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FOREWORD

Under the “‘sunset law,” licensing boards and commissions and regulated programs
are terminated at specified times unless they are reestablished by the Legislature.
Nationally, the first sunset law was passed in 1976. Within three years, 30 more states had
enacted similar legislation. The rapid spread of sunset legislation reflects increasing public

concern with what it sees as unwarranted government interference in everyday activities.

Hawaii’s Sunset Law, or the Hawaii Regulatory Licensing Reform Act of 1977,
scheduled for termination 38 occupational licensing programs over a six-year period.
These programs are repealed unless they are specifically reestablished by the Legislature.
In 1979, the Legislature assigned the Office of the Legislative Auditor responsibility for

evaluating each program prior to its repeal.

This report evaluates the regulation of real estate brokers and salespersons under
Chapter 467, Hawaii Revised Statutes. It presents our findings as to whether the program
complies with the Sunset Law and whether there is a reasonable need to regulate real
estate brokers and salespersons to protect public health, safety, or welfare. It includes our

recommendation on whether the program should be continued, modified, or repealed.

Our approach to the evaluation of the regulation of real estate brokers and
salespersons is described in Chapter 1 of this report under “Framework for Evaluation.”
That framework is also used for all our other sunset evaluation reports. It is based on the
policies enunciated by the Legislature in the Sunset Law. The first and basic test we
applied was whether an identifiable danger to public health, safety, or welfare could
result from the conduct of the occupation or profession being regulated. Then the other

criteria for the evaluation were applied.

We acknowledge the cooperation and assistance extended to our staff by the Real
Estate Commission, the Department of Commerce and Consumer Affairs, and other

officials contacted during the course of our examination.

Clinton T. Tanimura
Legislative Auditor
State of Hawaii

January 1983



Chapter Page
1 INTRODUCTION .. ... e 1
Objective of the Evaluation ............................ 1
Scopeof the Evaluation v v o v s s s o655 95 8 sisreies o 5 5 5 4 1
Orpanization of the Report . sus vnmmss i o534 osisis s 540 1
Framework for Evaluation ............................. 2
2 BACKGROUND . . ... ... i 7
Occupational Characteristics ........................... 7
Statutory History of Regulation . ... ..................... 11
Nature of Regulation » soome s v s smwmniss i85 85 asmaiic. s 12
3 EVALUATION OF THE REGULATION OF
REAL ESTATE BROKERS AND SALESPERSONS ......... 19
Summary ol FIaMEs <o ouis s o5 s 55 vamem Tr 58 4 55 saala guy s 19
The Need for Regulation .ouesessovmmns s ssssaumas s 20
Scope of Regulation . ........... ... ... ... ... ... 22
Licensing Requirements ............c.0uiiininnnn.. 24
License Categories . ... ... iinnenniiieeannnnn. 30
Repulatory Dperations .owww oo o s o 5 wavgas @ 5 5 ¢ 9 @ivaas o s § 33
CoNCIUSION: w0y s e s mmemas 356 b rmEm s 5856 Wn/aas s s 40
Recommefidations s veumeassssssimmissasisrpamadssss 41
Appendix: Responses of Affected Agencies ........................ 43
LIST OF TABLES
Table Page
2.1 Number of Licenses by Category and Active
Status, September 29, 1982 ... ... ... ... . ..., 14
3.1 Number and Types of Licensees That Are
DEnQUEnT o v o o v o 5 somsoms o 5 4 5 & 5% w5 3 5§ 5 SERLT B b § 32
3.2 Claims Paid, 19791982 suwwvsvsvms wmema s s 35 % 5 @5em £ 5 4 38

TABLE OF CONTENTS



Chapter 1

INTRODUCTION

The Hawaii Regulatory Licensing Reform Act of 1977, or Sunset Law, repeals
statutes concerning 38 state licensing boards and commissions over a six-year period.
Each year, six to eight licensing statutes are scheduled to be repealed unless specifically

reenacted by the Legislature.

In 1979, the Legislature amended the law to make the Legislative Auditor
responsible for evaluating each licensing program prior to its repeal and to recommend to
the Legislature whether the statute should be reenacted, modified, or permitted to expire
as scheduled. In 1980, the Legislature further amended the law to require the Legislative
Auditor to evaluate the effectiveness and efficiency of the licensing program, even if he

determines that the program should not be reenacted.

Objective of the Evaluation

The objective of the evaluation is: To determine whether, in light of the policies set
forth in the Sunset Law, the public interest is best served by reenactment, modification,

or repeal of Chapter 467, Hawaii Revised Statutes.

Scope of the Evaluation

This report examines the history of the statute on licensing of real estate brokers
and salesmen and the public health, safety, or welfare that the statute was designed to
protect. It then assesses the effectiveness of the statute in preventing public injury and

the continuing need for the statute.

Organization of the Report

This report consists of three chapters: Chapter 1, this introduction and the
framework developed for evaluating the licensing program; Chapter 2, background
information on the regulated industry and the enabling legislation; and Chapter 3, our

evaluation and recommendation.



Framework for Evaluation

Hawaii’s Regulatory Licensing Reform Act of 1977, or Sunset Law, reflects rising
public antipathy toward what is seen as unwarranted government interference in citizens’
lives. The Sunset Law sets up a timetable terminating various occupational licensing
boards. Unless reestablished, the boards disappear or ‘“‘sunset’ at a prescribed moment in
time.

In the Sunset Law, the Legislature established policies on the regulation of
professions and vocations. The law requires that each occupational licensing program be

assessed against these policies in determining whether the program should be reestablished

or permitted to expire as scheduled. These policies, as amended in 1980, are:

1.  The regulation and licensing of professions and vocations by the State shall be
undertaken only where reasonably necessary to protect the health, safety, or welfare of
consumers of the services; the purpose of regulation shall be the protection of the public

welfare and not that of the regulated profession or vocation.

2. Where regulation of professions and vocations is reasonably necessary to
protect consumers, government regulation in the form of full licensure or other

restrictions on the professions or vocations should be retained or adopted.

3. Professional and vocational regulation shall be imposed where necessary to
protect consumers who, because of a variety of circumstances, may be at a disadvantage

in choosing or relying on the provider of the services.

4. Evidence of abuses by providers of the services shall be accorded great weight

in determining whether government regulation is desirable.

5. Professional and vocational regulation which artificially increases the costs of

goods and services to the consumer should be avoided.

6. Professional and vocational regulation should be eliminated where its benefits

to consumers are outweighed by its costs to taxpayers.

7. Regulation shall not unreasonably restrict entry into professions and vocations

by all qualified persons.



We translated these policy statements into the following framework for evaluating

the continuing need for the various occupational licensing statutes.
Licensing of an occupation or profession is warranted if:

1. There exists an identifiable potential danger to public health, safety, or welfare

arising from the operation or conduct of the occupation or profession.
2. The public that is likely to be harmed is the consuming public.

3. The potential harm is not one against which the public can reasonably be

expected to protect itself.

4. There is a reasonable relationship between licensing and protection of the

public from potential harm.

5. Licensing is superior to other optional ways of restricting the profession or

vocation to protect the public from the potential harm.
6.  The benefits of licensing outweigh its costs.

The potential harm. For each regulatory program under review, the initial task is to
identify the purpose of regulation and the dangers from which the public is intended to
be protected.

Not all potential dangers warrant the exercise of the State’s licensing powers. The
exercise of such powers is justified only when the potential harm is to public health,
safety, or welfare. “Health™ and ‘‘safety” are fairly well understood. ‘“Welfare” means

well-being in any respect and includes physical, social, and economic well-being.

This policy that the potential danger be to the public health, safety, or welfare is a
restatement of general case law. As a general rule, a state may exercise its police power
and impose occupational licensing requirements only if such requirements tend to
promote the public health, safety, or welfare. Under particular fact situations and
statutory enactments, courts have held that licensing requirements for paperhangers,
housepainters, operators of public dancing schools, florists, and private land surveyors
could not be justified.! In Hawaii, the State Supreme Court in 1935 ruled that legislation

requiring photographers to be licensed bore no reasonable relationship to public health,

1. See discussion in 51 American Jurisprudence, 2d., “Licenses and Permits,” Sec. 14,



safety, or welfare and constituted an unconstitutional encroachment on the right of

2 The court held that mere interest in

individuals to pursue an innocent profession.
the practice of photography or in ensuring quality in professional photography did not

justify the use of the State’s licensing powers.

The public. The Sunset Law states that for the exercise of the State’s licensing
powers to be justified, not only must there be some potential harm to public health,
safety, or welfare, but also the potential harm must be to the health, safety, or welfare of
that segment of the public consisting mainly of consumers of the services rendered by the
regulated occupation or profession. The law makes it clear that the focus of protection

should be the consuming public and not the regulated occupation or profession itself.

Consumers are all those who may be affected by the services rendered by the
regulated occupation or profession. Consumers are not restricted to those who purchase
the services directly. The provider of services may have a direct contractual relationship
with a third party and not with the consumer, but the criterion set forth here may be met
if the provider’s services ultimately flow to and adversely affect the consumer. For
example, the services of an automobile mechanic working for a garage or for a U-drive
establishment flow directly to his employer, but his workmanship ultimately affects the
consumer who brings a car in to his employer for repairs or who rents a car from his
employer. If all other criteria set forth in the framework are met, the potential danger of
poor workmanship to the consuming public may qualify an auto mechanic licensing

statute for reenactment or continuance.

Consumer disadvantage. The consuming public does not require the protection
afforded by the exercise of the State’s licensing powers if the potential harm is one from
which the consumers can reasonably be expected to adequately protect themselves.
Consumers are expected to be able to protect themselves unless they are at a disadvantage

in selecting or dealing with the provider of services.

Consumer disadvantage can arise from a variety of circumstances. It may result from
a characteristic of the consumer or from the nature of the occupation or profession being
regulated. Age is an example of a consumer characteristic which may cause the consumer

to be at a disadvantage. The highly technical and complex nature of the occupation is

2. Terr. v. Fritz Kraft, 33 Haw. 397.



an illustration of occupational character that may result in the consumer being at a
disadvantage. Medicine and law fit into the latter illustration. Medicine and law were the
first occupations to be licensed on the theory that the general public lacked sufficient
knowledge about medicine and law to enable them to make judgments about the relative
competencies of doctors and lawyers and about the quality of services provided them by

the doctors and lawyers of their choice.

However, unless otherwise indicated, consumers are generally assumed to be know-
ledgeable and able to make rational choices and to assess the quality of services being

provided them.

Relationship between licensing and protection. Occupational licensing cannot be
justified unless it reasonably protects the consumers from the identified potential harm.
If the potential harm to the consumer is physical injury arising from possible lack of
competence on the part of the provider of service, the licensing requirement must ensure
the competence of the provider. If, on the other hand, the potential harm is the
likelihood of fraud, the licensing requirements must be such as to minimize the

opportunities for fraud.

Alternatives. Depending on the harm to be protected against, licensing may not be
the most suitable form of protection for the consumers. Rather than licensing, the
prohibition of certain business practices, governmental inspection, or the inclusion of the
occupation within some other existing business regulatory statute may be preferable,
appropriate, or more effective in providing protection to the consumers. Increasing the
powers, duties, or role of the consumer protector is another possibility. For some

programs, a nonregulatory approach may be appropriate, such as consumer education.

Benefit-costs. Even when all other criteria set forth in this framework are met, the
exercise of the State’s licensing powers may not be justified if the costs of doing so
outweigh the benefits to be gained from such exercise of power. The term, “costs,” in
this regard means more than direct money outlays or expenditure for a licensing program.
“Costs” includes opportunity costs or all real resources used up by the licensing program;
it includes indirect, spillover, and secondary costs. Thus, the Sunset Law asserts that
regulation which artificially increases the costs of goods and services to the consumer
should be avoided; and regulation should not unreasonably restrict entry into professions

and vocations by all qualified persons.






Chapter 2

BACKGROUND

Chapter 467, Hawaii Revised Statutes, regulates real estate activity in Hawaii. It
requires individuals and firms to be licensed by the Real Estate Commission in order
to do business as real estate brokers or salespersons. This chapter provides some back-

ground information on the real estate occupation and its regulation.

Occupational Characteristics

History. Real property is the land and all improvements on the land. Under the
English common law system, the principle of private property made it necessary to
codify the methods used in transferring real property from one owner to another.
Initially, property transfers were handled by attorneys acting for buyers and sellers under
the common law. However, the rapid growth of cities during the industrial revolution
added greatly to the complexity and number of real estate transactions. The real estate
profession developed in the 1800s in response to a need for individuals with business
ability who could negotiate sales and leases and who could provide other business
services. Work which had been performed by attorneys was gradually taken over by

persons specializing in the real estate field.!

The first real estate trade association was organized in New York in 1847. By the
turn of the century, more than 40 similar associations had been formed across the nation.
In 1908, these groups joined together to establish the National Association for Real
Estate Exchanges, partly in response to an increasing number of grievances leveled against
real estate agents.? Land speculation in the 1900s attracted numerous unscrupulous
persons looking for quick profits. This led to an increasingly negative view of the real
estate business. The new association sought to overcome this by: (1) establishing ethical
standards for the practice of real estate, (2) taking action for sound public policy on
real estate matters, and (3) pooling skills and information and knowledge through

education and research.?

1 Frederick Case, ““The Search for Professionalism,” Real Estate Brokerage, Prentice-Hall, 1965, p. 250.
2. Ibid.

3. Maury Seldin, The Real Estate Handbook, Dow-Jones Irwin, 1980, p. 419.



By 1913, the national association had developed a code of ethics to govern the
conduct of its members, and in 1916, it adopted the term realfor to designate members
of the association.* Shortly thereafter, the group began a nationwide campaign in favor
of licensing laws which would cast out unscrupulous and ignorant dealers from the
profession. This campaign resulted in the passage of 22 state licensing laws by 1929 and
33 such laws by 1948. Today, licensing laws are in effect in all 50 states.’

The real estate industry ranks third in size among all U. S. industries. In 1976,
the national income generated by the real estate industry and related industries was
$165 billion, or one-eighth of the total national income.® In 1980, more than 580,000
persons sold real estate as their primary occupation and many more engaged in the

business on a part-time basis.’

The dominant professional organization for these practitioners is the National
Association of Realtors. It operates through local boards and state associations which
are charged with enforcing the national code of ethics. These professional groups promote
the interests of real estate practitioners through educational programs and political
action. In 1979, the national association had more than 750,000 members. By November
1982, this number had dropped to approximately 615,000 due to the declining economic

climate for the real estate business.?

A second national organization which is active in the real estate field today is the
National Association of Real Estate Licensing Law Officials. This group was founded
in 1929 to improve the administration and enforcement of licensing laws. Its membership

includes real estate commissioners and officials from the 50 states.?

Real estate in Hawaii. The principle of private property was not a part of the tradi-

tional Hawaiian social system. Under this system, land was held by a number of chiefs

4, Alvin Amold and Jack Kusnet, The Arnold Encyclopedia of Real Estate, Warren, Gorham and Lamont,
1978, p. 540,

B National Association of Real Estate License Law Officials, Interstate Cooperation Committee, 1981
NARELLO Annual Report.

6. Arnold, Arnold Encyclopedia, p. 658.
7. U. S. Bureau of Labor Statistics, Occupational Outlook Handbook, 1982, 1982, p. 2438.
.8' “S. F. Real Estate Capital for Few Days,” San Francisco Examiner, November 14, 1982,

9. Seldin, The Real Estate Handbook, p. 49.



who had the authority to distribute and redistribute it at will among the people. When
the political fortune of one chief waned, a new chief would take over the land and

redistribute it again.

When King Kamehameha I conquered all the Hawaiian Islands in the early part of
the 19th century, he divided his lands according to the Hawaiian tradition. Upon his
death in 1819, his successor preserved the original division of lands made by King
Kamehameha I with only a few minor adjustments. Thus, although authority over the
land remained with the Crown, King Kamehameha I and his successors came to recognize

the right of the people to hereditary succession to the land.

As land tenure became more secure, there were more transfers of land between
one occupant and another and an increasing number of land disputes. Coupled with
the transition to a constitutional monarchy, it became necessary to make a final distribu-
tion of land between the Crown and the government and, ultimately, the people. The
Great Mahele was entered into by King Kamehameha III in 1848 in order to make this
distribution. It set the stage for introduction of the concept of private property into the

islands.

The real estate business was founded soon after the Great Mahele. In 1850, the
king appointed an agent to manage the Crown’s lands. Pursuant to the Crown’s authority,
many of these lands were leased, mortgaged, and sold over the next 43 years. In 1851,
the minister of the interior was authorized to appoint agents for the sale of government
lands in fee simple to the people.!® For the rest of the century, real estate activity
escalated.

By 1916, Honolulu businessmen were considering organizing a real estate trade
association similar to those in other parts of the United States. The Honolulu Realty
Board was actually founded in 1922.1! It was instrumental in obtaining passage of the

Hawaii real estate licensing law in 1933.12 By 1936, 81 salesmen and 130 brokers were

10. Robert McTierney, An Analysis of the Role of Government Agencies and Professional Organizations
in the Development and Structure of the Honolulu Real Estate Business (Industry) (1850—1960), M.B.A. Thesis,
University of Hawaii, January 1962, pp. 6—11, 53, 304—305.

11, “Annual Report of the Honolulu Realty Board for the Year Ending December 31, 1927, 1928, p. 2.

12, “Protection to Public Seen in Real Estate License Law; Bill for Hawaii Considered,” Honolulu Advertiser,
March 17, 1929,



licensed to practice in the Territory of Hawaii. This number increased to 1,744 and
1,100 respectively in 1960'2 and, by 1982, more than 23,000 real estate agents were

licensed.

The major professional organizations in Hawaii today are the Honolulu Board of
Realtors and five other local boards which have been established in Hilo, Kona, Maui,
Molokai, and Kauai. In addition, the Hawaii Association of Realtors is a statewide associa-
tion which was established in 1968. These seven professional associations are chartered
by the National Association of Realtors and are responsible for enforcing its code of
ethics. In addition, they engage in various educational and political activities which
promote real estate interests in Hawaii. In 1979, they had a combined membership of
approximately 9,500. By October 1982, this number had dropped to about 7,500.14

Hawaii’s real estate industry has boomed in the years since the real estate licensing
law was passed, and especially in the years since statehood. One index of real estate
activity is the number of deeds which are recorded at the Bureau of Conveyances. In
1935, slightly under 3,200 deeds were recorded. This number rose to 9,800 in 1960,!3
and 16,000 in 1971. It peaked in 1980 when nearly 29,000 deeds were recorded. In
1981, the number went down to 23,000 due to the impact of high interest rates and the

recession.l®

Another indicator of real estate growth in Hawaii is the value of property
transferred. In 1935, the value of land conveyed through recorded deeds was slightly
over $6 million. This figure rose to $108 million in 1960, slightly under $1 billion in
1971, and $4.5 billion in 1981.17

Real estate practices. The transfer of ownership or possession of real property

from one person to another is a complex transaction involving a negotiation between

13. McTiemey, Analysis of the Role of Government Agencies, p. 261.
14, “Realtor Number Reflect Downtum,” Pacific Business News, October 4, 1982.

15, McTierney, Analysis of the Role of Government Agencies, p. 249.

16. State of Hawaii, Department of Planning and Economic Development, The State of Hawaii Data Book:
1981, p. 511.
17: Ibid.
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two or more parties to settle the terms of the transfer, the development of agreements
based upon the settlement terms, and the implementation of these agreements. Property
transfers are complicated by local, state, and federal laws and regulations. Most people

employ a real estate agent to assist them through this process.

Real estate agents deal with a wide variety of property transactions, including
the rental, lease, purchase, sale and exchange of residential, commercial, industrial and
agricultural property. There are two general types of real estate agents for whom licenses
are required: the broker and the salesperson. The broker is responsible for managing a
real estate business and may carry out all phases of a real estate transaction. Salespeople
are employed by or contract independently with brokers to obtain property listings,
locate interested parties, negotiate transfer terms, and draw up agreements. The sales-
person must be affiliated with a broker who is ultimately responsible for ensuring that

the transaction is properly carried out.

In order to practice real estate effectively, a real estate agent should have knowledge
of real estate laws and regulations, the steps in real estate transactions, the papers and
instruments used in these transactions, methods and available sources of financing for
property transfers, and methods of assessing the general market value of properties.
In addition, the real estate agent must be aware of the laws and standards of conduct

governing the relationship among brokers and salespersons and their clients.

Statutory History of Regulation

The real estate licensing law was enacted in 1933 as a direct result of the nationwide
campaign in favor of such laws sponsored by the National Association of Real Estate
Boards. The members of the Honolulu Realty Board were active proponents of the

licensing law.18

Act 140, SLH 1933, established the Real Estate Commission in order to minimize
fraudulent and unscrupulous real estate transactions. The commission was authorized
to issue licenses to real estate brokers and salespersons who possessed a good reputation
for honesty, truthfulness and fair dealing, and who had not been convicted of a felony

or misdemeanor involving moral turpitude. The commission was also authorized to

18. “Protection to Public,” Honolulu Advertiser.
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suspend or revoke licenses. No person, copartnership, or corporation was permitted to

practice real estate in the Territory without a duly issued license.

Since its enactment, the real estate licensing law has been amended more than 40
times. About one-half of these amendments were made before 1970. In general, the
rationale for amending the law has been to protect the public, to increase the professional
quality of real estate practice, and to improve the administration of the law. Some of the

more significant amendments are summarized below.

In 1935, Act 126 authorized the Real Estate Commission to expend funds to investi-
gate alleged violations of the licensing law. In 1941, Act 205 added a two-year residency
requirement for licensees, and a one year experience requirement was added for brokers.
In 1949, the commission was authorized under Act 276 to give a written examination to
candidates for licensure, and good character was added as a prerequisite for licensure.

In 1957, Act 48 established a bonding requirement for all licensees.

In 1959, Act 163 raised the experience requirement for brokers to two years.
Eight years later, in 1967, the real estate recovery fund and the real estate education
fund were established under Act 187. In the same year, the bonding requirement for

brokers and salespersons was repealed.

In 1971, the residency requirement was reduced to one year, and brokers and
salespersons were required to meet the minimum educational standards in order to
qualify for licensure. In 1973, Act 150 authorized the commission to issue certificates
of registration to real estate schools and instructors, and the residency requirement was
repealed. Five years later, two public members were added to the commission, bringing
it up to the present nine member size. Finally, in 1981, Act 81 expanded the commis-
sion’s regulation of real estate agents to include time share sales and acquisition agents

acting as brokers and salespersons.

Nature of Regulation

The Real Estate Commission consists of nine members who are appointed by the
Governor and confirmed by the Senate. The chairman is designated by the Governor.
All commissioners must be U. S. citizens who have resided in the state for at least three
years preceding appointment. Four commissioners must be licensed real estate brokers

who were actively engaged in the real estate business for three years prior to their

12



appointment. Two commissioners must be public members. Four commissioners must
be from Honolulu, and one commissioner each from the counties of Hawaii, Maui,

and Kauai. The commissioners serve without pay but are reimbursed for their expenses.

The commission is empowered to grant licenses to real estate brokers and sales-
persons; to regulate the professional conduct of brokers and salespersons; to inspect
client trust funds; to suspend or revoke licenses; to issue certificates of registration to
real estate schools and instructors; and to fine licensees up to $500 for violations of
the licensing law and rules. The commission also has the responsibility for administering

the real estate recovery fund and the real estate education fund.

In addition to these broad general powers, the commission has many more specific
duties, including developing written examinations for broker and salesperson applicants;
monitoring the activities of real estate schools; publishing and disseminating reports;
and intervening on behalf of the defendant in court cases involving the real estate

recovery fund.

The commission issues licenses to salespersons, individual brokers, corporate
brokers, copartnership brokers, and branch offices of brokerage firms. Certain persons
are exempted from licensing. These include owners or persons acting under powers-of-
attorney from owners, who are not engaged in the real estate brokerage or development
business; receivers and trustees, and personal representatives acting under any court
order or trust agreement; and, under certain circumstances, custodians and caretakers
of real property. Table 2.1 portrays the number and kinds of licenses which were issued

by the real estate commission as of September 29, 1982.

Salespersons. A real estate salesperson is any person who buys, sells, leases, rents,
or lists real property, or who solicits prospective purchasers of real property for others
for compensation or other valuable consideration. This includes persons who engage in

the sale of options on real property.

Real estate salespersons may only work under the direction of a licensed broker.
Salespersons may be employed directly by brokers, or they may be associated with
brokers as independent contractors. In order to qualify for a salesperson’s license, appli-
cants must meet the following requirements: be a legal resident of the State of Hawaii

who has attained the age of majority; possess good character and have a reputation for

13



Table 2.1

Number of Licenses by Category and Active Status
September 29, 1982

Active Inactive Total
Salespersons 10,473 6,248 16,721
Individual Brokers 4,767 472 5,239
Independent Brokers 1,357 - 1,357
Principal Brokers 1,202 - 1,202
Brokers-in-Charge 103 — 103
Broker-Salespersons 2,105 - 2,105
Inactive Brokers — 472 472
Copartnership Brokers 16 2 18
Corporation Brokers 1,191 111 1,302
Branch Offices 103 - 103
Total All Licenses 16,550 6,833 23,383

Source: Department of Commerce and Consumer Affairs, Geographic Report, September 1982.

honesty, truthfulness, and fair dealing; complete 40 hours in an approved real estate

course; and pass a written examination on real estate principles.

The law and the commission’s rules establish many standards of business conduct
which licensed salespersons must follow. For example, salespersons may not accept a
commission or other compensation from any person other than their broker. They may
not be employed by more than one broker at a time, and, the name of their broker
must be registered with the commission. Salespersons who are not registered to practice
with licensed Hawaii brokers must place their licenses on inactive status. In addition,
there are numerous standards governing the salesperson’s handling of real estate

transactions.

Brokers. A broker is any person who buys, sells, leases, rents, or lists real property,
or who solicits prospective purchasers of real property, on behalf of others for compen-
sation or other valuable consideration. This includes persons who negotiate the exchange

of real property and sell options on real property.

The definition of a broker includes individuals, corporations, or copartnerships.

Separate licenses are issued for each.

14



Individual brokers. In order to qualify for an individual broker’s license, an appli-
cant must be a legal resident of the State of Hawaii who has attained the age of majority.
The broker applicant must possess good character and have a reputation for honesty,
truthfulness, and fair dealing; must have satisfactorily completed 46 hours in an approved
real estate course; and pass a written examination. In addition, the applicant must have
previously engaged in real estate sales on a full-time basis for two years as a licensed
Hawaii salesperson, and must have executed at least ten real estate transactions in the
State. Education and experience requirements may be waived for applicants who meet

certain equivalency standards set by the commission.

The law and the commission’s rules establish many standards of business conduct
which licensed brokers must follow. For example, there are rules which prohibit com-
mingling client trust funds with broker funds and regulate the manner in which client

trust funds must be handled.

Corporate and coparinership brokers. A broker’s license may be issued to corpora-
tions, provided that their real estate business is placed under the direct management of
an officer or employee of the corporation who holds an individual broker’s license. This
officer or employee is known as a principal broker. A broker’s license may be issued to
copartnerships, provided that every member of the copartnership who actively engages

in the real estate business holds a broker’s license.

Corporations and copartnerships are also required to comply with numerous
business practice standards in the statutes and commission rules which govern the manner

in which the real estate business of these entities may be conducted.

Branch offices. The commission’s rules require branch offices established by
brokerage firms to be licensed. These branch offices must be managed by licensed
individual brokers who are appointed by the principal brokers of the brokerage firms.
They must adhere to the same business practice standards that apply to other licensed

brokerage firms.

Registration of real estate schools. According to commission records, 15 real estate
schools were certified and active in September 1982, along with 26 real estate instructors.
The commission issues certificates of registration to real estate schools and instructors

who meet certain standards. These certificates of registration are intended to qualify the

15



schools to offer real estate courses to salesperson and broker applicants. At a minimum,

an approved course must include the following subjects:
Estates, interests, and rights of real property;

Documents, acts, or occurrences by which real property is transferred or

otherwise affected;
Rights and duties of an agent; and,
State licensing laws.,

The commission is responsible for developing curriculum guides for certified schools to

use in their training programs.

Registered real estate schools are subject to various requirements set forth in the
statutes and rules and commission policies. For example, they must maintain a sufficient
number of registered instructors and they must comply with certain advertising standards.
Failure to comply with commission guidelines may result in decertification of the

schools.

Instructors employed by registered real estate schools must be certified by the
commission as well. The commission has established various standards for certification of
instructors. For example, they must have practiced real estate in Hawaii as licensed

brokers for a period of at least three years or have equivalent educational qualifications.

Real estate recovery fund. The real estate recovery fund was established in 1967 by
Act 187, to furnish financial protection to consumers in their dealings with real estate
licensees. It is a trust fund based on fees assessed from real estate brokers and salespersons
during the licensing process. The recovery fund is tapped when a court judgment is made
against licensees who are found to have committed fraud, misrepresentation, or deceit in
their real estate transactions. No more than $10,000 may be recovered per person per
judgment, including reasonable court costs and attorney fees. In addition, no more than
$40,000 may be paid out of the fund per licensee. When the recovery fund is tapped for
payment, the license of the broker or salesperson is automatically terminated. A new
license cannot be issued until the broker or salesperson repays the fund in full plus six

percent annual interest.
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Real estate education fund. The real estate education fund was also created in 1967
to furnish the commission with a financial source for educational activities. It is a trust
fund which is built by the interest earned by the recovery fund and by a portion of the
license fees paid by real estate brokers and salespersons. The education fund may be used
for a wide variety of activities which may benefit the consumer, licensees, the commis-
sion, or the commission’s staff. These activities include classes, media exposure,

participation in national associations, publications, research, seminars, and studies.
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Chapter 3

EVALUATION OF THE REGULATION OF
REAL ESTATE BRCKERS AND SALESPERSONS

This chapter contains our evaluation of the regulation of real estate salespersons and
brokers under Chapter 467, Hawaii Revised Statutes. It includes our assessment of the
regulatory operations of the Real Estate Commission and our recommendations on

continued regulation of real estate salespersons and brokers.

Summary of Findings
We find as follows:

1. There is a potential for economic injury to consumers through incompetent or
unscrupulous practice by real estate salespersons and brokers, and therefore, they should

continue to be licensed.

2. Many of the commission’s rules result in restrictive or unnecessary regulation.
This includes the regulation of branch and site offices and the regulation of business and

trade names.

3. Some licensing requirements are irrelevant, such as residency and good moral
character, and some are overly restrictive, such as the broker experience requirement of

performing a prescribed number of local real estate transactions.

4. The category of inactive licenses is unnecessary and creates needless paperwork
for the Department of Commerce and Consumer Affairs (DCCA). Conditions imposed by
the board beyond those required by statute for the restoration of forfeited licenses also

create a needless and potentially awesome workload.

5. There is a considerable backlog of real estate complaint cases which is now
being handled by DCCA’s newly reorganized Regulated Industries Complaints Office.
While it is too soon to evaluate the effectiveness of the new office, it is evident that there

is a need for a strong case management system.

6. The size of the real estate recovery fund exceeds any claims that might

reasonably be expected to be made on it for years to come. Assessments for the fund
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should be suspended and policies on claims against the fund need to be liberalized. The
education fund has also grown beyond expectations and revenues accruing to the fund

should be lowered.

The Need for Regulation

There is potential for financial loss to the consumer in real estate transactions due
to incompetence, fraud, misrepresentation, deceit and the mishandling of client trust
funds. Despite numerous state and federal laws designed to regulate the real estate

industry, many consumers have been injured.

There are numerous opportunities for malpractice in any real estate transaction
due to the nature of the product, market forces, and the characteristics of the parties
involved. Each transaction is unique and complex. Each piece of property has its own
distinctive quality as well as its unique location. The price of any single piece of property
may vary within broad limits due to such characteristics as the quality of the neighbor-
hood. The transaction is complicated by intangibles in negotiating sale or lease prices
based on the knowledge and respective bargaining strengths of the buyer and seller.
Incompetence, poor judgment or dishonesty in any of the above areas could be injurious

to consumers.

The need to protect the public from the potential harm of financial losses is corrob-
orated by complaints and civil suits filed by consumers. In 1981, 215 complaints were
filed against real estate agents in Hawaii and 41 civil suits were initiated in the courts
against the real estate recovery fund. During the first seven months of 1982, 106

1

complaints were filed against licensees’ and 34 civil suits were initiated against the

recovery fund.?

1 Real Estate Commission, Master List, Complaints, 1981, 1982,

2. Real Estate Commission, Recovery Fund Logs.
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Consumers in Hawaii have been damaged by various kinds of malpractice. There
have been cases of misrepresentation in which brokers have overstated the value of the
land and its potential for resort development. Brokers have also misrepresented the
resale value of homes, promising falsely to repurchase the homes should these invest-
ments not live up to their promise. Consumers have also been sold out-of-state lands
for which there was no clear title. Misuse of client funds is not uncommon; brokers
have failed to distribute profits on investment properties and have diverted large sums
from client trust funds.

Losses in some of these cases have been substantial. In one case involving several
defendants, the court awarded damages of $560,000 to plaintiffs for misrepresentation
and breaches of contract on the sale of two lots of Kona land. The court also ordered
the recovery fund to pay $60,000 to the plaintiffs. Other cases involve smaller amounts

but may be equally as injurious to the consumer.

In order to protect the public, both salespersons and brokers should continue to

be licensed for reasons discussed below.

Salespersons. Salespersons have the most direct contact with consumers. During
fiscal year 1982, a number of complaints were filed against licensed salespersons, and
recovery fund awards have been made as a result of improper conduct by licensed sales-
persons. Some of the problems include misrepresentation, the mishandling of client

funds, or the failure to properly draft and execute contractual documents.

Although salespersons must work under the direction of a licensed broker, this
is insufficient to insure public protection because of one principal condition intrinsic
in the occupation: real estate activities are highly decentralized, and therefore brokers

cannot exercise supervision and control over all of the activities of their salespersons.

There is evidently what amounts to a national consensus on the need to license
salespersons. Currently, all states license salespersons and require that they pass a written
examination prior to licensure. In addition, 39 states have education requirements for

salespersons.?

3: National Association of Real Estate License Law Officials, Interstate Cooperation Committee, 7981
NARELLQO Annual Report, pp. 17-22,
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Broker. The term ‘“‘broker” includes individual brokers, corporation brokers and
copartnership brokers. They are also referred to collectively as ‘‘real estate firms” in the

commission’s rules.

All states currently license individual brokers and require that they pass a written
examination prior to licensure. In addition, 44 states have prelicensure education

standards and 45 states require brokers to meet experience requirements.*

These requirements seek to ensure that brokers are actually as knowledgeable as
they should be in order to carry out their responsibilities independently for all parts of
a real estate transaction. They are responsible for opening and maintaining client trust
funds, for managing the business operations of a firm, and for supervising other licensees.
During fiscal year 1982, numerous complaints and recovery fund suits were initiated
against brokers and recovery fund awards have been made against brokers for fraud,

misrepresentation and deceit.

Licensing is also needed for corporations and copartnerships as many salespersons
and brokers work for these firms. Currently, 40 states require corporations which engage
in real estate operations to be licensed, and 36 states require real estate copartnerships

to be licensed.’

Chapter 467, HRS, requires licensed corporations to place their real estate business
under the direct management of a principal broker, and it also requires every member of
a copartnership to be a licensed individual broker. These requirements are needed to
pinpoint accountability for the real estate activities of a firm and to give consumers dual
protection against both the corporation and the copartnership and its salespersons and

brokers.

Scope of Regulation

While there is a continued need to regulate salespersons and brokers, the commission
has adopted rules which regulate activities for which there exists no public need