants the U.S. Treasury Department the authority to require financial institutions to maintain records of transactions involving currency and to institute anti-money laundering programs.  The term “financial institutions” is very broad including, among twenty-seven types of entities, banks, private bankers, securities broker/dealers, money transmitters, credit card companies, insurance companies and travel agencies.

The Patriot Act:  On October 26, 2001, President Bush signed the Patriot Act , which in part amended then-existing anti-money laundering laws to include measures to combat terrorist financing.  In particular, Title III of the Patriot Act, also known as the International Money Laundering Abatement and Financial Anti-Terrorist Act of 2001, aims to strengthen “United States measures to prevent, detect, and prosecute international money laundering and the financing of terrorism.”  To accomplish this goal, the Patriot Act requires “financial institutions,” to establish both customer identification and money laundering programs.  “Financial institutions” are subject to heightened requirements regarding special information gathering and record-keeping requirements under the already existing legal framework.

The Patriot Act incorporates and amends the BSA definition of “financial institutions.”  The Patriot Act both applies more anti-money laundering provisions to “financial institutions” as well as increases the types of financial institutions that must be regulated.  Whereas the BSA granted the U.S. Treasury Department the authority to regulate financial institutions, the Patriot Act orders it to act on that authority to impose record-keeping, monitoring, and anti-money laundering regulations on additional financial institutions.

Loan and finance companies and “persons involved in real estate closings and settlements” are included as “financial institutions” for these purposes under the Patriot Act.  However, such entities have so far been exempt from the requirement to implement anti-money laundering programs.  Furthermore, although the Patriot Act directs the Secretary of the Treasury to issue regulations setting forth the minimum standards for loan and finance companies, it can be expected that those entities need to follow rules similar to those already developed for banking institutions.  In contrast, the phrase “persons involved in real estate closings and settlements” is quite vague and potentially covers a wide range of persons, such as attorneys, title companies, mortgage brokers, escrow agents and appraisers.

The U.S. Secretary of the Treasury has delegated the authority to oversee the enforcement of the BSA to the Financial Crimes Enforcement Network (“FinCEN”).  Therefore, it is up to the Director of FinCEN to implement a definition for “persons involved in real estate closings and settlements.”  On April 10, 2003, FinCEN issued an advance notice of proposed rulemaking, to obtain comments from the public regarding the implementation of anti-money laundering regulations in the real estate arena.  Included in the request for input was a call for guidance on crafting a definition for the phrase.  FinCEN has not yet determined whether to issue proposed rules that would affect persons engaged in real estate closings and settlements.

The due-diligence procedures for financial institutions under the BSA can be considered the most developed when collecting, verifying, and assessing customer information.  Those standards set the stage for the requirements for other persons, entities and organization which were included in the BSA pursuant to the Patriot Act.  Typically, the customer name, address, Taxpayer Identification Number (IRS W9 Form) and other information about the customer must be obtained.  In recent years, banks had to proceed with enhanced due-diligence under customer identification programs (so-called “know-your-customer” policies) as well as risk ratings to measure potential customer exposure.

Another obligation that may be applied to other financial institutions is the requirement for the implementation of an anti-money laundering compliance program.  Currently, certain financial institutions are required to establish anti-money laundering programs which follow the following minimum requirements:  (1) develop internal policies, procedures and controls to prevent the financial institution from being involved in any money laundering or terrorist financing; (2) designate a compliance officer to monitor money laundering activity; (3) maintain an ongoing employee training program; and (4) employ an independent audit function to test the compliance program.

Under the Patriot Act, financial institutions that maintain “correspondent accounts,” business relationships with non-U.S. financial institutions, must determine whether the accounts involve any potential money laundering and/or terrorist financing liability.  If such risks exist, the financial institution must implement their own controls to ensure that such activity can be detected, monitored and prosecuted.  The U.S. Treasury Department has not yet issued any regulations applying these requirements on any financial institutions other than banks.

Standard Due Diligence To Protect from Liability

Customer-Scanning Against List - In order to make sure they are not violating any of OFAC’s sanctions or restrictions, parties should check the name of an entity and its owners, shareholders, or investors names against the OFAC SDN list.  If there is a match, further investigation must be done to confirm it is not a coincidental false match.  If it is a positive match, the transaction should not be closed and should be terminated.

Know-Your-Customer - Although developed as standard procedure for banking institutions, other financial institutions should follow a concept to obtain sufficient knowledge about their customer (credit checks, background checks, etc.).  It is crucial under the BSA to determine the true identity of each customer and not to proceed with transactions when customer identity or business activity can not be determined.  Typical sources of information are the organizational documents (Tax Identification Numbers, Passports, Driver Licenses, Certified Articles of Incorporation, Partnership Agreement, Trust Agreement and government-issued business licenses, Financial Statements, etc.).

Documentation - If the names do not appear to be on the list, to further protect themselves, financial institutions should add a representation requiring the other party to represent that prohibited parties are not currently related to the transaction in any way.  For protection against events and potential transfers and/or assignments in the future, a financial institution must also make the other party covenant that prohibited parties will not be introduced to the deal at any later point in time.

Keep Up to Date with Legal Developments - Real estate professionals and financial institutions should closely monitor for legal developments affecting the real estate industry issued to implement the goals of the Patriot Act and the BSA.  The U.S. Treasury Department has yet to issue regulations imposing anti-money laundering compliance programs on real estate lenders other than banking institutions, however, it is expected to continue issuing regulations affecting additional types of financial institutions.  As noted above, regulations regarding “persons involved in real estate closings and settlements” could be issued sometime in the near future.

Condo Conversion Liability

Some State legislatures have passed laws that impose liability for construction defects on developers of buildings that are converted to condominiums, even though the original developer is not the entity that did the conversion.  Consequently, a developer of a residential property could find itself with liability to condo owners several years after the property was originally constructed and years after the property was sold by the developer.  While at this point such statutes are more prevalent in the Western US, the Illinois legislature has considered passing a similar law.

To protect themselves from such future liability, developers have included provisions in the purchase and sale documents whenever a residential property is sold, regardless of whether they know that their buyers intend to convert the property to condominiums.  Here are a two examples of protections that could be included:

Require an indemnity on behalf of the buyer of the property for any liability that a developer would have to condo owners under a state statue.  One issue with such an approach is that to be effective the indemnity should come from an entity that has significant assets over and above the property being purchased.  If the indemnity is from a single purpose entity buyer, then it will be rendered meaningless when the property is subsequently sold (either through a traditional sale or a condo conversion).  Another issue to consider is that the indemnity should cover acts not only of the initial buyer, but also all successor owners of the residential property.  While it certainly can be difficult to persuade a buyer to responsible for the acts of a potentially unrelated successor, by requiring such a broad indemnity, each buyer and its successors are effectively forced to require a similar indemnity from each subsequent owner.

Another method used to protect sellers is to require that any condo converter establish a fund upon conversion that would be used to make repairs that could be the responsibility of the developer under the statute.  To ensure that this is done even if the conversion occurs years after the developer initially sells a property, a covenant would be recorded against the property in the county records.  While this mechanism would only protect the developer for the amount in the repair fund, it would eliminate the need for a developer to defend itself from many of the smaller claims that could be made under the statute.
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