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LENDER LIABILITY FOR
NEGLIGENT REAL ESTATE
APPRAISALS

Robin Paul Malloy·

I. INTRODUCTION

Property valuation and the appraisal process which determines it
are important to buyers, sellers, financers, investors, and insurers in
real estate transactions. Federally chartered banks or savings and loan
institutions must have an accurate appraisal of a property's value to
calculate an appropriate loan amount and to comply with regulations
governing maximum loan-to-value ratios. l Buyers, sellers, and inves
tors rely on appraisals to provide a basis for determining the fair mar
ket value of their interest in real estate. Insurers use appraisals to
determine the insurable value of structures and improvements for casu
alty insurance and the insurable value coverage on title insurance poli
cies. The real estate appraisal process which identifies the value of
specific property serves, therefore, an important function in real estate
transactions.

Through adherence to basic principles, techniques, and standard
ized terminology, professional real estate appraisers give opinions as to
a property's value.2 Central to the appraiser's concept of value is the

• Assistant Professor ofLaw, Texas Tech University. B.S., Purdue University, 1977, J.D.
University ofFlorida, 1980, LLM. University ofIllinois, 1983. Special thanks to Professor Michael
H. HOeflich ofthe University ofIllinois College ofLawfor his helpfUl comments and encouragement
in the preparation ofthis article.

1. M. MADISON & J. DwYER, THE LAW OF REAL EsTATE FINANCING ~ 2.02 (1981 & Supp.
1983) [hereinafter cited as MADISON & DWYER]. For example, the required loan-to-value ratios
are low for Real Estate Investment Trusts (REITs), generally 60% to 75%. Id ~ 2.02[I](d). A
co=on loan-to-value ratio for first mortgage loans upon improved realty, expressed as a percent
age of appraised value, is 75%. Id ~ 2.02[l](d). Recent loan-to-value requirements for national
banks included: (I) 66-2/3% of appraised value if the property is unimproved; (2) 75% of ap
praised value if the property is improved by off-site improvements (such as streets, water, sewers,
etc.); and (3) 90% of appraised value ifsuch property is improved by a building or buildings. Id ~

2.02[2](d). Each state has its own requirements in this area, and these requirements also can vary
with the type of loan involved. See id at Table I (Appendix). Note, however, that new regula
tions remove the loan-to-value requirements for both federal banks and savings and loan associa
tions, leaving the loan-to-value determination to the business judgment of the local directors.
Selar, From the Administrative Agencies-FHLBB Regulates Real Estate Loan.r-Deregulation
Style, 12 REAL EsT. L.J. 273, 274-75 (1983) (citing 48 Fed. Reg. 23,061 (1983) (to be codified at 12
C.F.R. §§ 545.32(d), 545.33(d) and 12 C.F.R. § 545.6-2(a)(2)(iii»; 48 Fed. Reg. 23,061 (1983) (to
be codified at 12 C.F.R. § 545.32(d)(2».

2. ENCYCLOPEDIA OF REAL ESTATE APPRAISING 17 (E. Friedman ed. 1959) [hereinafter
cited as ENCYCLOPEDIA].
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determination of "market value."3 In general, market value is the price
a willing buyer will justifiably pay a willing seller when each is well
informed, typically motivated, free of undue stimulus, financially capa
ble, and allowed a reasonable time to compare the market.4 In reach
ing an opinion as to value the appraiser may use anyone or a
combination of the following three principle methods of valuation, de
pending upon the type of property involved and the purpose of the
appraisal: the comparable-sales method, the capitalization-of-income
method, and the reproduction-cost-new-less-depreciation method.s

This article will focus on the use of an appraisal in real estate
transactions involving financing by a third party. As between the will
ing buyer and willing seller, their agreement for purchase and sale indi
cates their initial estimation of the fair value of the property. When a
third party is called upon to finance the purchase price contracted for
by the buyer, however, an independent appraisal should be required to
substantiate the value of the property for loan purposes to demonstrate
the property's adequate security for the loan and to assure compliance
with loan-to-value regulations where applicable to the lender.6 In
practice, lending institutions do require an appraisal as a condition in a
loan commitment.7 The appraisal required under a loan commitment
can be provided by: (1) the lender, through its own "in-house" staff
appraiser;8 (2) the lender, through an "independent" outside ap
praiser;9 or (3) the borrower, with the lender obtaining its own ap
praisal from an in-house or independent appraiser to substantiate the
borrower's appraisal. 10 Because the appraisal is such an important pre
condition to a favorable loan decision many people have come to

3. ld at 19.
4. ld at 20.
5. 31 AM. JUR. P.O.F.20 § 2 (1982); ENCYCLOPEDIA,supra note 2, at 22. See also Note, The

Roadto Uniformity in Real Estate Taxation: Valuation andAppeal, 124 U. PA. L. REv. 1418, 1430
(1976) (discussing assessment determination for real property taxation purposes).

6. See MADISON & DwYER, supra note I, ~ 2.02 & Table I (Appendix).
7. MADISON & DWYER, supra note I, ~ 3.04[1] (permanent lender); e.g., United States v.

Neustadt, 366 U.S. 696, 697 (1961) (F.H.A. financing); Gay v. Broder, 109 Cal. App. 3d 66, 69, 167
Cal. Rptr. 123, 124 (1980) (VA financing); Yianni v. Edwin Evans & Sons, [1981]3 All E.R. 592,
592 (Building Societies required to obtain survey before lending); Cann v. Willson, (1888] 39 Ch.
D. 39, 39 (borrower needed valuation before obtaining a loan). Cann, although overruled by Le
Lievre and Dennis v. Gould, [1893] I Q.B. 491, is cited with approval and followed in the later
case of Hedley Byrne & Co. v. Heller & Partners, [1963] 2 All E.R. 575, 584, 590-91, 593, 614.

8. See, e.g., Larsen v. United Fed:Sav. & Loan Ass'n of Des Moines, 300 N.W.2d 281, 284
(Iowa 1981).

9. See, e.g., Breckenridge Hotels Corp. v. Real Estate Research Corp., 452 F. Supp. 529,
531-32 (E.D. Mo.), vacated, 456 F. Supp. 385 (E.D. Mo. 1978); Gay v. Broder, 109 Cal. App. 3d
66,69, 167 Cal. Rptr. 123, 124 (1980); Yianni v. Edwin Evans & Sons, [1981] 3 All E.R. 592, 592;
Cann v. Willson, (1888] 39 Ch. D. 39, 39. Cf. Chemical Bank v. National Union Fire Ins., 74
A.D.2d 786,787,425 N.Y.S.2d 818, 819, leave to appealgranted, 76 A.D.2d 823, 429 N.Y.S.2d 214
(1980), appeal witlulrawn, 53 N.Y.2d 864, 422 N.E.2d 832, 440 N.Y.S.2d 187 (1981) (borrower
obtained real estate appraisal and lender relied on it to its detriment).

10. MADISON & DWYER, supra note I, ~ 3.04[1] (generally applicable to commercial con
struction loans and permanent lenders).
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equate approval of financing and subsequent loan funding as the
lender's concurrence in the value of the property.

This article examines the various situations in which people may
rely on the actions of a lender subsequent to its receiving an appraisal
opinion and to delineate the scope of a lender's liability when the ap
praisal involved was negligently prepared. The article begins by ex
plaining and analyzing the appraisal process. Then the article explores
the tort and contract theories of liability, as well as other potential theo
ries of liability, for negligent real estate appraisals. The article con
chides by discussing the determination of damages in the event of
liability.

II. THE ApPRAISAL PROCESS

An examination of the appraisal process involves consideration of
both appraisal methods and appraisal uses.

A. Appraisal Methods

A distinction exists between the basis of valuation and the method
of estimating value. II The basis of valuation refers to the underlying
concept of value. The method of estimating value, on the other hand,
involves the approaches, techniques, and data used to support a conclu
sion on value for a specific parcel of property.12 The three principal
methods of valuation-the comparable-sales method, the capitaliza
tion-of-income method, and the reproduction-cost-new-Iess-deprecia
tion method-have a common basis of valuation in that they each
purport to use market data. 13 In general, market data reflects an accu
mulated valuation that incorporates three distinct areas forming the ba
sis of real estate value. 14 These distinct areas are the real estate's legal
attributes, physical-environmental attributes, and related economic at
tributes. 15 Although each of the three principal methods of valuation

II. ENCYCLOPEDIA, supra note 2, at 22.
12. /d
13. /d
14. E. RAMs, RAMs' REAL EsTATE ApPRAISING HANDBOOK 139 (1975).
IS. /d "Legal attributes" refers to the estate under the law of real property that is the sub

ject of valuation (e.g. fee simple, life estate, or term of years). /d at 139-40. "Physical-environ
mental attributes" refers to a propeny's fixed location and its physical surroundings. /d at 140.
("In real estate parlance, you buy the area when you buy a site." /d at 141). In addition, al
though the land itself is permanent, its related improvements represent wasting assets that depreci
ate over time. /d Examples of situations relevant to the physical-environment attribute are:
"right use on wrong parcel, wrong use on land, right use of land but too simple or too ornate or
too big or too small, [and] no foreseeable use of land." "Economic attributes" refers to considera
tions requiring an analysis of complex relationships between human beings and their environment
and their resources. This analysis focuses on principles of highest and best use, surplus productiv
ity, anticipation, economic size, economic division, charge, contribution, increasing and decreas
ing returns, balance, utility, conformity, integration, substitution, competition, and regression. /d
at 141-46.
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relies on market data as a basis of valuation, each of the methods relies
on a different type of market data in determining property value.

1. The Comparable-Sales Method

The comparable-sales method of identifying value involves the de
termination of value for a specific parcel of property by inference from
the sales prices of comparable properties. 16 As a starting point, the
comparable-sales method assumes comparable properties exist. This
may generally be true for residential property but may not be true for
commercial or other nonresidential property. 17 In any event, assuming
comparables exist in the relevant market, the comparable-sales method
uses a basis of value approach founded on the exchange concept of
value and price. 18 The exchange concept assumes that value is estab
lished in the marketplace by buyers and sellers. 19 Under the exchange
concept of value, the purpose of the appraisal is generally considered
immateriapo In examining ccmparable sales information the ap
praiser must adjust for nonsimilar factors such as materially different
title information, terms and conditions of the sales compared, and the
variations in physical-environmental attributes.21 The end result of
this method is an opinion as to value based on the recent selling prices
of similar properties.

2. The Capitalization-of-Income Method

The capitalization-of-income method of estimating value involves
a determination of value based on the net present value of the future
stream of income derivable from the property.22 This is the primary
method of estimating value for commercial properties such as apart
ment buildings, office buildings, and shopping centers.23 Like the com
parable-sales method, this method makes use of market data in
determining the fair market value of the income flow that should be
expected from the property.24 This estimate is compared with actual
income flow for established operations in analyzing the fair market
value of gross income from the property.25 Actual income, when avail-

16. See ENCYCLOPEDIA, supra note 2, at 86.
17. There is, for example, only one Empire State Building with its unique design, location,

and history, and thus it may have value not necessarily comparable to other city office buildings.
On more general terms, there may be few, if any, recent sales of similar buildings or property
within the relevant market area.

18. ENCYCLOPEDIA, supra note 2, at 86. This concept assumes that value is established by
buyers and sellers in the marketplace. In this context, value can be defined as the ratio by which
goods will be exchanged, or the power of goods to command other goods in exchange.

19. Id at 86.
20. Id at 88.
21. Id at 88-91.
22. Id at 54-55. See Note, supra note 5, at 1433.
23. ENCYCLOPEDIA, supra note 2, at 54; see Note, supra note 5, at 1433.
24. See ENCYCLOPEDIA, supra note 2, at 60.
25. See Note, supra note 5, at 1434.
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able, is taken as the best evidence of the fair income from the prop
erty,26 Based on estimated income from the property, the discounted
net present value is calculated with offsets for expenses and mainte
nance to derive the appraised value.27

3. The Reproduction-Cost-New-Less-Depreciation Method

The reproduction-cost-new-Iess-depreciation method of identify
ing value involves a determination of the cost to reproduce a building
or other improvement on real property based on current market
priceS.28 This method is often used when there are few comparable
sales or when the property possesses unique or special-purpose build
ings or improvements.29 This method is most useful in identifying the
value of churches, schools, libraries, and museums which have few or
no comparables and which do not produce income.30 Although this
method provides a useful basis for determining the upper limit on
value,31 there are significant limitations to its use. In particular, this
method is of limited utility when attempting to value improvements
that are not put to their highest and best use, that are poor1~ designed,
overly ornate, or for which there is no market for their use. 2 Like the
other two methods of identifying value, market data are used.33 In
essence, the reproduction-cost-new-Iess-depreciation method involves
computing reproduction cost based on the current market cost of labor,
materials, management, and capital needed to duplicate the building or
other improvements in terms of its facilities, amenities, and space, with
adjustments for depreciation.34

When estimating future income, the assessor must compute gross income (determined from
actual figures or from estimates) as well as all the expenses (actual or estimated) to be sub
tracted from gross income. The resulting net income figure represents the annual income
stream actually or predictably available to the owner, and is therefore the proper figure to be
analyzed in determining present value.

26. Id at 1435. Except for a new building that bas not yet been rented to full capacity,
estimates or comparables may be used.

27. See ENCYCLOPEDIA, supra note 2, at 54-56:
Capitalization is the discounting of future income into present value. In the capitalization
process, the appraiser must take the following steps: (1) calculate the amount of net annual
mcome that may reasonably be expected from the property, by deducting expenses from gross
income; (2) estimate the length of time the net income will probably endure; (3) gather cur
rent local data bearing on the investment market, and relating to similar properties; (4) ascer
tain the capitalization or discount rate required to attract capital and representing a fair
return on the investment; and (5) select a suitable technique for processing the information
gathered into an estimate of value.

28. Id at 37. "The term 'reproduction cost' is sometimes used interchangeably with 're
placement cost', but strictly speaking, there is a distinction between [the two because]
[r]eplacement implies substitution, rather than duplication."

29. Id at 38; Note, supra note 5, at 1432.
30. ENCYCLOPEDIA, supra note 2, at 38.
31. Id Methods generally used to estimate costs include (1) the quantity survey method, (2)

the unit-in-place method, (3) the square-foot method, and (4) the cubic-foot method.
32. Id at 39.
33. Id
34. Note, supra note 5, at 1432.
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4. Contexts in Which the Appraisal Methods Are Utilized

By using one or a combination of the three primary methods of
valuation, an appraiser calculates the fair market value of the property
in question.3s The comparable-sales method is best used when there
ure a significant number ofcurrent sales of similar properties. The cap
italization-of-income method is best used for income-producing prop
erty where a steady flow of income can be estimated over an extended
period of time. The reproduction-cost-new-less-depreciation method is
best used when a property is unique or serves a special purpose. Be
cause the conclusion as to value may vary with the method used to
calculate it, the appraiser's opinion should reveal the method of ap
praisal used.

B. Use ofAppraisals

1. .Direct Uses

Various uses are made of the appraisal opinion. An appraisal
opinion ordered and received by a buyer or seller after agreement on a
contract price is probably used primarily as a method of confirming the
buyer's or seller's own prior' assessment that a fair price had been
agreed upon. In other instances, a buyer and seller could agree on a
purchase-and-sale contract or a tax-deferred like-kind exchange of real
property and leave the valuation and price term open to readjustment
upon receipt of an appraisal opinion as a condition to closing.36 In
transactions involving long term leases or sale-leasebacks the appraisal
opinion can be the basis for rent adjustments and for setting purchase
option prices in the later years of the lease term.37

The appraisal opinion serves as a decisional tool for lenders seek
ing compliance with state and federalloan-to-value regulations and in
assuring adequate security to support a loan decision.38 Permanent
lenders for commercial projects will require an appraisal opinion to
support the decision to finance the project.39 In large construction

35. The professional appraiser considers numerous factors in addition to cost, price, and
monetary determinants of value. The appraiser's reports should include references to the follow
ing: property identification, legal description, purpose-function, date of appraisal, property right
appraised, zoning, deed restrictions, plot restrictions, assessment, taxes, age, utilities, definition of
market value, regional infiuence, city data, neighborhood data, special hazards or adverse infiu
ence, land site data, highest and best use, description of improvements, cost approach, market data
comparables, correlation, assumptions and limiting conditions, certificate of appraisal. The re
ports should include in addenda the qualifications of the appraiser, the plot plan, floor plan, maps,
photos, and supporting materials. I G. SMITH, MAsTER GUIDE TO REAL EsTATE VALUATION 108
09 (1973). See also MADISON & DWYER, supra note I, , 3.03(2) (elements considered by a perma
nent lender).

36. For a discussion of like kind exchanges and their tax implications, see G. ROBINSON,
FEDERAL INCOME TAXATION OF REAL EsTATE' 12.04 (1983).

37. MADISON & DWYER, supra note 1, , 6.03(9) (ground rent); id " 5.05(4), 6.04(2)(a)(i),
6.04(3) (basis of sale-leaseback price).

38. Id" 2.02, 3.04(1).
39. Id" 3.03(2), 3.04(1), 3.09(2), 3.09(3).
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projects, a participation agreement may be worked out between several
lenders with the lead lender responsible for confirming the total loan
amount as consistent with the appraised value of the project.4O In such
instances the loan participants are likely to rely on the lead lender to
protect the value of their individual loan contributions. In the residen
tial loan market, an appraisal requirement will be a condition to
financing and, as such, may lead borrowers to conclude that the
lender's subsequent loan confirms the purchase price as the property's
actual fair market value.41

2. Indirect Uses

In some instances, an appraisal opinion may'have an indirect use
for subsequent parties who do not obtain their own appraisal of a prop
erty's value. Such instances may involve junior lenders or subsequent
equity investors that rely on previous appraisals or upon an estimate of
value that they derive from the face amount of prior outstanding loans
secured by the property. Regardless of whether the reliance of these
lenders or investors is a supportable business practice, this indirect use
of appraisal opinions is probably an actual and accepted practice
among low-margin financers or unsophisticated investors.

3. Problems Resultingfrom Erroneous Appraisals

With these various uses of appraisal opinions, erroneous apprais
als can lead to problems in several circumstances. A buyer or investor
could undertake a purchase or financing arrangement involving pay
ment obligations in excess of the actual value of the property if the
property's appraised value is erroneously overstated.42 A buyer or in
vestor could be denied favorable purchase or financing terms if an ap
praisal erroneously understates the value of a property.43 Similarly, a
lender could find that an erroneous overstatement in the appraised
value of a property leaves it with inadequate security for its 10an,44 or,
if the value is understated, deprives the lender of the opportunity to
make additional funding.45

Erroneous appraisals could also be problematic from the stand
point of foreclosure. If a property was overvalued and consequently
overfinanced, a subsequent foreclosure on the mortgage could result in
a low price at the foreclosure sale, reflecting the property's true value.

40. Id ~ 11.01(7) (loan participation agreements); ~ 11.01(6)(d) (possible liability of lead
lender to others under securities laws under loan participation agreement).

41. See, e.g., Larsen v. United Fed. Say. & Loan Ass'n of Des Moines, 300 N.W.2d 281, 283
(Iowa 1981); Stotlar v. Hester, 92 N.M. 26, 28, 582 P.2d 403, 404 (1978); Yianni v. Edwin Evans &
Sons, [1981) 3 All E.R. 592, 593.

42. See, e.g., cases cited supra note 41.
43. See Gay v. Broder, 109 Cal. App. 3d 66, 69, 167 Cal. Rptr. 123, 124 (1980).
44. See, e.g., cases cited supra note 41.
45. See, e.g., Gay, 109 Cal. App. 3d at 69, 167 Cal. Rptr. at 124.
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This in tum could result in the pursuit of a deficiency judgment against
the borrower for the unpaid balance of the promissory note.46 Where a
junior lender is irivolved, erroneously overstated appraisals may cause
two complications in the foreclosure process. First, where one parcel of
real estate is involved, the junior lender could be left with no security to
support the loan if the property at the time of foreclosure is actually
worth less than the combined outstanding balance of both the junior
and senior lenders' loans. Second, where multiple parcels form security
for a loan and the senior lender can pick and choose between parcels to
satisfy any default on its loan, the junior lender without security on the
same parcels as the senior lender may be left with no security or insuffi
cient security unless the junior lender can invoke the aid of the courts
and impose a satisfactory equitable marshalling of assets.47

As the preceding discussion indicates, appraisal opinions have
many uses in real estate transactions. They can confirm the fairness of
a contract price or provide parameters for originally unsettled pricing
terms. Appraisal opinions are also a cornerstone for transactions in
volving third-party financing by lenders. Along with their many useful
applications, however, appraisals can raise problems of failed expecta
tions and of liability when they are erroneously prepared. The primary
focus of this article is on delineating the scope of these problems and of
the potential liabilities confronting lenders when they have provided or
used an erroneous appraisal that was negligently prepared.

III. TORT AND CONTRACT LIABILITY

For purposes of discussing the liability of a lender, the term
"lender," is generally broadly defined. The term includes lending insti
tutions, such as banks and savings and loan associations; equity lend
ers, such as Household Finance Company; investment vehicles, such as
real estate investment trusts or limited partnership syndications; and
individuals. The primary emphasis of this article, however, is on lend
ing institutions. When the typical lender is confronted with possible
liability for negligently prepared appraisals, the situation is likely to
involve the lender's use of an "in-house" appraiser,48 the lender's use of
an "independent" appraiser,49 or the combined use of appraisals ob
tained by the lender and borrower.so In examining these three situa-

46. See Danca v. Taunton Say. Bank, 385 Mass. 1,3,6,429 N.E.2d 1129, 1131, 1134 (1982);
see generally A. AxELROD, C. BERGER & Q. JOHNSTONE, LAND TRANSFER AND FINANCE 229·30,
262-64 (2d ed. 1978); G. OSBORNE, G. NELSON & D. WHITMAN, REAL EsTATE FINANCE LAW 524
36 (1979).

47. For a general discussion on marshalling of assets, see MADISON & DWYER, supra note I,
'7.06; G. OSBORNE, G. NELSON & D. WHITMAN, supra note 46, at 614-37.

48. See, e.g., Larsen v. United Fed. Say. & Loan Ass'n of Des Moines, 300 N.W.2d 281,284
(Iowa 1981).

49. See, e.g., Gay v. Broder, 109 Cal. App. 3d 66,69, 167 Cal. Rptr. 123, 124 (1980); Yianni
v. Edwin Evans & Sons, [1981] 3 All E.R. 592, 596.

50. See, e.g., MADISON & DWYER, supra note I,' 3.04(1); Breckenridge Hotels Corp. v. Real
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tions, this article focuses its discussion on various theories of liability.51
These theories include principles of agency,52 third party benefi
ciaries,53 justifiable reliance by foreseeable parties,54 and public pol
icy.55 As an additional consideration, these theories of liability are
examined for their potential implications on a lender's liability to per
sons other than its original borrower.

A. Lender's «In-House" Appraisal

1. Larsen v. United Federal Savings and Loan Association

In Larsen v. United Federal Savings and Loan Association,56 the
Iowa Supreme Court directly confronted the issue of a lender's liability
when a negligent appraisal was prepared by an in-house appraiser.
Larsen involved the purchase of a home for $45,000 by the plaintiff
under a contract contingent upon securing a new mortgage from
United Federal in the amount of $29,000.57 Plaintiff took only a quick
look at the home prior to executing the purchase contral.'t because the
seller was anxious to have them leave the premises.58 United Federal
required an appraisal as a condition to the loan, and plaintiff, being
familiar with the appraisal requirement, assumed any problems with
the home would be revealed in the appraisa1.59 An employee of United
Federal prepared the appraisal at plaintiffs expense and identified
plaintiff as the "Borrower/Client" on his report.60 The home was ap-

Estate Research Corp., 452 F. Supp. 529, 531 (E.D. Mo.), vacated, 456 F. Supp. 385 (E.D. Mo.
1978). Breckenridge involved a commercial loan of approximately $9,000,000. The borrower was
required to obtain its own appraisal and deliver it to the lender. The primary lender set up a
participation agreement with another savings and loan to be able to fund the full loan amount if
the appraisal and lender evaluation thereof justified the transaction. Although this case was va
cated because of a post-trial settlement, it illustrates the type of situation in which the borrower
must provide an appraisal as a condition to a loan.

51. See, e.g., Prosser, Misrepresentation and Third Persons, 19 VAND. L. REv. 231, 233-40
(1966) (concept of negligent misrepresentation should include the acts of an appraiser in negli
gently stating the value of real property); Comment, Title Abstractor's Liability in Tort and Con
tract: A Right 01 Action lor Injured Third Parties, 22 AM. U.L. REv. 455, 458-64 (1973)
[hereinafter cited as Comment, Title Abstractor's Liability] (similar problems as to obstructions);
Comment, Torts: Accountant Liability to Third Partylor Negligent Misrepresentation, 53 MINN. L.
REv. 1375, 1375-79 (1969) [hereinafter cited as Comment, Accountant Liability] (accountant
liability).

52. See, e.g., Larsen v. United Fed. Sav. & Loan Ass'n of Des Moines, 300 N.W.2d 281, 287
(Iowa 1981) (court refused to treat an in-house appraiser as being separate and apart from the
lender itself).

53. See, e.g., Stotlar v. Hester, 92 N.M. 26, 30-31, 582 P.2d 403, 406-07 (1978).
54. See, e.g., cases cited supra note 41. See also Danca v. Taunton Sav. Bank, 385 Mass. I,

4-5, 429 N.E.2d 1129, 1133-34 (1982).
55. Lucas v. Hamm, 56 Cal. 2d 583, 586, 364 P.2d 685, 687, 15 Cal. Rptr. 821, 823, cert.

denied, 368 U.S. 987 (1961); Biakanja v. Irving, 49 Cal. 2d 647, 650, 320 P.2d 16, 19 (1958).
56. 300 N.W.2d 281 (Iowa 1981).
57. Id at 283. In Larsen, the contract for sale was contingent upon financing. A correct

appraisal would have revealed the lack of value of the property and would have allowed the buyer
a chance to rescind both the loan and the sales contracts.

58. Id at 283.
59. Id
60. Id at 284. Plaintiff was charged $75 for the appraisal. Plaintiff had also made a
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praised at $45,000 and plaintiff was notified.61 After closing on the
purchase and the loan, plaintiff moved into the home and discovered
major structural defects resulting in uneven floors, walls out of plumb,
and basement walls failing.62 The estimated cost to repair the home
was $19,000.63 United Federal defended against plaintiffs suit for dam
ages by denying it owed any duty to plaintiff. United Federal claimed
that the appraisal was used for the purpose and protection of the
lender, solely to justify the investment to be secured by the property.64
The court rejected this claim, holding that a duty of care in preparing
the appraisal report was owed to the plaintiff. The court refused to
bifurcate the role of United Federal from that of its in-house
appraiser.65

2. Possible Theories ofLiability

The result in the Larsen case can be explained on three theories of
liability: agency, direct contract, and negligence in tort.

a. Agency

Under principles of agency, the court's determination that United
Federal breached the duty owed to plaintiff in preparation of the ap
praisalled the C01,lrt to hold United Federal responsible for the negli
gence of its in-house appraiser.66 The court in so holding made United
Federal legally responsible for the acts of its employee performed in
the course of his employment.67 The court recognized that to hold
otherwise would allow United Federal and other lenders to escape lia
bility for the misdeeds of their employees by asserting a lack of respon
sibility to injured plaintiffs. Under the court's theory, United Federal
could be held liable for the negligent appraisal its employee prepared
where the appraisal was the employee'S authorized function or where
the employee had apparent authority or independent power to perform
such functions.68

Apart from traditional agency principles, United Federal might
also have been held liable for its employee'S negligence under theories

nonrefundable deposit of $100 with the bank for the loan commitment. Larsen is an easier case
than some because the bank, on its own forms, identified the borrower as the client able to use the
appraisal report.

61. Id at 284.
62. Id
63. Id at 285.
64. Id at 285-86.
65. Id at 285-87.
66. Id
67. See Granberg v. Turnham, 166 Cal. App. 2d 390, 395, 333 P.2d 423, 426 (1958) (within

the course of employment, knowledge of an agent is imputed to his principal; liability for error is
also imputed); Ultramares Corp. v. Touche, 255 N.Y. 170,193,174 N.E. 441, 450 (1931) (account
ing finn held liable for the negligence of its subordinate employee).

68. RESTATEMENT (SECOND) OF AGENCY § 140, § 140 comment a (1957).
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of estoppel, restitution, or negotiability.69 The court could have found
that United Federal ratified the employee's negligent appraisal by us
ing it to evaluate the security for the loan70 and by informing the bor
rower that the appraisal was satisfactory and that the property was free
from defects.71

b. Breach of Contract

Recognizing that a lender like United Federal will be held liable
for the negligent appraisals of its employees or agents, the in-house
appraisal problem could be dealt with in terms of breach of direct con
tract between the lender and borrower. The loan commitment or
agreement between the borrower and lender will generally either re
quire or at least imply the need for an appraisal, the results of which
will form the basis for the loan decision. In undertaking such a con
tractual obligation, the lender and its employees should be under a
contractual duty to perform the loan services, including the appraisal,
with reasonable care and skill.72 Based on its direct contract with the
borrower, the lender would then be liable for the borrower's injury re
sulting from a negligent performance of the appraisal evaluation.73

This approach, though not used in Larsen, can justify the finding of
liability against a lender like United Federal when its in-house prepa
ration and use of a negligently prepared appraisal results in injury to a
borrower.

c. Negligence in Tort

To succeed in bringing a tort action in negligence without relying
on contractual duties, a borrower would need to establish a lender's
breach of its duty to conform to a standard· of reasonable care in per
forming the appraisaI,74 Under a tort theory of liability, a lender like
United Federal using an in-house appraiser should be liable for pecu
niary losses caused to those who justifiably rely upon the information
in the appraisal if the lender has failed to exercise reasonable care or
competence in obtaining or communicating the information.75 The

. 69. Id § 141 (see comments to this section for examples).
70. Id § 143 (ratification).

• 71. Larsen v. United Fed. Say. & Loan Ass'n of Des Moines, 300 N.W.2d 281, 284 (Iowa
1981).

72. See National Say. Bank of D.C. v. Ward, 100 U.S. 195, 195 (1880) (involving attorney
employed to investigate title to real property); Ultramares Corp. v. Touche, 255 N.Y. 170, 179, 174
N.E. 441, 444 (1931) (involving accountant employed to investigate the financial position of a
firm).

73. See Breckenridge Hotels Corp. v. Real Estate Research Corp., 452 F. Supp. 529, 532-33
(E.D. Mo.), vacated, 456 F. Supp. 385 (E.D. Mo. 1978); Beckovsky v. Burton Abstract & Title Co.,
208 Mich. 224, 229·30, 175 N.W. 235, 237 (1919).

74. Larsen v. United Fed. Say. & Loan Ass'n of Des Moines, 300 N.W.2d 281, 285 (Iowa
1981).

75. REsTATEMENT (SECOND) OF TORTS § 552(1) (1977). This section provides:
One who, in the course of his business, profession or employment, or in any other transaction
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lender's liability for the negligent misrepresentation of value in the in
house appraisal extends to the person or limited group of persons for
whose benefit and guidance the appraisal is supplied and whose reli
ance upon it influences their decision in the purchase or loan transac
tion.76 It is the foreseeability of justifiable reliance that makes the
lender liable under these circumstances, and it is no defense to assert,
as United Federal did, that the appraisal was solely for the lender's
own use and protection.77

The sphere of persons who may justifiably rely on a negligent mis
representation such as an erroneous in-house appraisal does not in
clude the general public.78 When the lender knows, however, that the
information's end use and purpose is to influence another, the lender's
liability for damages may extend to that identified person79 or group.80
When the appraisal information is for a loan to purchase residential
property, the borrower can be expected to rely on the lender's ap-

in which he has a pecuniary interest, supplies false information for the guidance of others in
their business transactions, is subject to liability for pecuniary loss caused to them by their
justifiable reliance upon the information, if he fails to exercise reasonable care or competence
in obtaining or communicating the information.

Because the rule of liability stated in Section (1) is based upon negligence, the defendant is
subject to liability if, but only if, he has failed to exercise the care or competence of a reasonable
man in obtaining or communicating the information. As comment e to § 552 notes: "It is, in
general, a matter of the care and competence that the recipient of the information is entitled to
expect in the light of the circumstances and this will vary according to a good many factors." See
Larsen v. United Fed. Say. & Loan Ass'n of Des Moines, 300 N.W.2d 281, 287 (Iowa 1981);
Stotlar v. Hester, 92 N.M. 26, 29-30, 582 P.2d 403, 406 (1978). See also Danca v. Taunton Say.
Bank, 385 Mass. 1, 6, 429 N.E.2d 1129, 1134 (1982); Mutual Life & Citizen's Assurance Co., Ltd.
v. Evatt, [1969J 1 Lloyd's L.R. 535, 546-47. The court in Mutual Life stated that if a special
relationship exists between the parties or the relying party believes the other party has superior
knowledge, information, or opportunity for judgment, a duty of care is owed to the party who will
foreseeably rely. The court further noted:

a cause of action for breach of a duty of care in the gratuitous giving of information and
advice by a person who does not profess a calling or particular capacity can be maintained
and [theJ loss and damage causally related to incorrect information or advice so given in
breach of duty may be recovered at law. • .

ld at 546-47.
76. REsTATEMENT (SECOND) OF TORTS § 552(2) (1977). This section states:

Except as stated in Subsection (3), the liability stated in Subsection (1) is limited to loss suf
fered (a) by the person or one of a limited group of persons for whose benefit and guidance he
intends to supply the information or knows that the recipient intends to supply it; and (b)
through reliance upon it in a transaction that he intends the information to influence or
knows that the recipient so intends or in a substantially similar transaction.

See also Larsen v. United Fed. Say. & Loan Ass'n of Des Moines, 300 N.W.2d 281, 287 (Iowa
1981); Stotlar v. Hester, 92 N.M. 26, 29-30, 582 P.2d 403, 406 (1978).

77. See Larsen v. United Fed. Say. & Loan Ass'n of Des Moines, 300 N.W.2d 281,286 (Iowa
1981).

78. White v. Guarente, 43 N.Y.2d 356, 362-63, 372 N.E.2d 315, 319-20,401 N.Y.S.2d 474,
478-79 (1977); Ultramares Corp. v. Touche, 255 N.Y. 170, 187-88, 174 N.E. 441, 447-48 (1931).
For a more particular discussion on liability beyond the borrower, see infra notes 169-91 and
accompanying text.

79. Glanzer v. Shepard, 233 N.Y. 236, 237-42, 135 N.E. 275, 275-77 (1922).
80. Rusch Factors, Inc. v. Levin, 284 F. Supp. 85, 93 (D.R.I. 1968) (limited class of corporate

investors); Ryan v. Kanne, 170 N.W.2d 395, 401 (Iowa 1969) (accountants); White v. Guarente,43
N.Y.2d 356,362-63,372 N.E.2d 315, 319-20, 401 N.Y.S.2d 474, 478-79 (1977) (accountant liable to
limited partners); RESTATEMENT (SECOND) OF TORTS § 552(2)(a) (1977).
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praisal.81 If the borrower justifiably relies on the lender's appraisal and
suffers damages proximately caused by the appraiser's negligent mis
representation of the property's value, the borrower should prevail in
an action against the lender based on principles of tort liability.s2 But,
simply because a borrower is a person who may foreseeably rely on the
lender's appraisal does not mean that the lender's liability should be
automatic. The borrower's knowledge and past experiences in real es
tate transactions and with the appraisal process should be important
factors in assessing the reasonableness of the borrower's reliance. If the
borrower is a frequent real estate investor, then possibly his reliance on
the lender in these matters is less justifiable and the lender should
therefore be less culpable for any resulting loss. If, however, the bor
rower has limited real estate experience or is purchasing a low-to-mod
erately priced home, the lender should be held primarily liable for the
losses proximately caused to the borrower from his reliance on the
lender's appraisal.

In the context of home loans to purchasers of moderately priced
housing, many borrowers, even when instructed to obtain their own
independent property appraisal, rely on the appraisal prepared for the
lender.s3 They may rely on the lender's appraisal for any number of
reasons, but the most likely basis for their decision is that these borrow
ers consider the cost of an additional appraisal to be needless duplica
tion since in most cases they have already paid the cost of the lender's
appraisal. Additionally, lenders, especially if they are successful, have
probably gained the trust and confidence of the public through adver
tising and promotional materials stressing their investment expertise.
Institutional lenders in the United States have also created the image
that they will make conservative investments to preserve the integrity
and security of the lending and banking industry. Within such a con
text, borrowers should be expected to rely on the lender. Such borrow
ers will generally believe that if the property is good enough for the
lender's loan it is good enough for them. Under these circumstances,
such borrowers should not be denied recovery from the lender because
of their alleged contributory negligence for failure to obtain their own
independent appraisal.84

81. See cases cited supra note 41.
82. See, e.g., Kovaleski v. TaJlabassee Title Co., 363 So.2d 1156, 1160 (Fla. Dist. Ct. App.

1978) (involved abstractor); Hughes v. Holt, 140 VI. 38,41-42,435 A.2d 687,689 (1981) (involved
appraiser; court found no liability).

83. Yianni v. Edwin Evans & Sons, [1981J 3 All E.R. 592, 597. One study of such a loan
market in England found that 90% of such borrowers relied on their lender's appraisal. Another
study came up with a figure of 85% to 90%.

84. Id at 606. This may not be true, however, for the participants in a large commercial
transaction where all parties have more business knowledge and the loan requirements require the
borrower to obtain an independent appraisal. See MADISON & DWYER, supra note I, , 3.04(1).

C1
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d. Public Policy

Public policy may provide a fourth theory for holding a lender
liable for a negligent in-house appraisal.85 Public policy considerations
involve the balancing of many factors. These factors include the extent
to which the information was intended to affect the relying party, the
foreseeability of harm, the certainty of harm, the connection between
the information and the relying party's harm, the moral blame attached
to a defendant's conduct, and the policy of preventing future harm.86

In the public policy context, the more a court focuses on the moral
blame attached to a defendant's conduct and the desire to prevent fu
ture harm, the less significant the proof of reliance and proximate cause
would seem to be in allowing plaintiffs to recover.

Such a policy-oriented approach might lead to a standard of liabil
ity dependent on the nature of the relying party or plaintiff. Under this
approach, an injured economically disadvantaged home buyer with lit
tle education would likely receive a different degree of moral blame
than an injured multimillion-dollar developer, even though each may,
in certain circumstances, rely equally upon an appraisal opinion done
by and for the lender. If a court confronted with such situations fo
cused too heavily on the policy factors of moral blame and preventing
future harm, that court would be likely to reach decisions of liability
based more on the nature of the parties than on the specific facts of
alleged misconduct.

Significant policy factors should also include a recognition that the
lender probably has more experience than the typical borrower in real
estate transactions and the lender should be better able to foresee po
tential problems with the appraisal process. The lender is also in a
better position than the typical borrower to spread the costs and risks of
potential problems by allocating these costs among the many people to

85. See, e.g., Licata v. Spector, 26 Conn. Supp. 378,383,225 A.2d 28,31 (1966); Haldane v.
Freeman, 204 Cal. App. 2d 475, 478,22 Cal. Rptr. 445, 446 (1962); Lucas v. Hamm, 56 Cal. 2d
583,587,364 P.2d 685, 687, 15 Cal. Rptr. 821, 823, cerro denied, 368 U.S. 987 (1961); Biakanja V.

Irving, 49 Cal. 2d 647, 651, 320 P.2d 16, 19 (1958).
86. See, e.g., cases cited supra note 85. Each of these cases involved negligence relating to

wills. Their impact, however, is not limited to the law of wills, and the public policy factors they
develop are especially applicable to the negligent appraisal problem.

The determination whether in a specific case the defendant will be held liable to a third
person not in privity is a matter of policy and involves the balancing of various factors,
among which are the extent to which the transaction was intended to affect the plaintiff, the
foreseeability of harm to him, the degree of certainty that the plaintiff suffered injury, the
closeness of the connection between the defendant's conduct and the injury suffered, the
moral blame attached to the defendant's conduct, and the policy of preventing future harm.

Biakanja, 49 Cal. 2d at 651, 320 P.2d at 19. See also Rainer V. Grossman, 31 Cal. App. 3d 539,
544, 107 Cal. Rptr. 469, 472 (1973). Additional policy considerations include:

(I) the social utility of the activity causing the injury compared with the risks involved in its
conduct; (2) the kind of a person with whom the actor is dealing; (3) the workability of a rule
of care especially in terms of the parties' relative ability to adopt practical means of prevent
ing injury; [and) (4) the prophylactic effect of a rule of liabilty.

Id.



HeinOnline -- 1984 U. Ill. L. Rev. 67 1984

No.1) NEGLIGENT REAL ESTATE APPRAISALS 67

which it makes loans. In this way, the costs and risks of appraisal
problems can be spread, at a nominal charge, among all similar bor
rowers while placing primary responsibility for competent appraisals
on specific lenders. Lenders who provide or use more competent ap
praisals should be able to offer cheaper loan services and thereby ac
complish a cost advantage in the increasingly competitive lending
industry. For this reason, institutional lenders should be motivated to
provide and use better appraisals in their real estate transactions. The
significant point for lenders raised by this policy approach is that there
may be classes of people for whom lenders will have more difficulty
limiting their liability when a loss has been suffered due to reliance
upon a negligently prepared in-house appraisal.87

3. Creative Financing Arrangements

Creative financing such as the use of sale-leaseback arrange
ments,88 shared appreciation mortgages,89 and equity participation
10ans90 make a lender more likely to be liable to borrowers for negli
gently prepared in-house appraisals.91 Under these financing arrange
ments, the lender becomes more than a passive participant in the
transaction between a buyer and seller. In creative financing arrange
ments the lender establishes a special relationship with the borrower by
becoming involved in the sale and profit of the property for which the
borrower seeks the loan. This involvement in the transaction underly
ing the loan should make the lender more vulnerable to a charge of
breach of a direct contract obligation if it negligently prepares an
appraisal.

The use of an in-house appraiser creates significant issues of liabil
ity for a lender. This liability, though not extending to the public at
large, can extend to any person that the lender should foreseeably ex
pect to rely upon the appraiser's results. Holding the lender liable for
losses proximately resulting from a borrower's direct or indirect reli
ance on the negligently prepared in-house appraisal can be justified on
the basis of agency, direct contract, negligence in tort, or public

87. See, e.g., Yianni v. Edwin Evans & Sons, [1981) 3 All E.R. 592, 606 (moderate income
home buyers given protection and allowed to rely on bank appraisal, even when the bank in
structed them to obtain their own independent appraisal and not to rely on the bank).

88. A sale-leaseback agreement involves a method of financing in which the "borrower"
transfers the fee title of his property to the "lender" while retaining a long-term leasehold for
which periodic rental payments are made back to the "lender."

89. A shared appreciation mortgage is a mortgage in which the lender obtains a right to a
prearranged percent of the equity appreciation of property at the end ofa prearranged time period
or at the time of the property's disposition.

90. A typical arrangement might involve a 25% to 30% share in profits for the lender.
91. See Malloy, The Interstate Land Sales Full Disclosure Act: Its Requirements, Conse

quences, and Implications/or Persons Participating in Real Estale Development, 24 B.C.L. REv.
1187, 1218 (1983). See also MADISON & DWYER, supra note I, ~ 3.04(3)(a) (dealing with equity
kickers).
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B. Lender's Independent Appraisal

A more difficult issue of liability than lender liability for an in
house appraisal is that of lender liability for the negligent appraisal of
an independent appraiser.93 The independent appraiser represents a
problem for aggrieved borrowers because there will generally be no
privity of contract between the borrower and the appraiser. Under a
contract theory of liability, the absence of privity could deny a bor
rower a cause of action for a negligent appraisal that results in a loss to
the borrower,94 the loss being measured by the difference between the
value of the property as misrepresented in the negligent appraisal and
its actual value when its true condition is revealed.95 At the same time
the lender, who is in privity of contract with the independent appraiser,
may have suffered no loss and would have no reason to sue for the
negligent appraisal, provided the borrower continues to pay on the
promissory note.96 In essence, the lender will suffer no damage as a
result of the negligent appraisal as long as the borrower continues to
pay on the promissory note because the property itself is only security
for the borrower's promise to repay the loan. As a result of this situa
tion, failure to formulate a theory of recovery other than for direct
breach of contract could leave the injured borrower with no cause of
action while the lender, with privity of contract, would have no injury
and thus no incentive to sue.97

Under these circumstances, an analysis of a lender's potentiallia
bility through an examination of the borrower's alternative theories of
action in seeking to recover for losses resulting from the negligent ap
praisal is appropriate. First, a determination should be made as to the
basis for holding the independent appraiser liable to the borrower.
Second, a determination should be made as to the basis for holding the
lender liable to the borrower, regardless of whether the borrower
chooses to sue the independent appraiser. If the borrower contracted

92. Hughes v. Holt, 140 Vt. 38, 41, 435 A.2d 687, 688 (1981) (a bank may be liable for
negligence of an appraiser; court implies liability more likely when the lender goes beyond acting
in its capacity of a passive lender of money). See also Malloy, supra note 91, at 1213-19, 1230-33
(analogy of expanded lender liability under the Interstate Land Sales Full Disclosure Act
("ILSFDA") when a lender becomes involved beyond mere lending).

93. This does not include a third party that is an agent of the lender. For a discussion of
agency liability, see supra notes 56-92 and accompanying text.

94. Yianni v. Edwin Evans & Sons, [1981J 3 All E.R. 592,601.
95. Actually, damages should probably include an offset from the price the borrower actu

ally paid as opposed to the value stated in the negligently prepared appraisal. Thus, if the
purchase price were $90,000, the negligent appraisal stated $100,000, and the actual value was
$50,000, then damages for the loss should be $40,000, not $50,000, unless damages for loss of the
bargain are permitted. Loss of bargain damages generally are not recoverable for negligent mis
representation actions. See infra note 229 and accompanying text.

96. Yianni v. Edwin Evans & Sons, [1981] 3 All E.R. 592, 600..
97. Id at 600.
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directly with the independent appraiser, a negligent appraisal would be
actionable as a direct breach of contract much as it would be when a
lender's in-house appraiser fails to fulfill its contractual obligations
with due care.98 In the absence of privity between the borrower and
the independent appraiser, the primary theories of liability would be
third party beneficiary law and negligence in tort.

1. Third Party Beneficiary Theory

Third party beneficiary theory evolved as a means of circum
venting the traditional requirements of privity by attempting to provide
a reasonable and legally justifiable basis for holding a party liable for
breach of contractual duty to persons who were not parties to the con
tract,99 As a result, many years of judicial consideration were devoted
to establishing workable. guidelines for the limitation of the risk inher
ent in making a contract actionable by undefined third persons not par
ties to the contract. 1OO Early cases were very concerned with possible
horrors of opening the door of liability too wide and allowing remote
members of the general public to sue on practically any private con
tract. 101 This concern for delineating a proper scope of liability tied to
contract principles continues today and is applicable to the problem of
independent appraisers. 102

The initial step in determining whether a contract was for the ben
efit of a third party involves a consideration of the intent of the con
tracting parties gathered from the terms of the contract as a whole in
light of the circumstances of the contract's formation and the purpose
for which is was entered. 103 Under third party beneficiary principles, a
third party for whom the benefit on the contract may be contemplated
is entitled to have the performance of the contract carried out with rea-

98. See supra notes 56-92 and accompanying text.
99. See generally E. FARNSWORTH, CONTRACTS 709-44 (1982); J. CALAMARI & J. PERILLO,

CONTRACTS 605-30 (1977).
100. See generally E. FARNSWORTH, supra note 99, at 709-44; J. CALAMARI & J. PERILLO,

supra note 99, at 605-30.
101. See generailyE. FARNSWORTH, supra note 99, ar709-44; J. CALAMARI & J. PERILLO,

supra note 99, at 605-30; Comment, Title Abstractor:r Liability, supra note 51, at 459-60. In Ul
. tramares Corp. v. Touche, 255 N.Y. 170, 183-84, 174 N.E. 441, 445 (1931), Judge Cardozo
observed:

The assault upon the citadel of privity is proceeding in these days apace. How far the inroads
shall extend is now a favorite subject ofJudicial discussion. . .. [T]oday the beneficiary of a
promise, clearly designated as such, is seldom left without a remedy. . .. [T]he remedy is
narrower where the beneficiaries of the promise are indeterminate or general. Something
more must then appear than an intention that the promise shall redound to the benefit of the
public or to that of a class of indefinite extension. The promise must be such as to "bespeak
the assumption of a duty to make reparation directly to the individual members of the public
if the benefit is lost."
102. See, e.g., Stotlar v. Hester, 93 N.M. 26, 31, 582 P.2d 403, 407 (1978) (issue raised in

recent action against appraiser where there was no privity between plaintiff and defendant ap
praiser). See Gay v. Broder, 109 Cal. App. 3d 66, 70-71, 167 Cal. Rptr. 123, 124-26 (1980).

103. A.R. Moyer, Inc. v. Graham, 285 So.2d 397, 402 (Fla. 1973).
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sonable care. 104 Typical third party beneficiaries are persons named in
the contract or instrument giving rise to the dispute or persons whose
identity and anticipated use or benefit was expressly contemplated by
the parties at the time of contract. lOS Although the parties to a private
contract will probably not be considered to have intended a benefit to
the general public, a group of persons might be appropriate benefi
ciaries where they are members of a particular class or limited group of
individuals whose identity, ifnot expressed in the contract, could none
theless be established and whose use of the product of the contract
could be anticipated. 106 Under this theory, therefore, a borrower does
not need to be expressly identified by an independent appraiser's con
tract as a third party beneficiary to recover on the contract, provided
the borrower can establish that he, individually or as a member of a
group, was intended to be benefited by the primary contract between
the lender and appraiser. 107

The borrower should be able to raise the third party beneficiary
issue in situations where the lender arranges the contract for an in
dependent appraisal. Even if the independent appraiser is unaware of
the specific third persons that may be awaiting the result of the ap
praisal, the appraiser should know that the lender does not generally
seek an appraisal of real property unless a borrower has first submitted
a loan application. Thus, the independent appraiser should reasonably
contemplate that a third party to the transaction with the lender will be
affected by the appraisal and that as an appraiser he should not escape
liability simply by ignoring the opportunity to inquire as to the identity
of the individual, entity, or limited group, with whom the lender is
dealing. 108 .

104. White v. Guarente, 43 N.Y.2d 356,363,372 N.E.2d 315, 319-20, 401 N.Y.S.2d 474,479
(1977).

105. Redarowicz v. Ohlendorf, 92 m. 2d 171, 179,441 N.E.2d 324, 328, 65 Ill. Dec. 411, 415
(1982) (beneficiaries of a contract between a city and a developer to repair plaintiff's home);
Stotlar v. Hester, 92 N.M. 26, 30-31, 582 P.2d 403, 406-07 (1978); Lucas v. Hamm, 56 Cal. 2d 583,
588,364 P.2d 685, 688,15 Cal. Rptr. 821, 824 (1961) (beneficiaries ofa will), cerl. denied, 368 U.S.
987 (1962).

106. White v. Guarente, 43 N.Y.2d 356, 363, 372 N.E.2d 315, 320, 401 N.Y.S.2d 474, 479
(1977) (accountants retained by a limited partnership to perform auditing and tax services liable
for negligence to the group of limited partners because the limited partners were (1) limited in
number, (2) could have been identified, and (3) could have been expected to rely on the account
ant's reports).

107. Stotlar v. Hester, 92 N.M. 26, 32-33, 582 P.2d 403, 407 (1978).
108. See generally While, 43 N.Y.2d at 361-63,372 N.E.2d at 318-20, 401 N.Y.S.2d at 477-79.

The names and identities of the accountant and a limited number of the members of the limited
partnership could have been determined, and each could also sue under third party beneficiary
theory. Also, an interesting point to consider is the plaintiff's ability to tum third party situations
into direct contract transactions. For instance, both A and B may be present at a meeting with the
appraiser. A may indicate that the appraisal is for its benefit while instructing the appraiser to
deliver his opinion to B. Since more than two persons can be parties to a contract, both A and B
could be in a direct contractual relationship with the appraiser whereby performance requires
delivery of the opinion to B. See Slate v. Boone County Abstract Co., 432 S.W.2d 305, 307 (Mo.
1968); Beckovsky v. Burton Abstract & Title Co., 208 Mich. 224, 230-31, 175 N.W. 235, 237 (1919).
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In the New Mexico case, Stotlar v. Hester, 109 a purchaser of resi
dential property brought suit against an appraiser with whom the pur
chaser had no privity of contract. 110 The plaintiff-purchasers alleged
that they relied on the appraiser's, Hester's, erroneous appraisal in
purchasing the proferty from the seller, Campbell, who had arranged
for the appraisal. 11 Plaintiffs asserted that they were beneficiaries of
the contract between Campbell and Hester and as such were entitled to
recover damages from Hester for breach of his obligation to appraise
the property properly.112 The trial court yranted summary judgment in
favor of Hester based on lack of privity. 13 On appeal, the court held
that a third party beneficiary need not be named in the contract and
that the financial benefit to plaintiff of an accurate appraisal could be
assumed. 1I4 Nonetheless, the court required plaintiffs to establish that
Hester had reason to know that the Campbells intended prospective
purchasers to be benefited by performance of the appraisal contract. 115
The court also held that plaintiffs' evidence that the Campbells had
intended prospective purchasers to be benefited by the appraisal was
not limited to the express terms of the contract with Hester but could be
demonstrated by extrinsic evidence as well. 116

The appraisal contract contained no express manifestation of an
intent to benefit prospective purchasers. 117 The terms of Hester's ap
praisal opinion limited its use to the Campbells, lenders, appraisal or
ganizations, or governmental entities. The court concluded that such
limitations carried an inference that the appraisal was not intended for
the benefit of all prospective purchasers. 1I8 On the other hand, plain
tiffs presented evidence that the appraisal was made for the purpose of
refinancing the property and that the Campbells' willingness to sell the
property depended on receiving a price sufficient to enable them to buy
another residence. 119 Furthermore, the Campbells' real estate agent
advised plaintiff of the appraisal conclusions and transmitted the opin
ion to a lending institution to assist in the financing process. 120 These
circumstances caused the court to conclude that the trial court had
erred in summarily ruling in favor of Hester because the facts could
support the conclusion that prospective purchasers were intended to be
benefited by the appraisal contract to facilitate the Campbells' sale and

109. 92 N.M. 26, 582 P.2d 403 (1978).
110. Id at 29, 582 P.2d at 404.
111. Id
112. Id at 31-32,582 P.2d at 406-07.
113. Id at 29, 582 P.2d at 404.
114. Id at 32-33, 582 P.2d at 407.
115. Id
116. Id
117. Id
118. Id
119. Id .
120. Id at 33-34, 582 P.2d at 407-08.
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refinancing. 121

The Stotlar case is significant for at least three reasons. First, the
case implies that a third party beneficiary of an appraisal contract can
be a member of a very broad class of people: all prospective purchasers
of the property in question. Second, Stotlar indicates that an appraiser
may not simply escape liability to third parties merely by expressly lim
iting the uses of his appraisal opinion. Finally, Stotlar indicates,
through the court's emphasis on the activities of the Campbells and
their real estate agent, that the intended contemplation of contract ben
eficiaries may be substantially, ifnot totally, effectuated by one party to
the appraisal contract.

Somewhat in contrast to Slot/ar is the California case Gay v.
Broder,122 which involved the application by Gay for a home loan to
be guaranteed by the Veterans Administration (commonly referred to
as a VA 10an).123 In processing an application for a VA loan the Veter
ans Administration (the "VA") has a statutory duty to make or obtain
an appraisal of the property.l24 The VA contracted with Broder to pro
vide the appraisal and Gay was billed for the cost. 125 Broder negli
gently appraised the property at $85,000 when its actual reasonable
value was no less than the sales price of $117,500. 126 Gay asserted that
as a result of the negligent appraisal he was denied a VA loan and had
to obtain conventional financing at an increased cost. 127 Gay con
tended that he was a third party beneficiary of the appraisal contract
and of the appraisal requirement for a VA loan. 128 Based on a statutory
construction of the VA loan requirement and the congressional purpose
behind this legislation, the California appellate court concluded that
Gay was not intended to be a third party beneficiary of the appraisal
contract. 129

Although the court's opinion is based on an interpretation of a
federal statute, the court's reasoning is important because it focuses on
the need for an appraiser, much like an attorney, to give undivided
attention to the interests of the one client for whom the appraisal is
prepared. 130 In essence, the court suggested a need to avoid the conflict
of interest which may be inherent in trying to protect the government
from bad investments while not encouraging appraisers merely to ac
cept the sales price as the best indication of a property's value.

The court's position, however, fails to recognize that the borrower

121. Id at 34, 582 P.2d at 408.
122. 109 Cal. App. 3d 66, 167 Cal. Rptr. 123 (1980).
123. Id at 69, 167 Cal. Rptr. at 124.
124. Id
125. Id
126. Id
127. Id
128. Id at 69-75, 166 Cal. Rptr. at 124-27.
129. Id
130. Id at 75, 166 Cal. Rptr. at 127.
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has in fact suffered injury as a result of the negligence of the profes
sional appraiser and that the government has no incentive to sue or
admonish the appraiser for his undesirable practices. The borrower is
the person injured by the appraiser and the party with the incentive to
correct the situation. No undue surprise to the appraiser would result
from allowing a suit by the borrower because the appraiser knows of
the third party and has been paid by him. Under these circumstances,
any justification for the conclusion in Gay v. Broder must be based on
the nature of statutory interpretation and on the court's indication of a
liIie that can be drawn for third party beneficiary liability when an
overriding public policy or ~overnmentprogram is a significant factor
in the overall transaction. 13 In short, this case says more about the
federal government's ability to avoid responsibility for negligent in
dependent real estate appraisals than it does about the nature of ap
praisal liability in general.

Third party beneficiary theory allows any person to be considered
as a third party beneficiary of an independent appraisal contract when
the contract by its terms contemplates such a benefit or the actions of
the parties indicate an intention to confer such a benefit. Although spe
cific decisions will depend on the facts of particular situations, gener
ally a third party beneficiary may be an individual or a member of any
identifiable group and may successfully assert a cause of action despite
terms of limitation in the actual contract.

2 Negligence in Tort

The negligence-in-tort theory of liability to third parties for negli
gent real estate appraisals is generally accepted in American law as al
lowing recovery for both physical harm and pecuniary 10SS.132 As with
other instances of alleged liability for negligence, the negligent ap
praisal and misrepresentation of value requires a breach of a duty to
the plaintiff to exercise reasonable care by the defendant. 133 If no duty
is owed, the plaintiff will be unable to obtain recovery. This is particu
larly likely when a representation as to the value of property is made
gratuitously and in a nonprofessional context. 134 On the other hand,

131. United States v. Neustadt, 366 U.S. 696, 696-98 (1941). This case involved an action
against a negligent appraiser for an FHA loan. The government avoided liability for the negli
gence of its approved appraiser by characterizing the negligence as "arising out of misrepresenta
tion" and thus within the meaning of 28 U.S.C. § 2680(h), precluding recovery under the Federal
Tort Claims Act. Id at 698, 701-07, 71 I. Such an interpretation may also be designed to facilitate
subsidized loan programs by eliminating the added costs and burdens of government appearances
in actions against negligent appraisers, the hiring of which the government must approve. Contra
Block v. Neal, 103 S. Ct. 1089, 1094-95 (1983) (negligent inspection under the Farmers Home
Administration loan program not within the misrepresentation exception to the Federal Tort
Claims Act, 28 U.S.C. § 2680(h) (1982».

132. Prosser, supra note 51, at 235.
133. Id at 236.
134. Id This could occur, for example, if a bystander or friend casually responds to an in

quiry concerning the value of a particular parcel of property.
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when a person affirmatively takes steps to represent value or when the
representation is made in the course of the person's business or profes
sional relations, the duty of reasonable care will be imposed. 13

a. Historical Development

Historically, privity played an important role in determining the
scope of persons to whom a duty of care was owed. 136 In 1910, the Ohio
Supreme Court, in Thomas v. Guarantee Title & Trust Co. ,137 held that
actions against an abstractor for negligence in performing a title search
were required to be brought in contract by the person who employed
him. 138 The court held that foreseeable reliance was an insufficient ba
sis on which third parties could recover in the absence of the privity
with the negligent title company.139 Likewise, the Wisconsin Supreme
Court concluded in Peterson v. Gales 140 that an abstractor's liability for
mistake was based on contract rather than on principles of negligence.
Therefore, persons who were misled by the mistake and suffered injury
but who were not in privity of contract could not recover, even though
the abstractor had been negligent in performing his services. 141

In breaking with this line of reasoning, the New York Court of
Appeals in 1922 held in Glazner v. Shepard142 that public weighers were
liable for their negligence to a third party with whom they were not in

135. Id Dean Prosser observes:
On the other hand, there are a good many cases holding that a truck driver who takes the

initiative by signaling an automobile driver that it is safe to pass or a pedestrian that he may
walk in front has by his affirmative conduct assumed the duty of care, and so is liable if he is
negligent. Particularly where the representation, although in itself gratuitous, is made in the
course of the defendant's business or professional relations, the duty is readily found to be
assumed ....

(footnotes omitted)
Another commentator notes: "The tort of negligent misrepresentation has been extended to

encompass other professions, including engineering and surveying as well as accounting." Com
ment, Title Abstractor's Liability, supra note 51, at 473 (footnotes omitted). The extension of such
liability also has been suggested to apply to attorneys. Ryan v. Kanne, 170 N.W.2d 395, 402 (Iowa
1%9). See also Mutual Life & Citizen's Assurance Co., Ltd. v. Evatt, [1969] I Lloyd's L.R. 535,
546-47:

[Even] a cause of action for breach ofduty ofcare in the gratuitous giving of information and
advice by a person who does not profess a calling or particular capacity can be maintained
and [the] loss and damage causually related to incorrect informatIon or advice so given in
breach of duty may be recovered at law.
136. See Comment, Accountant Liability, supra note 51, at 1375-81; Comment, Title Ab

stractor's Liability, supra note 51, at 458-64. The court in A.R. Moyer, Inc. v. Graham, 285 So. 2d
397,399 (Fla. 1973) noted: "Privity is a theoretical device of the common law that recognizes the
limitation of liability commensurate with compensation for contractual acceptance of risk. The
sharpness of its contours blurs when brought into contact with modem concepts of tort liability."

137. 81 Ohio St. 432, 442, 91 N.E. 183, 184 (1910).
138. Id at 442, 91 N.E. at 184.
139. Id at 443, 91 N.E. at 185.
140. 191 Wis. 137, 210 N.W. 407 (1926).
141. Id at 142-43, 210 N.W. at 409. See also Phoenix Title & Trust Co. v. Continental Oil

Co., 43 Ariz. 219, 227-28, 29 P.2d 1065, 1068 (1934).
142. 233 N.Y. 236, 135 N.E. 275 (1922).
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privity of contract. 143 The court in Glazner imposed liability on a neg
ligence theory and allowed recovery where the defendant weighers
knew the third party that would be relying on their certificate of weight
and where their negligent performance in weighing resulted in loss to
the third party.l44

Because Glazner seemed to open the door of third party liability so
widely, the New York Court of Appeals attempted to limit its impact in
its 1931 decision Ultramares Corp. v. Touche. 145 In Ultramares the
court attempted to check the "assault upon the citadel of privity" by
restricting the class of persons who could qualify as plaintiffs in an ac
tion for negligent misrepresentation. l46 Members of the general public
or of a class 'of indefinite extension were held to be unable to bring
suit. 147 Therefore, a defendant's liability to third parties, while ex
tending beyond persons in privity of contract, would extend only to
foreseeable and identifiable persons.

b. Present Scope of Liability

Today, the ability to define the class of identifiable plaintiffs is still
a limiting factor on an appraiser's liability for erroneous appraisals
treated as negligent misrepresentations of value. 148 But, where the
plaintiff is a person who will foreseeably rely on a negligent misrepre
sentation and where the plaintiff is known or identifiable by the de
fendant, recovery in negligence will be available. 149

143. /d at 238-39, 135 N.E. at 277.
144. /d at 236-42, 135 N.E. at 275-77. Here the weighers certified the weight of a large ship

ment of beans "by order of' the seller of the beans. After the beans were delivered to the buyer
and the buyer tried to resell them, the buyer discovered that the actual weight was far less than the
certified weight and that the buyer had thus been overcharged for its original purchase. The court,
in an opinion by Justice Cardozo, held the weighers liable to the buyers even though the certifica
tion of weight was done "by order of' the seller. In so holding the court said:

[A)ssumption of the task of weighing was the assumption of a duty to weigh carefully for the
benefit of all whose conduct was to be governed. We do not need to state the duty in terms of
contract or of privity. Growing out of a contract, it has none the less an origin not exclusively
contractual. Given the contract and the relation, the duty is imposed by law.

/d at 239, 135 N.E. at 276.
145. 255 N.Y. 170, 174 N.E. 441 (1931). This case involved the negligent preparation and

certification of a company's balance sheet by public accountants. The company, in the general
course of business, submitted the certified balance sheet to certain lenders as a precondition to
receiving various loans. (In this respect, the balance sheet in Ultramares is similar to a precondi
tion of submitting an appraisal.) Because the company in fact lacked sufficient assets to secure the
loan, the lender that relied on the balance sheet sued the public accountants. The court, in an
opinion by Chief Judge Cardozo, held that liability could be extended beyond persons in contract
privity. The court also held that liability did not extend to the general public.

146. /d at 180, 174 N.E. at 445.
147. /d
148. Rusch Factors, Inc. v. Levin, 284 F. Supp. 85, 93 (D.R.I. 1968); White v. Guarente, 43

N.Y.2d 356, 361, 372 N.E.2d 315, 318, 401 N.Y.S.2d 474,477 (1977); Ryan v. Kanne, 170 N.W.2d
395,401-03 (Iowa 1969). See also Comment, Accountant Liability, supra note 51, at 1379; RE
STATEMENT (SECOND) OF TORTS § 552(2)(a) (1977).

149. Larsen v. United Fed. Sav. & Loan Ass'n of Des Moines, 300 N.W.2d 281,285-88 (Iowa
1981); Kovaleski v. Tallahassee Title Co., 363 So. 2d 1156, 1160-61 (Fla. Dist. Ct. App. 1978);
Stotlar v. Hester, 92 N.M. 26, 30-31, 582 P.2d 403, 405-06 (1978); White v. Guarente, 43 N.Y.2d
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Even an identified third party would be unlikely to prevail, how
ever, in an action for a negligent misrepresentation of value if the ap
praisal was used iil a transaction or for a purpose not contemplated or
foreseeable by the preparer at the time of the original appraisal. I50 For
instance, it may be foreseeable to use an appraisal for a specific prop
erty in obtaining a home loan or as part of a prospectus in offering
shares to investors in a real estate syndication of the property, but not
foreseeable to use the appraisal to advise other nearby property owners
as to the value of their land. The home loan is a specific transaction
involving limited parties (buyer, seller, lender) and an established sales
price and loan amount. The real estate investment syndication would
be a broader offering, possibly part of a larger investment scheme, but
would still emphasize the value of the particular property as repre
sented in the appraisal. In contrast to these uses, the use of the ap
praisal to advise others regarding the value of their property involves
speculation by the nonappraiser as to the actual similarities of proper
ties. This use also fails to account for factors specific to and affecting
neighboring property that may substantially distinguish its value from
that of the property for which the appraisal was prepared.

Within the confines of the foreseeable use of the appraisal, the ap
praiser should be held liable in an action for negligent misrepresenta
tion for the foreseeable loss to all persons who justifiably rely upon his
opinion if he fails to exercise reasonable care or competence in ob
taining or communicating the appraisal. I51 The scope of an appraiser's
liability to third persons not in privity of contract should also be af
fected by considerations of policy involving the balancing of various
factors including the injury to the plaintiff, the certainty of the injury,
the connection between the injury and the appraiser's conduct, the
moral blame attributable to the appraiser, and the ability to prevent
future harm.. 152

356,361-63,372 N.E.2d 315, 318-20,401 N.Y.S.2d 474, 477-79 (1977); Chemical Bank v. National
Union Fire Ins., 74 A.D.2d 786, 787, 425 N.Y.S.2d 818, 819 (1980). See also Yianni v. Edwin
Evans & Sons, [1981]3 All E.R. 592, 604-05; Cann v. Willson, [1888] 39 Ch. D. 39,42-43. But see
Howell v. Betts, 211 Tenn. 134, 138,362 S.W.2d 924, 926 (1962) (passing of time eliminated liabil
ity; survey prepared in 1934 could not justifiably be relied on by subsequent purchasers in 1958).

150. See generally Prosser, supra note 51, at 241-42.
151. REsTATEMENT (SECOND) OF TORTS § 552 (1977); Larsen v. United Fed. Say. & Loan

Ass'n of Des Moines, 300 N.W.2d 281, 287 (Iowa 1981); Danca v. Taunton Say. Bank, 385 Mass.
1, 6, 429 N.E.2d 1129, 1134 (1982).

152. Haldane v. Freedman, 204 Cal. App. 2d 475, 478, 22 Cal. Rptr. 445, 446-47 (1962);
Biakanja v. Irving, 49 Cal. 2d 647, 650, 320 P.2d 16, 19 (1958). See Licata v. Spector, 26 Conn.
Supp. 378, 383, 225 A.2d 28,31 (1966). One court has noted:

The determination whether in a specific case the defendant will be held liable to a third
person not in privity is a matter of policy and involves the balancing of various factors,
among which are the extent to which the transaction was intended to affect the plaintiff, the
foreseeability of harm to him, the degree of certainty that the plaintiff suffered injury, the
moral blame attached to the defendant's conduct, and the policy of preventing future harm.

Biokonja, 49 Cal. 2d at 650,320 P.2d at 19. See also Haldane, 204 Cal. App. 2d at 478,22 Cal.
Rptr. at 446-47.
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An appraiser should as a matter of course inquire as to the use to
which the appraisal will be put to be sure that all relevant factors are
considered and evaluated for the client relative to the intended use.
When the client' is a lending institution, for instance, it would seem
foreseeable that the appraisal was probably requested for the purposes
of satisfying a loan requirement and that other parties to the loan trans
action will be relying upon the appraiser's opinion. In this situation,
the appraiser should owe a duty of care to all parties to the loan trans
action even though the appraiser contracted only with one of the par
ties. Imposing on the appraiser legal duties of inquiry and of care to all
foreseeable parties to a transaction does not constitute an undue bur
den because the appraiser is in the best position to monitor and to cor
rect his own negligent or improper practices. The appraiser is also in
the best position to insure against the risks of injury, loss, or error in
herent in his profession.

c. Liability of the Lender

Recognizing that the real estate appraiser should be liable to third
parties not in privity who justifiably and foreseeably rely upon his
work, the question arises as to when a lender who has hired the in
dependent appraiser should also be liable. In an action for negligent
misrepresentation of value, a lender may be responsible for supplying
erroneous information without having exercised reasonable care or
competence in obtaining or communicating the appraisal. 153 In evalu
ating the lender's liability, emphasis should focus on the act of "supply
ing" erroneous information and of "obtaining" or "communicating" it
without reasonable care. When a lender provides an erroneous ap
praisal opinion to borrowers, participating lenders, or others, the lender
is, in: essence, supplying false information. Even if the lender does not
expressly provide or describe the results of an appraisal, the mere use
of the appraisal information to approve a loan that would otherwise
not be justified if the property's true value were known amounts to a
supplying of false information. This is because borrowers and others
involved in the transaction with the lender will foreseeably equate the
lender's use of the appraisal with an expression or reaffirmance of the
actual content of the appraisal opinion. Thus, much like the liability of
the truck driver who takes the initiative by signaling an automobile
driver that the driver may safely pass, the lender should be liable to
third parties who rely on its use of an independent appraiser's opinion
as a signal that the investment is safe. 154

153. REsTATEMENT (SECOND) OF TORTS § 552(1) (1977).
154. Prosser, supra note 5I, al 236. Contra Rainer v. Grossman, 31 Cal. App. 3d 539, 544-45,

107 Cal. Rptr. 469, 472 (1973). On public policy grounds, the California Appellate Coun refused
to hold a Professor of Medicine liable for information conveyed by him at a medical seminar. ld
at 544-45, 107 Cal. Rptr. at 472. A doctor attending the seminar relied on certain seminar infor
mation and operated on a patient never examined by the professor. ld at 542-45, 107 Cal. Rptr.
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When a lender, through creative financing or otherwise, becomes
directly involved in a transaction or when it undertakes affirmative as
surances regarding a property's value, the lender should be held liable
to all foreseeable third parties if it performs its function negligently.155
But a lender should not be held liable for the negligence of an in
dependent appraiser when the lender does not obtain possession of the
erroneous information until after the transaction has been com
pleted. 156 The situation of a lender not obtaining possession of the ap
praisal before a transaction is completed, however, will rarely arise
because the lender will normally wait for the appraisal opinion before
lending the funds to be secured by the property. Furthermore, a lender
should be liable to third parties when using an independent appraiser,
even though the lender may argue that the appraisal opinion was for its
own use and protection and should not have been relied on by
others. 15?

A lender should be held liable for the negligence of an independ
ent appraiser when the lender adopts the appraiser's opinion as its own
or when the relationship between the lender and appraiser justifies
holding the lender liable. When the lender provides guidelines for
preparation of the appraisal, evaluates the appraisal carefully before
using it, or otherwise ratifies the appraisal through its own words or

at 471-72. The operation was harmful to the patient, who sought recovery from the professor,
alleging that a doctor in attendance at the seminar would foreseeably rely on the professor's infor
mation and opinions. Id The court apparently felt that liability against the professor would
inhibit the public exchange of information and the availability of continuing professional educa
tion programs. Id at 544-45, 107 Cal. Rptr. at 472. Furthermore, the doctor was arguably unjus
tified in relying on the statements made at the seminar because the professor had never examined
the patient. Id at 542-45, 107 Cal. Rtpr. at 471-72.

155. Danca v. Taunton Sav. Bank, 385 Mass. 1,6,429 N.E.2d 1129, 1134 (1982) Qender held
liable for acting in a manner which confirmed erroneous value of property to the borrower);
Hughes v. Holt, 140 Vt. 38, 40, 435 A.2d 687, 688 (1981) (In some situations, bank may go beyond
its role as a mere lender of money. These situations may occur when there is active involvement
or a sharing of management or profits with the bank such as with equity participation loans or
certain loan participation agreements.). Contra Page v. Frazier, 383 Mass. 55, 63, 445 N.E.2d 148,
155 (1983) (no affirmative assertion by the lender as to the title to the property when an outside
attorney prepared the title information; the lender did not have possession of the alleged errone
ous information until after the transaction was complete).

156. Page, 383 Mass. at 63, 445 N.E.2d at 155. Despite the result in this case, a different result
likely would be required if a plaintiff could show that the lender in fact knew of the erroneous
information or acted in a manner so as to make the information unavailable to other interested
parties. One must also question the usefulness of the Page case in that it seems to relieve the
lender of potential liability based on otherwise poor business practices-the lending of funds with
out having relevant information as to the loan's security.

157. Larsen v. United Fed. Sav. & Loan Ass'n of Des Moines, 300 N.W.2d 281, 286 (Iowa
1981). Contra Simmons v. American Sav. & Loan Ass'n, 368 So. 2d 1206, 1208 (La. 1979) (stating
that lender's only contract with borrower was the loan commitment and lender's actions to obtain
a survey were for its own protection; therefore no liability to the borrower when the survey staked
out the wrong parcel of land); Kovaleski v. Tallahassee Title Co., 363 So. 2d 1156, 1157-58 (Fla.
Dist. Ct. App. 1978) (tax collector that furnished an abstract and other information to builders at a
tax sale held not liable for incorrect information, even though an abstractor would have been
liable for negligent preparation of the abstract which foreseeably would have been used by bid
ders at the tax sale).
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actions, the lender should be liable in the same manner as the appraiser
would be. 158 The lender, after all, selects or approves the independent
appraiser and is therefore in a position to know the appraiser's ability
and is best able to check on the resulting work product. In the day-to
day conduct of its business, the lender probably deals with the same
group of appraisers on a regular basis. Therefore, as a matter of busi
ness practice, the lender would seem to be in the best position to know
the appraiser's reputation, the significance of the appraisal opinion, and
the risks of appraisal error.

In addition to business considerations, public policy would also
indicate that the lender should be held liable to third parties to assist in
the prevention of harm from the use of negligent appraisals. Holding
the lender liable in this context would place financial responsibility for
the appraisal on the lender, who through the power to select or approve
an independent appraiser, is best able to supervise and control the
quality of information prepared by the appraiser. 159 In those situations
where the lender has a continuing relationship with an independent
appraiser and should know of the appraiser's poor appraisal practices,
or where an independent appraiser is used merely to avoid employing
in-house appraisers, the lender should have no grounds to dispute lia
bility.160 A continuing business relationship or the exercise of poor
judgment in using an independent appraiser or his work product
should not be allowed artificially to inhibit the assertion of valid claims
against a lender. Furthermore, an injured third party might be re
quired to proceed against a lender for practical reasons, for as a stran
ger to the appraisal contract the third party might know little or
nothing about the identity of the independent appraiser or methods the
independent appraiser employed.

The use of an independent appraiser by a lender should not relieve
the lender of a duty of care in the selection, use, and communication of
appraisal opinions. Multiple parties to a transaction foreseeably will

158. REsTATEMENT (SECOND) OF AGENCY § 143 (1957) (use by lender of the appraisal or
telling the borrower about it in a manner of agreement may result in ratification); Hughes v. Holt,
140 Vt. 38,40,435 A.2d 687,688 (1981) (when lender goes beyond the mere lending of money it
opens itself to possible liability). See generally Malloy, supra note 91, at 1213-19, 1230-33. This
article examines the potential liability to lenders under the ILSFDA. Implications under the
ILSFDA may provide an indication of the potential for liability in the use of appraisals. Another
basis for liability would be to argue that the lender, in using the appraiser's opinion, adopts the
appraisal as its own. This theory would be similar to the argument under Environmental Impact
Statements (EIS) that the agency, in contracting out for the EIS, adopts the EIS as its own when it
uses it. See N. ORLOFF & G. BROOKS, THE NATIONAL ENVIRONMENTAL POLICY ACT 178 (1980).

159. See generally Connor v. Great W. Say. & Loan Ass'n, 69 Cal. 2d 850, 865,447 P.2d 609,
617,73 Cal. Rptr. 369, 377 (1969); Haldane v. Freedman, 204 Cal. App. 2d 475, 478, 22 Cal. Rptr.
445,446-47 (1962); Lucas v. Hamm, 56 Cal. 2d 583, 586, 364 P.2d 685, 687, 15 Cal. Rptr. 821, 823
(1961), cert. denied, 368 U.S. 987 (1962); Biakanja v. Irving, 49 Cal. 2d 647, 650, 320 P.2d 16, 19
(1958).

160. Connor, 69 Cal. 2d at 850, 447 P.2d at 617, 73 Cal. Rptr. at 369 (voluntarily assumed
relationships such as between lender and developer or lender and appraiser can give rise to a duty
based on the needs of public policy, citing Biakanja, 49 Cal. 2d at 650, 320 P.2d at 19).
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rely on the lender's use or communication of an appraisal opinion re
gardless of whether they know anything about the appraiser. Because
reliance by third parties is foreseeable, the independent appraiser and
the lender should have coexisting duties of care in the conduct of their
respective business.

c: Lender and Borrower Each Obtain Appraisals

In some instances, both the lender and borrower will have in
dependent appraisals prepared for their own respective uses. These in
stances may involve a wide variety of circumstances, including the
residential home buyer who voluntarily obtains an independent ap
praisal or the large commercial developer which obtains its own ap
praisal as a precondition to long-term financing. 161 In each instance,
the question that arises is whether the lender should be relieved of all
liability merely because the borrower has also obtained an appraisal.
Similarly, the situation of a borrower who fails to obtain an independ
ent appraisal after being advised to do so raises the question of the
lender's liability together with the potential defense that the borrower
should be held contributorily negligent for his losses. 162

Generally, questions of contributory negligence, like questions of
negligence and proximate cause, are for the jury to determine and are
not to be decided by the court as a matter of law. 163 In assessing the
responsibility of the borrower in a given situation, it is important to
evaluate factors of public policy. These factors include the borrower's
degree of moral blame and his ability to prevent future harm. l64 Mod
erate-income home buyers should be expected to rely on the lender
regarding the value of their property and should not be held con
tributarily negligent for failing to obtain an independent appraisal even
when the lender instructs them to do SO.165 On the other hand, large
commercial developers are often required, as a precondition to financ
ing, to obtain an independent appraisal,166 and as a matter of good
business practice, they should be expected to conduct their own ap
praisal and market studies to justify their initial start-up costs and their

161. MADISON & DWYER, supra note I, ~ 3.04(1) (permanent loan requirements).
162. Yianni v. Edwin Evans & Sons, (1981) 3 All E.R. 592, 606.
163. Ryan v. Kanne, 170 N.W.2d 395, 403 (Iowa 1969).
164. Licata v. Spector, 26 Conn. Supp. 378, 383, 225 A.2d 28, 31 (1966); Haldane v. Freed

man, 204 Cal. App. 2d 475, 478, 22 Cal. Rptr. 445, 446-47 (1962); Biakanja v. Irving, 49 Cal. 2d
647,650, 320 P.2d 16, 19 (1958).

165. Yianni v. Edwin Evans & Sons, (1981) 3 All E.R. 592, 606. The court in Yianni also
noted that surveys show 85% to 90% of such home buyers in England do not obtain independent
appraisals even when instructed to do so.

166. See, e.g., Breckenridge Hotels Corp. v. Real Estate Research Corp., 452 F. Supp. 529,
531-33 (E.D. Mo.), vacated, 456 F. Supp. 385 (E.D. Mo. 1978); Mastaglio, Real Estate Appraisal
Malpractice: Liability and Damages, N.Y. ST. B.J., Jan. 1982, at 6, 10-11. Contributory negli
gence may be indicated by a plaintiJrs prior business practices or by actions which were designed
to hinder or mislead attempts by the appraiser or lender to obtain an accurate appraisal.
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search for equity infusions for their projects. 167 Under such circum
stances, the commercial developer, with his greater experience and pur
pose, would seem to be more culpable from a public policy standpoint
than a residential home buyer. 168 Even with vast experience or the aid
of an independent appraisal, however, the issue of liability must be de
termined on the facts of each case and not on mere general notions of
public policy.

The lender's own understanding of the borrower and of the bor
rower's reliance on the lender is a factor in assessing the lender's liabil
ity. Despite loan requirements, suggestions that a borrower obtain its
own appraisal, or the actual use of an appraiser by the borrower, the
lender should owe a duty of care to the borrower in obtaining, commu
nicating, or acting upon the lender's own appraisal when the borrower
foreseeably will be relying on the lender. A borrower who obtains his
own appraisal opinion may still be relying on the lender's in-house or
independent appraisal as the best indicator of value because of suspi
cion that the borrower's own appraiser may be providing an overly op
timistic valuation to please the client. If the lender knows of this
reliance, the lender should remain liable to the borrower for the fore
seeable consequences of the use of the negligent appraisal. Even where
the borrower's contributory negligence may be a factor, no reason ex
ists for totally denying recovery to an injured plaintiff if comparative
negligence damages would more appropriately reflect the degree of
fault attributable to each party.

When a borrower obtains a separate appraisal, a lender should still
remain potentially liable for using or communicating a negligently pre
pared in-house or independent appraisal. To assess the responsibility
for losses as between the borrower and the lender, inquiry must be
made into the nature and experience of the borrower and of the degree
to which the lender should have foreseen the borrower's continued reli
ance upon it with respect to the confirmation of the property's value.

D. Liability Beyond/he Borrower

Persons other than the borrower may rely on an appraisal pre
pared by a lender's in-house or an independent appraiser. A lender's
liability as to these persons is primarily a question of whether they are
within the scope of persons to be protected from the use or supplying of
negligent misrepresentations of value. Stated another way, the ques
tion is whether these persons are justified in their reliance on an ap
praisal prepared for or used by the lender. 169 In analyzing a lender's

167. Start-up costs include market studies, attorney's fees, banker's fees, architectural fees,
initial permits, syndication fees, and prospectus costs.

168. See supra notes 85-87 and accompanying text.
169. REsTATEMENT (SECOND) OF TORTS § 552 (1977) (loss caused by justifiable reliance upon

the information).
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potential scope of liability to non-borrowers, this article considers three
classes of potential plaintiffs: participating lenders in a loan participa
tion agreement, junior lenders, and equity investors.

1. Participating Lenders in Loan Participation Agreements

In a loan participation agreement, a lead lender originates the loan
but seeks other lenders to assist in providing the funding the borrower
requires. 170 Generally, the promissory note for the loan is made paya
ble to the lead lender, and the lead lender is the only lender of rec
ord. 171 Unless separate promissory notes or side agreements are
executed between the borrower and each participating lender, the par
ticipating lenders can only look to the lead lender for satisfaction of
any claims arising from the loan transaction. l72 The exact remedies
against a lead lender will be affected by the terms of the participation
agreement, but, in light of their unique business relationship, the par
ticipating lenders may maintain certain equitable actions against the
lead lender. 173

The participating lenders in a loan participation agreement are a
limited and identifiable group that should be expected to rely on the
judgment of the lead lender in evaluating a property's value. The par
ticipating lenders may reasonably be expected to forego a complete in
dependent project analysis when asked to join a participation
agreement. Since the expertise and past "track record" of the lead
lender is likely to be a key factor in evaluating a participation agree
ment, the participating lender would likely rely on the information pro
vided by the lead lender and evaluate a proposed project in light of the
furnished information. As such, the participating lender is in a position
similar to a passive investor in a project which has been successfully
syndicated by the lead lender to reduce its own risk and exposure.174

The participating lenders appropriately should be considered
within the scope of persons able to recover from the lead lender for
negligent real estate appraisals. Such actions could be based on the
loan partici~ation agreement itselfl7S for breach of a direct contractual
obligation; I 6 third party beneficiary claims based on the contemplated

170. See, e.g., Breckenridge Hotels Corp. v. Real Estate Research Corp., 452 F. Supp. 529,
531 (E.D. Mo.), vacated, 456 F. Supp. 385 (E.D. Mo. 1978). See also MADISON & DWYER, supra
note I, ~ 11.01(1), (3). A loan participation agreement involves a shared loan arrangement be
tween multiple lenders. Under such an arrangement, one of the lenders is a "lead" lender, who
sells shares in the loan to the participants. The participants receive undivided fractional interests
in both the loan and the underlying collateral. In most cases, the participating lenders deal with
the lead lender and have no direct relationship with the specific borrower.

171. MADISON & DWYER, supra note I, ~~ 11.01(1), I1.01(6)(a).
172. Id ~ I 1.0I(6)(a). See also id ~ I 1.0I(7)(recommendations for avoiding some problems).
173. Id ~ 11.01(6)(a).
174. See generally id ~ 11.01(1).
175. Id ~~ 11.01(6)(a), 11.01(7).
176. See supra notes 56-92 and accompanying text. See also National Sav. Bank of D.C. v.

Ward, 100 U.S. 195, 195 (1880); Breckenridge Hotel Corp. v. Real Estate Research Corp., 452 F.
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benefits flowing to the participating lenders from the loan; 177 or negli
gence in tort based on the circumstances of the transaction, the duty
owed by the lead lender to the participating lenders, and the justifiable
reliance of the participating lenders on the information furnished by
the lead lender. 178

2. Junior Lenders

A junior lender is a lender that makes a loan which is secured by
the same property that secures a loan made by a prior lender. Conse
quently, the junior lender's security for its loan is secondary or
subordinate to the security of the senior lender. 179 The junior lender,
in evaluating the security for its secondary loan, could be relying on the
senior lender's prior valuation of the secured property. This is possible
because the loan amount and the loan-to-value ratio used by the senior
lender are useful in calculating the remaining equity in the property
that can be used to support the secondary 10an. 18o In this manner, a
junior lender can estimate the risk of lending additional funds to a bor
rower. If the senior lender used a negligently prepared real estate ap
praisal, however, the funding decision of the junior lender would be
based on erroneous information. A senior lender can restrict a bor
rower's ability to obtain secondary financing secured by the same prop
erty by includinfl provisions against future or secondary encumbrances
in its mortgage. 8 The senior lender, however, cannot effectively re
strict junior lenders from relying on its determination of property
value. In reality, such a method of estimating property value for the
purpose of making a second mortgage is not necessarily wise nor advis
able, but a low margin lender making small scale or routine loans may
foreseeably rely on the senior lender. The key, then, is determining
when such reliance is justifiable and foreseeable.

As a matter of practical business judgment, the closer in time a

Supp 529, 532-33 (E.D. Mo.), vacated, 456 F. Supp. 385 (E.D. Mo. 1978); Ultramares Corp. v.
Touche, 255 N.Y. 170, 182, 174 N.E. 441, 444 (1931); Beckovsky v. Burton Abstract & Title Co.,
208 Mich. 224, 230, 175 N.W. 235, 237 (1919).

177. See supra notes 93-159 and accompanying text.' ,-
178. Id
179. See generally MADISON & DWYER, supra note I, , 7.06 (discussion relative to statutory

and co=on law rights of junior mortgagee); id " 7.04-7.06 (general secondary financing
considerations).

180. For example, a senior lender could make a first loan in the amount of 75% of a given
property's value. If the property is valued at $1,000,000, the first loan would be for $750,000. If a
junior lender knew that the senior lender's first loan was based on 75% of appraised value, the
junior lender could assume that $250,000 of value remained available in the property to secure its
second loan. Even if a junior lender could not be sure of the actual percent of value represented
by the senior lender's first loan, the junior lender could make a good approximation based on the
past business practices of the senior lender and on state or federalloan-to-value ratio regulations.
See, e.g., MADISON & DWYER, supra note I, , 3.04(1) (discussion of loan amount based on ap
praised value).

181. See MADISON & DWYER, supra note I,' 7.05(2) & Fm. 3.4 (sample mortgage with provi
sion requiring consent to further encumbrances).
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junior loan is to the date of the senior loan, the more relevant the de
rived valuation of the property should be. Conversely, the more dis
tance in time between the senior and junior loan, the more variables
that can affect a property's value and the less likely that a senior lender
should be held liable for any loss to the junior lender resulting from a
negligently prepared appraisal. 182 In essence, the more time that
elapses between the loans, the less reasonable and less foreseeable the
junior lender's reliance on the senior lender's value calculations.

If a senior lender, on the other hand, at the time of its loan, is
aware that a junior lender will be relying on its appraisal or if the se
nior lender should foresee that the borrower will seek additional
financing from a junior lender, liability should be imposed if the ap
praisal is performed negligently. A senior lender should foresee the
involvement of a junior lender when it knows from the borrower's loan
application that additional sources of funds beyond the borrower's own
resources and the resources committed by the senior lender will be
needed to complete the transaction. In such circumstances, the junior
lender's use of the derived valuation of the property within a reason
able span of time would be known or foreseeable, and the senior lender
could be liable to the junior lender as a result of using a negligently
prepared appraisal. 183

3. EqUity Investors

Equity investors in a real estate project may also successfully as
sert a cause of action against a lender when the lender uses a negligent
real estate appraisal. In one respect, the equity investor is"in a position
similar to that of a borrower or of a participating lender in that the
equity investor relies on the information provided by others in evaluat
ing the investment potential of a given project. Equity investors gener
ally consider a loan as a necessary part of the project in which they
have invested and regardless of whether the "lead borrower" has relied
on the lender, they are likely to consider the lender's affirmative loan
decision as confirmation of a project's value. A lender should foresee
that equity investors, like junior lenders, will be relying on its appraisal
opinion when a borrower's financial situation reveals a likelihood that
additional outside sources of equity funding will be necessary to pro
ceed with a project. As such, equity investors which are identifiable at
the time of the loan or that make up a group of potential investors not
indefinite in nature should be able to recover from a lender if the
lender negligently prepares an appraisal. 184 As with borrowers in gen
eral, however, the past experiences and knowledge of the investors

182. Howell v. Betts, 211 Tenn. 134, 137-38,362 S.W.2d 924, 926 (1962) (survey relied on 24
years later provided no basis for liabiliIy).

183. See supra notes 93-159 and accompanying text.
184. See, e.g., White v. Guarente, 43 N.Y.2d 356, 360-61, 372 N.E.2d 315, 318, 401 N.Y.S.2d

474,477-78 (1977); Ultramares Corp. v. Touche, 255 N.Y. 170, 183-84, 174 N.E. 441, 445 (1931).
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should be a factor to consider in assessing the reasonableness of the
investors' reliance on the lender.

In this situation, the equity investors have three theories of recov
ery on which to base their cause of action. These theories include di
rect contract,I85 under which the equity investors would treat
themselves as inseparable from the borrower with respect to the
lender's obligations and undertakings for th~ borrower; third party
beneficiary,I86 under which the investors would treat themselves as
contemplated beneficiaries of the loan agreement between the borrower
and the lender; and negligence in tort,187 under which they would treat
themselves as foreseeable parties that could justifiably rely on the
lender's use of appraisal information.

The exact persons that may be in a position to sue a lender for use
of a negligently prepared real estate appraisal are difficult to determine
in the absence of a specific fact situation. It would seem, however, that
any person with a close connection to a transaction or the participants
in the transaction could successfully allege justifiable reliance on the
actions of the lender. 188 But alleging and proving a basis for recovery
are quite different, and persons hoping to assert a claim successfully
must necessarily establish a claim to relief consistent with the legal
rights and duties of borrowers, participating lenders, junior lenders, or
equity investors. Three theories under which plaintiffs may obtain re
covery are direct contract, which requires the plaintiff to be a party to
the contract;189 third party beneficiary, which requires the plaintiff to
be a contemplated beneficiary of the agreement between the primary
parties to the transaction;190 and negligence in tort, which requires the
plaintiff to be justified in relying on the lender's appraisal, and to be
foreseeable to the lender. 191

IV. OTHER POTENTIAL THEORIES OF LIABILITY

Two additional bases of potential lender liability for negligent real
estate appraisal should also be discussed. These bases of potentiallia
bility involve the requirements of the Interstate Land Sales Full Disclo
sure Act ("ILSFDA")192 and the securities. laws. 193

185. See supra notes 56-92 and accompanying text. See also National Say. Bank of D.C. v.
Ward, 100 U.S. 195, 195·96 (1880); Breckenridge Hotels Corp. v. Real Estate Research Corp., 452
F. Supp. 529, 532-33 (E.D. Mo.), vacated, 456 F. Supp. 385 (E.D. Mo. 1978); Ultramares Corp. v.
Touche, 255 N.Y. 170, 182, 174 N.E. 441, 444 (1931); Beckovsky v. Burton Abstract & Title Co.,
208 Mich. 224, 230, 175 N.W. 235, 237 (1919).

186.. See supra notes 99-131 and accompanying text.
187. See supra notes 132-35 and accompanying text.
188. See generally Junior Books, Ltd. v. Veitchi Co., [1982] All E.R. 201, 206; Mutual Life &

Citizens' Assurance Co., Ltd. v. Evatt, (1969]1 Lloyd's L.R. 535, 540, 541-42; Hedley Byrne & Co.
v. Heller & Partners, Ltd., (1963] 2 All E.R. 575, 580.

189. See cases cited supra note 185.
190. See supra notes 99-131 and accompanying text.
191. See supra notes 132-35 and accompanying text.
192. 15 U.S.C. §§ 1701-1720 (1982) (hereinafter cited as ILSFDA].
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The ILSFDA applies to the sale or lease of nonexempt lots in a
subdivision making use of any means or instruments of transportation
or communication in interstate commerce. 194 The ILSFDA's general
disclosure and antifraud provisions are based on similar provisions of
the Securities Act of 1933 and the Securities Exchange Act of 1934. 195
The antifraud provisions of the ILSFDA apply to the sale or lease of
lots in a subdivision of twenty-five or more lots196 and to persons sub
ject to the ILSFDA,197 unless exempted. 198 The antifraud provisions
prohibit: (1) the employing of any device, scheme, or artifice to de
fraud; (2) obtaining money or property through misrepresentation or
omission of a material fact; (3) engaging in any transaction, practice, or
course of business that operates as a fraud or deceit upon purchasers or
lessees; or (4) representing that improvements will be made to a lot by
the developer without putting such representations into the terms of the
contract for sale or lease. 199

To be actionable, a misrepresentation can be either written or
oral.200 Omissions do not require proof of reliance, and are actionable
on proof of the materiality of the omission.201 Misrepresentations, on
the other hand, have been held to require proof of reliance by the pur
chaser.202 This distinction appears reasonable because reliance on
omitted or undisclosed information would be extremely difficult to
prove.203 In either situation, the test of materiality is whether a reason
able investor might have considered the omission or misrepresentation
significant in making an investment decision.204

In the context of a negligent real estate appraisal, the lender may
be making or furthering a misrepresentation of value when it uses or
incorporates an erroneous appraisal opinion in its support for a loan
decision. If such a negligent misrepresentation of value is material,
then, provided the lender can be shown to be a developer,2os agent,206

193. 15 U.S.C. § 771 (1982) (statute relating to civil liabilities arising in connection with pro
spectuses and communications).

194. 24 C.F.R. § 1710.3 (1983); Malloy, supra note 91, at 1191-94 (referring to "lot," "sale,"
and "common promotional plan" discussion).

195. Malloy, supra note 91, at 1189.
196. 15 U.S.C. § 1702(a)(I) (1982).
197. "'[PIerson' means an individual, or an unincorporated organization, partnership, associa-

tion, corporation, trust, or estate ...." 15 U.S.C. § 1701(2) (1982).
198. Id § 1702 (exemptions); 24 C.F.R. § 1710.3-.18 (1983).
199. Malloy, supra note 91, at 1197-1200.
200. Id at 1198.
201. Id
202. Id
203. Id at 1198-99.
204. Id at 1199.
205. 15 U.S.C. § 1701(5) (1982) (developer).
206. Id at § 1701(6) (1982) (agent).



HeinOnline -- 1984 U. Ill. L. Rev. 87 1984

No.1] NEGLIGENT REAL ESTATE APPRAISALS 87

or aider and abettor07 under the ILSFDA, the lender may be liable to
the purchaser or lessee for the loss caused by the erroneous ap
praisap08 Cases involving the ILSFDA indicate serious implications
for lender liability, and such liability should include the use or affirma
tion of a negligently prepared real estate appraisal within the prohibi
tion against material omissions or misrepresentations in obtaining
money or property.209

The widespread use of the ILSFDA to protect a borrower, pur
chaser or lessee from the negligent appraisal problem is unfortunately
limited by the need to establish that the property, lender, and transac
tion are subject to the ILSFDA. In addition, the plaintiff must show
the information was material to his investment decision and show in
jury for which recovery can be granted. Despite its limited application
the ILSFDA should offer a significant legal alternative to liability for
negligent real estate appraisal in those situations in which the facts jus
tify a resort to its use.210

B. The Securities Laws

Congress enacted the Securities Act of 1933 and the Securities Ex
change Act of 1934 to prohibit the use of the mails or other means of
interstate commerce to sell ~r offer to sell securities without proper re
gistration and to prohibit misrepresentations and omissions of material
facts in connection with such sales or offers to sell.21t The provisions of
the securities laws are applicable to any transaction classified as the

207. McCown v. Heidler, 527 F.2d 204, 207 (10th Cir. 1975). See Malloy, supra note 91, at
1213-19, 1230-33.

208. Malloy, supra note 91, at 1213-19, 1230-33. Lenders who become involved in a project
can become entangled with a developer or an aider and abettor of violations of the ILSFDA. Or,
with creative financing, a lender taking an equity position may be considered a developer.

209. See id at 1213-19, 1230-33, for background on the scope of liability for lenders.
210. IS U.S.C. § 1709 (1982) (civil liabilities and damages). For a further discussion of dam

ages, see infra notes 269-75 and accompanying text. See Malloy, supra note 91, at 1187-1239
(detailed analysis of the ILSFDA and the requirements for compliance and bringing of an action
thereunder). See also IS U.S.C. § 1717 (1982) (willful violations---<:riminal penalties).

211. Note, Recreational Land Subdivisions as Investment Contract Securities, 13 Hous. L.
REv. 153, ISS (1975) (citing IS U.S.C. § 77 for 1933 Act and IS U.S.C. § 78 for 1934 Act); Burton,
Real Estate Syndications in Texas: An Examination ofSecurities Problems, 51 TEX. L. REv. 239,
242-43 (1973). IS U.S.C. § 771 (1982) provides:

Any person who-{I) offers or sells a security in violation of section 77e of this title, or (2)
offers or sells a security (whether or not exempted by the provisions of section 77c of this title,
other than paragraph (2) of subsection (a) of said section), by the use of any means or instru
ments of transportation or communication in interstate commerce or of the mails, by means
of a prospectus or oral communication, which includes an untrue statement of a material fact
or omits to state a material fact necessary in order to make the statements, in the light of the
circumstances under which they were made, not misleading (the purchaser not knowing of
such untruth or omission), and who shall not sustain the burden of proof that he did not
know, and in the exercise of reasonable care could not have known, of such untruth or omis
sion, shall be liable to the person purchasing such security from him, who may sue either at
law or in equity in any court of competent jurisdiction, to recover the consideration paid for
such security with interest thereon, upon the tender of such security, or for damages if he no
longer owns the security.
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offering of a security,212 and in many instances the sale of real estate
can be classified as the offering of a security?!3 In essence, however, an
ordinary land purchase contract is not a security as defined in 15 U.S.c.
§77(b)(l). On the other hand, an "investment contract" which involves
real estate as the subject of the investment can come within the securi
ties laws.214 For the sale of real estate to constitute an investment con
tract within the meaning of the securities laws, it must involve an
investment of money, a common enterprise, an expectation of profits,
and a profit generated solely by the efforts of the noninvestor?!5

The antifraud provisions of the securities laws are applicable to
investment contracts for real estate when the contracts' sale is made by
means of any communication that includes an untrue statement of a
material fact or omits to state a material fact necessary to make the
statements not misleading in the light of the circumstances under which
the statements were made.216 A "material fact," for these purposes, is
information about which a typical prudent investor ought reasonably
to be informed before purchasing the investment contract.217 Negligent
misstatement can be sufficient to result in liability,21S and if the
seller/developer has failed to register the investment contracts as secur
ities when required to do so, liability will be imputed without any need

212. Note, supra note 211, at ISS.
213. Id at 153 & nn.l, 5 & 6. See, e.g., Aldrich v. McCulloch Properties, Inc., 627 F.2d 1036,

1039 (10th Cir. 1980); McCown v. Heidler, 527 F.2d 204, 207·11 (10th eir. 1975); Fogel v. Sel
lamerica, Ltd., 445 F. Supp. 1269, 1277-78 (S.D.N.Y. 1978). Contra Woodward v. Terracor, 574
F.2d 1023, 1025 (10th Cir. 1978); Davis v. Rio Rancho Estates, Inc., 401 F. Supp. 1045, 1049-51
(S.D.N.Y. 1975); Happy Inv. Group v. Lakeworld Properties, Inc., 396 F. Supp. 175, 178-81 (N.D.
Cal. 1975).

214. McCown v. Heidler, 527 F.2d 204, 208 (10th Cir. 1975).
215. Note, supra note 211, at 157; SEC v. Howey Co., 328 U.S. 293, 298-99, reh'g denied, 329

U.S. 819 (1946). The Court stated:
The term "investment contract" is undefined by the Securities Act or by relevant legisla

tive reports. But the term was common in many state "blue sky" laws in existence prior to the
adoption of the federal statute and, although the term was also undefined by the state laws, it
had been broadly construed by state courts so as to afford the investing public a full measure
of protection. Form was disregarded for substance and emphasis was placed upon economic
reality. An investment contract thus came to mean a contract or scheme for "the placing of
capital or laying out of money in a way intended to secure income or profit from its employ
ment." [citations omitted] This definition was uniformly applied by state courts to a variety
of situations where individuals were led to invest money in a common enterprise with the
expectation that they would earn a profit solely through the efforts of the promoter or of some
one other than themselves . . . .

In other words, an investment contract for purposes of the Securities Act means a con
tract, transaction or scheme whereby a person invests his money in a common enterprise and
is led to expect profits solely from the efforts of the promoter or a third party, it being imma
terial whether the shares in the enterprise are evidenced by formal certificates or by nominal
interests in the physical assets employed in the enterprise.
216. See Burton, supra note 211, at 242.
217. See Gridley v. Sayre & Fisher Co., 409 F. Supp. 1266, 1273 (S.D.S.D. 1976).
218. See Vanderboom v. Sexton, 422 F.2d 1233, 1239 (8th Cir.), cert. denied, 400 U.S. 852

(1970); Gridley v. Sayre & Fisher Co., 409 F. Supp. 1266, 1273 (S.D.S.D. 1976) (under Section
12(2».
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to prove negligence, fault or intention,219
The securities laws, like the ILSFDA, are liberally interpreted and

are construed "not technicalll and restrictively but flexibly to effectuate
[their] remedial purposes."22 In this context, it would seem possible to
allege a material misrepresentation in instances where a negligent real
estate appraisal was prepared by or for a lender and used in a manner
indicating a representation of the property's value to the
buyer/borrower. Imposing liability on a lender in such an instance
would probably require an initial showing that the lender was the seller
of the investment contract or at least that the lender participated in or
aided in the investment contract's sale.221 As with the ILSFDA, crea
tive financing techniques which give the lender an equity position in
the property can be used to imply that the lender is an owner/seller and
has gone beyond the mere role of lending funds. 222 Such an implica
tion increases the potential for possible liability when a misrepresenta
tion of value occurs.

Like the ILSFDA, the securities laws do not provide a widespread
opportunity for use in protecting a purchaser from the negligent ap
praisal problem. Actions under the securities laws require proof that
the transaction involves a security (i.e. an investment contract); that the
persons involved are subject to the jurisdiction of the securities laws;
and that an actionable violation of the securities laws has occurred.
Nonetheless, the potential for a securities laws claim may be yet an
other potent weapon for protecting purchasers of real estate, and
should therefore be considered under appropriate factual
circumstances.

V. DAMAGES

Determining damages in the event a lender is held liable for the
negligent preparation or use of a real estate appraisal involves an eval
uation of both the damages available in contract and tort actions and
the damages recoverable under the ILSFDA and the securities laws.

A. Contract and Tort Damages

1. Contract Damages

An action against a lender for the negligent preparation or use of a

219. See Lewis v. Walston & Co., Inc., 487 F.2d 617,621 (5th Cu. 1973). The court observed
that without proper registration of a security when required, absolute

[I]iability is established if the plaintiff proves three elements: (I) that no registration state
ment covering the securities involved was in effect; (2) that, in the language of the statutes, the
defendants were persons who sold or offered to sell the securities; and (3) that the mails, or
facilities for interstate transportation or communications were used in making the sale.
220. McCown v. Heidler, 527 F.2d 2M, 207 (10th Cir. 1975).
221. See generally id. at 207; R. JENNINOS & H. MARSH, SECURlTlES REOULATION 1131-37

(1982).
222. Malloy, supra note 91, at 1213-19, 1230-33.
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real estate appraisal can proceed in contract for either a breach of di
rect contract or on a third party beneficiary theory.223 A plaintiffs fail
ure to know or to discover a mistake in the negligently prepared
appraisal should not bar the plaintiff from a contract remedy where he
has acted in good faith reliance on the lender's preparation or use of
the appraisal opinion in processing his 10an.224 On either of these theo
ries, a plaintiff should be able to recover normal contract damages.
Typical contract damages would include recovery for the difference be
tween the misrepresented value of the property and the property's ac
tual market value, or the reasonable cost of remedying the defects if
that cost is not clearly disproportionate to the probable market value of
the property.225 In addition, recoverable damages could include recov
ery for loss of an "expectation interest" or the "benefit of the bar
gain,"226 and for consequential damages where the loss from the
negligent appraisal is such as may have been reasonably contemplated
by both parties at the time of the contract.227

2 Tort Damages

An action against a lender for the negligent preparation or use of a
real estate appraisal can also proceed on a theory of negligence in
tort.228 Damages for negligent misrepresentation of value through the
negligent preparation or use of an appraisal would include compensa
tion for the pecuniary loss caused by the misrepresentation, based on
the difference between actual value and the purchase price, but would
not include losses for the "benefit of the bargain."229 Because the ac
tion for negligent misrepresentation is an action in tort, the rules gov
erning contract damages do not necessarily apply.230 Speculative
damages cannot be awarded in a tort action, just as they cannot be
awarded in a contract action, unless the uncertainty lies only in the
amount of damages. In this situation, the plaintiff may obtain recovery

223. See supra notes 56-131 and accompanying text (direct contract and third party benefici-
ary law).

224. See REsTATEMENT (SECOND) OF CONTRACTS § 172 (1979).
225. E. FARNSWORTH, supra note 99, § 12.13.
226. Id § 12.1.
227. Id § 12.14.

• 228. See supra notes 74-84 and accompanying text.
229. REsTATEMENT (SECOND) OF TORTS § 552B (1977) provides:
(I) The damages recoverable for a negligent misrepresentation are those necessary to com
pensate the plaintiff for the pecuniary loss to him of which the misrepresentation is a legal
cause, including (a) the difference between the value of what he has received in the transac
tion and its purchase price or other value given for it; and (b) pecuniary loss suffered other
wise as a consequence of the plaintifrs reliance upon misrepresentation. (2) The damages
recoverable for a negligent misrepresentation do not include the benefit of the plaintiffs con
tract with the defendant.

See Danca v. Taunton Sav. Bank, 385 Mass. I, 6, 429 N.E.2d 1129, 1134 (1982).
230. Danca, 385 Mass. at 5-6, 429 N.E.2d at 1133-34; Phoenix Title & Trust Co. v. Continen

tal Oil Co., 43 Ariz. 219, 228, 29 P.2d 1065, 1068 (1934); Peterson v. Gales, 191 Wis. 137, 142,210
N.W. 407, 409 (1926); RESTATEMENT (SECOND) OF TORTS § 552B comment b (1977).
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if there is a reasonable basis in the evidence from which a reasonable
approximation of damages can be determined.231 The action for negli
gent misrepresentation allows compensatory damages based on a meas
ure of basic "out-of-pocket" costS.232 Only in actions for deceit or
fraud, as opposed to negligence, can recovery be obtained for the "loss
of the bargain."233 In general, therefore, recovery for negligent misrep
resentation requires a showing of harm above and beyond disappointed
expectations,234 and should include all damages reasonably and proxi
mately resulting from such negligence.235

Whether a plaintiff pursues a contract or tort action for the negli
gent preparation or use of a real estate appraisal, compensatory dam
ages should be based on the difference between the actual value of the
property and the original purchase price of the property.236 The actual
value of the property would be the price at which the property could be
resold if its true condition were known.237 As an alternative calculation
of damages, an estimation of the cost to repair the property could be
awarded together with an additional sum to compensate the plaintiff
for the uncertainty and trouble inherent in undertaking major struc
tural repairs.238

In Danca v. Taunton Savings Bank ,239 the Supreme Judicial Court
of Massachusetts awarded damages to the plaintiff based on the differ
ence in the purchase price and the actual value of the property.240
Danca involved the plaintiffs purchase of a lot in a subdivision with
mortgage financing used to facilitate the purchase.241 As a precondi
tion to financing, the bank required a survey to verify the location of
the house on the lot and compliance with local zoning laws establishing
set-back restrictions.242 The bank ordered the survey and charged the
plaintiff for the cost of its preparation.243 At the closing of the loan, the
plaintiff asked to see the survey but was informed that it was not in the

231. Larsen v. United Fed. Say. & Loan Ass'n of Des Moines, 300 N.W.2d 281, 288 (Iowa
1981).

232. Danca v. Taunton Say. 8ank, 385 Mass. 1,5,429 N.E;2d 1129, 1133 (1982); RESTATE
MENT (SECOND) OF TORTS § 5528 comment a (1977).

233. Danca, 385 Mass. at 5, 429 N.E.2d at 1133; RESTATEMENT (SECOND) OF TORTS § 5528
comment b (1977).

234. Redarowiz v. Ohlendorf, 92 Ill. 2d 171, 177, 441 N.E.2d 324, 327, 65 Ill. Dec. 411, 414
(1982); Danca, 385 Mass. at 5-6, 429 N.E.2d at 1133-34; RESTATEMENT (SECOND) OF TORTS
§ 5528(2) (1977).

235. Ryan v. Kanne, 170 N.W.2d 395, 406 (Iowa 1969) (accountants liable for misstating
status of company to parties in privity and those known to be relying or to be expected to rely on
their results).

236. See, e.g., Danca, 385 Mass. at 6, 429 N.E.2d at 1134 (presumably the original purchase
price reflects consistency with the original negligently appraised value).

237. Id
238. See Larsen v. United Fed. Say. & Loan Ass'n of Des Moines, 300 N.W.2d 281, 288 (Iowa

1981).
239. 385 Mass. 1,429 N.E.2d 1129 (1982).
240. Id at 6, 429 N.E.2d at 1134.
241. Id at 2-4, 429 N.E.2d at 1130-32.
242. Id at 3, 429 N.E.2d at 1131.
243. Id
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bank's file and that the survey would therefore be sent to him later.244
In the interim, plaintiff discovered that the house was constructed on
the lot in violation of zoning set-back requirements.245 Plaintiff
stopped making loan payments; the bank foreclosed on its mortgage.
The bank then sought a zoning variance, but the variance was not ap
proved by the municipal authorities.246 Upon denial of the zoning va
riance, the bank sold the house to a contractor for an amount of $13,000
less than the plaintiffs purchase price and $6,900 less than the plain
tiffs original loan amount.247 The court found that the bank's negli
gent misrepresentation consisted of not having the survey available at
closin§ while proceeding in a manner that indicated all matters were in
order. 48 Because of the bank's conduct, the court found that the plain
tiff had suffered an. actual loss, and damages were awarded based on
the difference between the price plaintiff raid for the property and its
actual value with the zoning violations.24

Beckovsky v. Burton Abstract & Title Co. ,250 involved a situation
similar to that in Danca. Beckovsky, however, involved the negligent
preparation of a title abstract.251 The title abstract prepared by defend
ant failed to identify an outstanding mortgage on the property in the
amount of $15,000.252 Plaintiff sought to recover damages for this error,
which had diminished the value of the property by the amount of the
outstanding encumbrance.253 In affirming the trial court's award of
damages to the plaintiff, the Supreme Court of Michigan allowed a
substantial set-off of $6,000, the amount plaintiff had paid on the prop
erty prior to receipt of the title abstract.254 The court reasoned that
since plaintiff could not arguably have relied on something not in his
possession, the negligent misrepresentation as to the status of title could
not have been responsible for plaintiffs entire monetary loss.255 There
fore, the plaintiff was to be awarded damages based on the difference
between the purchase price and the actual value of the property, less

244. It/. This case involved a practice which, unfortunately, is quite common in the area of
real estate finance. Loan officers often require surveys or plot plans, but never review them, as
suming that everything is in proper order. They concern themselves, all too often, only with
financial calculations. Thus, the bank likely knew nothing more about a zoning violation than did
the plaintiff.

245. It/. at 3, 429 N.E.2d at 1131.
246. It/. at 3-4, 429 N.E.2d at 1131-32.
247. It/. Although the original purchase price of the property was $35,900 and the original

loan amount was $28,900, the property subsequently sold for $22,000. Thus, the actual value of
the house was only 61% of the original estimate. Put another way. the negligent valuation held
attributable to the bank involved an overvaluation of 39%.

248. It/. at 5-6, 429 N.E.2d at 1133-34.
249. It/.
250. 208 Mich. 224, 175 N.W. 235 (1919).
251. It/. at 226, 175 N.W. at 236.
252. It/.
253. It/.
254. It/. at 235-36. 175 N.W. at 239.
255. It/. at 235, 175 N.W. at 239.
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the $6,000 paid prior to the negligent misrepresentation or delivery of
the title abstract.256

The court in BeckoYsky apparently focused its analysis on the de
livery aspect of the title abstract rather than on plaintiffs reliance or
expectation. As a result, the damages awarded to plaintiff were sub
stantially reduced by subtracting funds paid prior to the date of deliv
ery. This approach indicates that a purchaser/borrower who pays
either a contract earnest money deposit or loan commitment fee prior
to the preparation and delivery of the appraisal opinion may be unable
to collect damages to the full extent of the difference between the
purchase price and actual value of the property. Such a determination
may seem reasonable because it awards damages based on what occurs
after the event of negligent misrepresentation, delivery of the erroneous
appraisal opinion, survey, or title abstract. Yet, this approach assumes
that the purchaser/borrower is readily able to rescind his purchase con
tract or loan commitment upon the later receipt of the negligent mis
representation. This may be a faulty assumption when the
purchaser/borrower has a substantial earnest money deposit and loan
commitment fee which will be lost for failure to close on either of the
separate agreements.257 The loss of these funds and the possibility of
an action by the real estate broker to recover his fee if a broker was
involved in the transaction may cause a purchaser/borrower to proceed
without even awaiting delivery of a final appraisal opinion. More im
portant, however, this approach is unsupportable because it assumes
away the typical conditions upon which these transactions and resul
tant lawsuits occur. That is, this approach fails to recognize that the
purchaser/borrower went through with the purchase contract and loan
commitment because the negligently prepared appraisal or other docu
ment indicated, erroneously, that the transaction was a favorable one.

The only justification for the BeckoYsky set-off would be to assert
that the purchaser/borrower, in entering the transaction, assumed the
risk that the property might be other than as represented, at least to the
extent of the purchaser/borrower's monies paid in advance of receiving
confirming reports such as the property appraisal. Such a position
would force purchaser/borrowers to seek conditional escape clauses in
the purchase contract and loan commitment pending receipt of all con
firming documentation. These escape clauses would be vigorously op
posed by sellers and lenders who might view such clauses as attempts to
structure conditions which would result in cost-free purchase options.
Furthermore, this approach still fails to account for the situation where
the appraisal is negligently prepared and erroneously overstates the
value of the property, so that regardless of cautionary contract condi-

256. Id at 235-36, 175 N.W. at 239.
257. A well-informed purchaser/borrower will try to include an escape clause in both

agreements.



HeinOnline -- 1984 U. Ill. L. Rev. 94 1984

94 UNIVERSITY OF ILLINOIS LAW REVIEW [Vol. 1984

tions, the plaintiff would be injured. Therefore, the better position
would be to assume that unless there is clear evidence that a given
party assumed the risk of monies paid prior to the act of misrepresenta
tion, all parties entered their respective agreements in contemplation of
there being no negligent misrepresentation. Damages for a later-dis
covered negligent misrepresentation should then be paid by the liable
party in full without any set-off for previously paid amounts.

In Larsen v. United Federal SaVing & Loan Association,258 the Iowa
Supreme Court included in its determination of damages an estimation
of the costs to repair the property.259 In Larsen, an erroneous appraisal
overstated the property's value, and plaintiff sued United Federal for
negligence in preparing the appraisa}.260 The court reasoned that dam
ages should reflect· not only the difference between the purchase price
and actual value of the property, but also should consider estimated
costs of repair, or costs to bring the property up to purchase price
value.261 In addition to this amount, the court found that supplemental
damages could be awarded if they were characterized as an additional
amount by which a buyer would discount the property's value because
of the trouble and uncertainty of making the repairs.262

A situation involving damages for a delay in closing rather than
for losses after completion of a transaction is illustrated in Breckenridge
Hotels Corp. v. R,eal Estate Research Corp. 263 As a precondition to
financing a nine-million-dollar acquisition and construction loan, the
lender in Breckenridge required a property appraisal opinion.264 In the
course of events that followed, plaintiff was delayed in closing on his
transaction from December 15, 1973, to August 6, 1974.265 This delay
was partially caused by the erroneous appraisal opinion which miscal
culated income figures for the plaintiffs proposed hotel develop
ment.266 Because the court determined that much of the delay was
caused by problems other than the negligently prepared real estate ap
praisal, it refused to require the defendant to pay damages based on the
full period of delay.267 The defendant, however, was liable for the cost
of delay attributable to its negligent appraisal opinion.268 This reason
ing indicates that a lender's potential liability for the negligent prepara
tion or use of a real estate appraisal can include damages for losses

258. 300 N.W.2d 281 (Iowa 1981).
259. See id. at 283, 288.
260. Id. at 284-85.
261. Id. at 288.
262. Id.
263. 452 F. Supp. 529 (E.D. Mo.), vacated, 456 F. Supp. 385 (E.D. Mo. 1978).
264. Id. at 531.
265. Id. at 532.
266. Id. at 531.
267. Id. at 532-33.
268. Id. at 533 (liable for $256,250.01).
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other than those based on the cost to repair or the difference in
purchase price and actual property value.

A plaintiff injured by the negligent preparation or use of a real
estate appraisal can bring an action against a lender for damages based
on either contract or tort theories of recovery. The damages recover
able by the plaintiff will generally equal the difference between the
property's purchase price and actual value or the cost to repair the de
fects in the property. In certain circumstances, additional recovery
may be obtained for "loss of the bargain" or consequential damages,
and factors such as delay and aggravation to repair may also be
considered.

B. ILSFDA and Securities Laws Damages

1. ILSFDA Damages

Only the civil penalties of the ILSFDA are applicable for the neg
ligent preparation or use of a real estate appraisal which was deter
mined to be a material misrepresentation of facts.269 The rights and
remedies provided by the ILSFDA are supplemental to any and all
other rights and remedies that may exist at law or in equity?70 Courts
may award damages, or order specific performance or other fair, just,
and equitable relief?7l Contract price, the amount actually paid, the
cost of improvements, and the fair market value of the property at the
time of purchase are all factors the court may consider in determining
the appropriate remedy.272 Damages can include compensation for
Ollt-of-pocket costs, the cost of the property plus improvements,273 and
interest, court costs, reasonable attorney's fees, independent appraiser's
fees, and costs of travel to and from the property.274 The ILSFDA
provides for rescission as well as contract damages but the remedies are
not cumulative.27s

2 Securities Laws Damages

Under the securities laws, a person negligently preparing or using
a real estate appraisal as a material misrepresentation of fact in the
offering for a real estate investment contract could be liable at law or in
equity for repayment of the purchase price with interest, less any

269. 15 U.S.c. § 1709 (1982) (civil liabilities); 15 U.S.C. § 1717 (1982) (criminal penalties
which only apply to "willful" violations of the ILSFDA).

270. 15 U.S.C. § 1713 (1982).
271. 15 U.S.C. § 1709(a) (1982).
272. Id
273. Malloy, supra note 91, at 1222-25.
274. 15 U.S.C. § 1709(c) (1982).
275. Malloy, supra note 91, at 1222-28. This article contains a full discussion of damages,

remedies, and administrative actions under the ILSFDA. Class action suits under the ILSFDA
have held that the alternative remedies of rescission and damages are antagonistic.
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amount of income received by the purchaser from the investment.276 If
the purchaser has resold the investment contract prior to a successful
action to recover damages, then the purchaser is compensated for the
difference between what he originally paid for the investment contract
and what he was able to receive for it at sale after the negligent misrep
resentation has become known.277 In the case of negligent preparation
or use of a real estate appraisal, the absence of actual malice in its
preparation or use prevents a court from awarding punitive damages
under the securities laws.278 In certain situations, compensatory dam
ages can be reduced by and to the extent that the negligent party can
establish that plaintiffs damages were not attributable to the alleged
misrepresentation.279

The ability to recover from a lender for negligent preparation or
use of a real estate appraisal is limited to s£ecial circumstances under
both the ILSFDA and the securities laws. 80 Nonetheless, when an
action can be brought against a lender under the ILSFDA or securities
laws, appropriate damages can be recovered.

VI. CONCLUSION

An appraisal required as a precondition to a loan can be provided
by the lender through its own "in-house" staff appraiser, through an
"independent" appraiser, or the borrower, with the lender obtaining its
own appraisal from an in-house or independent appraiser to substanti
ate the borrower's appraisal.

Borrowers, equity investors, junior lenders, and participating lend
ers in a loan participation agreement are all potential plaintiffs in a suit
to recover damages from a lender that negligently prepares or uses an
appraisal opinion. Recovery by these plaintiffs can be based on con
cepts of public policy, as well as on theories of direct contract, third
party beneficiary law, and negligence in tort. Even when a borrower is
advised to obtain its own appraisal or indeed does obtain its own ap
praisal, the lender may not be able to defend on grounds of contribu
tory negligence. Additionally, under the proper circumstances, a
lender may be liable to some of these potential plaintiffs under the
ILSFDA or the securities laws.

If a lender is held liable for the negligent preparation or use of an
appraisal, the plaintiff will be able to recover damages. When recovery
is based on a theory of direct contract or third party beneficiary law,
damages can include amounts for the loss of an "expectation interest"
or the "benefit of the bargain," consequential damages, and the differ-

276. 15 U.S.C. § 77/(2) (1982).
277. See H. BLOOMENTHAL, 1982 SECURITIES LAW HANDBOOK § 25.03 (1982).
278. Gridley v. Sayre & Fisher Co., 409 F. Supp. 1266, 1274 (S.D.S.D. 1976).
279. H. BLooMENTHAL, supra note 277, § 25.03.
280. See supra notes 192-222 and accompanying text.
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ence between the property's misstated value and its true market value.
When recovery is based on a theory of negligence in tort, damages can
include compensation for the pecuniary loss caused by the misrepre
sentation of value, but cannot include amounts representing loss of the
"benefit of the bargain." In actions under the ILSFDA, civil penalties
exist for instances in which the negligent preparation or use of an ap
praisal amounts to a material misrepresentation of fact about the prop
erty. The remedies provided in the ILSFDA are supplemental to
others that exist in law or equity for actions of misrepresentation.
Under the securities laws, a lender that negligently prepares or uses an
appraisal as a material misrepresentation of fact in participating in of
fering a real estate investment contract can be liable at law or in equity
for repayment of the purchase price with interest.

The appraisal process continues to play an important part in real
estate financing. Lenders do and should require appraisal opinions to
support their loan decisions. At the same time, however, lenders
should be held responsible for the harm caused to others when they
negligently prepare or use an appraisal.
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