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DEFENDING—AND WINNING—TENANT IN COMMON
DUE DILIGENCE ARBITRATION CASES

by
Derek C. Anderson, Esq.

In the wake of the collapse of the real estate markets, and the effect the economy has had on
tenants generally, broker-dealers selling securitized real estate offerings have seen a significant increase
in arbitrations alleging inadequate due diligence.  I recently had the privilege of successfully defending
a registered representative in the first FINRA arbitration proceeding involving the recommendation of
a tenant in common (“TIC”) interest in real property.  Defending the due diligence done in that case
was paramount.

Due diligence regarding investment products is a nebulous concept, which has evolved over
time.  Prior to NASD Notice to Members 05-18 (“NTM 05-18”), industry firms were guided only by
case law.  Court cases held that brokers had a duty to know their customers and the products that
they recommended to clients.  The courts also established that a registered representative was not
entitled to rely blindly on the issuer of a security for information concerning that company.  Red flags
and suggestions of irregularities required appropriate inquiry, as well as adequate follow-up and review.

NTM 05-18—which was published in 2005—offered additional guidance to NASD members
when offering TIC investments to investors.  NTM 05-18 requires member firms to obtain a tax
opinion stating the likelihood of whether or not the TIC’s offering structure will qualify as a 1031
exchange under the tax code.  NTM 05-18 acknowledges that due diligence of specific properties will
vary.  It instructs member firms to undertake a reasonable investigation to ensure that the offering
document does not contain false or misleading information.  Such an investigation may include
background checks of the sponsor’s principals, review of the agreements (property management,
purchase and sale, lease and loan agreements) and property inspection.  Additionally, if any offering
documents contain projections, members should understand the basis of the projections and the
likelihood they will occur.

The timing of a particular recommendation will dictate whether NTM 05-18 is applicable or
not.  Subsequent to NASD’s issuance of NTM 05-18, the Tenant in Common Association (“TICA”), a
leading industry group, issued a Guide to Certain TIC Best Practices in its TICA Alert 06-01.  TICA
Alert 06-01 recommends that broker-dealers obtain and review several documents in addition to the
private placement memorandum. These documents include: the executive summary of the offering
and property; appraisal; property condition assessment; environmental report; rent roll and, if available,
abstracts of material leases; copy of any purchase agreement; existing survey; title commitment; two
years’ historical financials for the property; and, loan application or commitment letter.

The due diligence and best practices suggested by NTM 05-18 and TICA Alert 06-01 provide
a framework for broker-dealers and registered representatives to follow today when selling a TIC
interest to investors.  Although they may not have been applicable when many of the recommendations
which will be litigated over the next few years were made, whether a firm or its broker adhered to the
standards stated above will determine whether the due diligence undertaken survives the scrutiny of
arbitration.  Plaintiffs’ lawyers will undoubtedly call an expert to testify that these standards were
applicable at the time of the recommendation even if they were not yet memorialized.  Defending a

REGULATORY AFFAIRS



December 1, 2009                                              FLORIDA REVIEW                                         Page 5

claim on the basis that the firm or the broker was not yet required to adhere to these principals would
significantly complicate the defense and increase exposure.  Additionally, expert testimony will almost
always be necessary, both to explain the evolution of industry standards and also to refute allegations
that red-flags were missed.

Derek C. Anderson is a securities litigator and the managing partner of the Colorado office
of Michaels, Ward & Rabinovitz, LLP, a national securities litigation law firm with offices in Boston,
New York and West Palm Beach.  Mr. Anderson is a member of the Florida bar and also practices
from the firm’s West Palm Beach office.  He represents both firms and brokers in litigation, arbitration
and regulatory proceedings across the country.  He can be reached at 303-482-1046 or 561-515-
6083 or by email at dca@michaelsward.com.

Each business day, the FSDA scans newspapers throughout Florida for breaking stories on
business and legal developments affecting the Florida securities industry, and for news on investing,
taxation, Florida companies, state politics, and more.  To read the full story behind these and other
headlines, simply visit the FSDA’s web site at  www.floridasecurities.com and click on the Breaking
News tab.  Headlines are posted by category in date order.

Regulatory & Legal Developments
• Corruption-fighter takes over South Florida FBI office.  Miami Herald, 11/2/2009.
• Unemployment driving up demand to get criminal records expunged or sealed.  St. Petersburg
      Times, 11/30/2009.
• UBS Crippled Investments and Abused Trust - Single Mom Claims.  Orlando Business Journal, 11/30/2009.

IN THE NEWS

‘’When all is said and done, this scheme could well exceed one billion dollars.’’
FBI Special Agent in Charge John Gillies, on the alleged Ponzi scheme run by Fort Lauderdale
attorney Scott Rothstein.  Miami Herald, 11/12/2009.
“Be fair, honest and tough.  My grandfather said it’s very simple:  Just do the right
thing.  The great thing is you know it when you’re doing the right thing.  You can
feel it in your bones.”  Alleged Ponzi-schemer Scott Rothstein, explaining his guiding
principles.  Sun-Sentinel, 11/3/2009.
‘’He violated their trust in the most cold-blooded, heartless way.  He really does
deserve to be shot like a rabid dog.’’  Former Palm Beach Circuit Judge William Berger
on alleged Ponzi-schemer Scott Rothstein.  Miami Herald, 11/14/2009.
“Twenty-eight city police officials, including captains, majors, undercover officers
and the department spokesman, helped guard the home and businesses of attorney
Scott Rothstein while, federal agents say, he ran a $1 billion Ponzi scheme.”  Sun-
Herald, 11/15/2009.
“Revelations that Fort Lauderdale lawyer Scott Rothstein’s nearly $1.4 million in
political contributions since 2006—much of it landing in Tallahassee—might be
tainted also chilled the marbled halls of the Capitol and its environs.”  Palm Beach
Post, 11/9/2009.


