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WITH the incredible rise of foreclosures 
and real estate owned properties, 
lenders are looking for agents to 
exclusively handle bundled listings for 
hundreds of foreclosed homes, which 
could ultimately result in lucrative 
commissions. For struggling real 
estate agents and brokers, the offer is 
enticing. However, by signing contracts 
with lenders, these agents may be 
unknowingly taking on additional 
liability not covered by their errors and 
omissions policies. 

Pitfalls of REO Properties
REO is an acronym for real estate 
owned property. Typically, the bank 
or lender acquires title to the property 
through the foreclosure process. As 
a result, most REO properties are 
characterized as distressed. Prior to the 
owner leaving, they likely experienced 
fi nancial diffi culties and neglected 
to take care of the property, leaving 
the property riddled with potential 
hazards such as structural defects. It’s 
also possible that the owner may have 
stripped the property of its otherwise 
permanent fi xtures, and further 
damaged the home out of spite.

Once the foreclosure process occurs, 
the REO property might sit vacant for 
months, incur further problems, and 
possibly get vandalized. Often, banks 
or lenders are not in the same state as 
where the property is located. More 
importantly, these entities are not 
traditional home sellers. This is why 
they seek out the services of real estate 
agents and brokers to handle the listing 
and sale of an REO. 

Errors and omissions (E&O) insurance, 
also called professional liability 
insurance, covers the amount a real 
estate broker is legally required to pay 
as damages for a loss that results from 
performing specifi c real estate duties. 
All policies specifi cally outline the 
scope of services that will be covered. 

According to a 2009 study conducted 
by the National Association of Realtors, 
there was a signifi cant decrease in the 
rate of E&O insurance provided by 
fi rms: only 13% of all realtors received 
it in 2008, down 10% from the 
prior year. E&O coverage was more 
common in non-franchised subsidiaries: 
in 2008, 17% of realtors in non-
franchised subsidiaries of national or 
regional corporations received E&O 
insurance as a benefi t, compared 
to 13% in franchised subsidiary 
companies.

For those that do carry coverage, 
misrepresentation and failure to 
disclose are amongst the most common 
claims under such policies. Agents 
are generally protected for failure to 
disclose latent or “hidden” defects. 
However, they should proceed with 
caution before signing any required 
REO agreements with lenders. Lender  
contracts may attempt to shift the 

risk to agents to indemnify or hold 
lenders harmless from lawsuits and 
liabilities associated with a property. 
Some lender agreements require the 
brokerage to name the lender as 
an additional insured on their E&O 
insurance. Most E&O policies have 
exclusions when one entity agrees to 

assume the liability of another. This 
is why every agreement needs to be 
reviewed by an attorney to determine 
the precise responsibilities and 
potential risks of agents.  

De Facto Property Managers
Lenders may also attempt to place non-
traditional responsibilities on agents, 
such as taking care of the property, via 
agreement. These might include the 
following:

 • Trash removal;
 • Professional cleaning;
 • Winterizing the property;
  • Making sure the lawn is cut and in  
compliance with city regulations;
 • Hiring contractors to make repairs;
 • Turning the utilities on and off; and
  • Weekly inspections of the 
property, including reporting of 
defects.
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Most E&O policies have exclusions 
when one entity agrees to assume the 

liability of another.



In essence, the agent becomes a quasi-
property manager that is on-call 24/7. 
Property management is generally 
characterized as a high-risk activity, 
and this is precisely the reason why 
some E&O policies specifi cally exclude 
property management services. By 
taking on these activities, agents 
may potentially subject themselves to 
personal liability, including a judgment, 
if an injury occurs on the property. 

Another recent trend is real estate 
agents who buy REO properties from 
lenders, fl ip them, and become both 
the seller and listing agent. Real estate 
agents have fought long and hard to 
secure protections for disclosure of only 
known defects. However, once they 
take on the dual role of agent/seller, 
the water becomes muddied. Since the 
agent is the one who bought and fi xed 
up the house, there likely would be 
awareness of latent and patent defects. 
Therefore, the agent may not be able 
to hide behind an E&O policy if sued 
for hidden defects. 

Lender Disclaimers and Disclosures
If an agent chooses to accept the terms 
of the listing and fi nds a buyer, REO 
properties are generally sold “as is.” 
This purports to disclaim all warranties 
and representations in a clear effort to 
limit potential liability for nondisclosure. 
In these instances, agents are not 
required to provide a residential sales 
disclosure statement, which is generally 
standard protocol. As a result, defects 
unknown to the buyer do not have to 
be disclosed. 

The enforceability of these disclaimers 
in the REO world has not yet been 
addressed by the courts due to the 
novelty of the issue. With respect to “as 
is” clauses in real state transactions, 
Michigan courts have stated that, 
in general, such clauses transfer the 
risk of loss to the purchaser of real 
property, where a defect should 

have reasonably been discovered 
upon inspection, but was not found 
(Lorenzo v. Noel, 206 Mich.App 682, 
687; 522 NW.2d 724 (1994)). In 
Arizona, a lender may have liability for 
nondisclosure of hidden defects where 
its agent had knowledge of a defect, 
even though the lender itself does not 
have actual knowledge (S. Dev. Co. 
v. Pima Capital Management, Co., 
201 Ariz. 10, 31; P.3d 123 (App. 
2002)). This situation could certainly 
arise where the lender is in a different 
state than where the property is listed. 
It is no wonder lenders are attempting 
to shift all the liability onto agents and 
brokers. 

More and more lenders, including 
Fannie Mae and Freddie Mac, are 
also attempting to add addenda to 
their listing contracts, including a seller 
exemption from all disclosures. In 
California, an REO lender is exempt 
from providing a Transfer Disclosure 
Statement. However, the lender must 
still disclose any known material facts 
that may affect the value or desirability 
of the property under state law. The 
California Association of Realtors has 
published the REO Advisory (C.A.R. 
Form REO 4/08) to help clarify the 
issue of required disclosures pertaining 
to an REO property. 

In Minnesota, some lenders are 
claiming that they are exempt from 
disclosure requirements because 
federal law trumps state law, and there 
is no disclosure requirement under 
federal law. However, there is no 
federal preemption on this issue. If a 
lender attempts to insert a disclosure 
exemption clause, put them on the 
spot. Ask them what legal support they 
have for their position. Then double- 
check your own state laws concerning 
mandated disclosures. If a lender still 
refuses to comply, consider whether 
it would be better to resign from the 
listing, or take on potential liability, 

since the listing agent also has a duty 
to disclose material facts. 

The trend of REO properties shows no 
signs of slowing down. The Federal 
Reserve predicts over four million more 
foreclosures in the next two years. 
Lenders do not generally like to handle 
the sale of these properties, and that 
is why these listings are so coveted. 
While the opportunity is tantalizing 
for agents, it may also come with a 
hefty price: considerable litigation 
costs and potential liability. Think 
twice before entering these potentially 
one-sided, non-negotiable, risk-shifting 
agreements. Sometimes, it may be 
better to walk away from the deal.
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