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Even if the out-of-pocket measure
of damages does not apply, victims
of real estate fraud may pursue
other avenues of recovery

A POTENTIAL CLIENT RELATES that she pur-
chased a 4,850 square-foot home for $6.8
million. She and the seller engaged the same
real estate broker. The property included a
detached, 1,000 square-foot guest house.
The parties used standard forms provided
by the California Association of Realtors
(CAR),! and the forms state that at the time
of sale, the sellers were unaware of any vio-
lations of the building code, construction
defects, or problems with the house.

A few months after the purchase, the first
rainstorm arrived, and water poured in every-
where. A forensic investigation disclosed mul-
tiple construction defects, and there was evi-
dence of prior damage that had been painted
over. When repairs started, a city building
inspector arrived and informed the client
that her detached guest house was not per-
mitted and had to be demolished. The cost of
repair of the water damage was $600,000.

The unpermitted guest house was demol-
ished, reducing the useable square footage of
the property. The purchase price was approx-
imately $1,400 per square foot, leading to the
conclusion that the value of the guest house
was $1.4 million (with an adjustment for
the value of the land).

Two measures of damages are likely to
apply. One is the out-of-pocket rule under
Civil Code Section 3343, which may so limit
recovery that filing suit may not be worth the
effort. The other is the benefit-of-the-bar-
gain measure under Civil Code Section 3333.
Knowing which measure to apply is diffi-
cult.

The out-of-pocket measure of damages?
under Section 3343—which provides the
measure of damages for fraud involving the
purchase, sale, or exchange of property—is
“the difference between the actual value of
that with which the defrauded person parted
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and the actual value of what was received.”3
Section 3343 also specifically disallows recov-
ery of “any amount measured by the differ-
ence between the value of property as repre-
sented and the actual value thereof.”* In
other words, the section does not permit
plaintiffs to recover the benefit-of-the-bar-
gain damages of Section 3333, which states,
“[TThe measure of damages...is the amount
which will compen-
sate for all the detri-
ment....”

The rules seem
simple, but the case
law shows that their
application is any-
thing but. While
courts have held that
Section 3343 provides
the exclusive measure
of damages for a
party that has been
defrauded in the pur-
chase, sale, or ex-
change of property,’
some courts have
carved out exceptions
in cases in which the
fraud has been com-
mitted by a fiduciary.

When considering
an action, therefore,
a threshold issue is
whether the broker
acted as a fiduciary. A
listing agent repre-
sents the seller and is
a fiduciary to the seller but not to the buyer.
The person representing the buyer is called
(confusingly) a seller’s agent and is a fiduciary
to the buyer but not the seller. A dual agent
represents the buyer and seller and is a fidu-
ciary to the buyer and seller, as in the exam-
ple involving the potential client and her
guest house.”

The distinctions are critical for an evalu-
ation. First, if the broker or agent is a fidu-
ciary, a breach of fiduciary duty has been
held to be a species of constructive fraud.’
Second, if the cause of action seeks recovery
of damages for fraud, whether constructive or
actual, some inconsistencies exist in the case
law about whether Section 3343 or 3333
applies. In Salabutdin v. Valley of California,
Inc., the court found that the plaintiff is enti-
tled to recover damages against the fiduciary
under Civil Code Sections 1709 and 3333,
arguing that the “faithless fiduciary...makes[s]
good the full amount of the loss of which his
breach of faith is a cause.”®

Section 3333 allows for the recovery of
general tort damages: “all the detriment prox-
imately caused” by the breach of an obliga-
tion not arising from contract. Similarly,

Section 1709 provides that “one who willfully
deceived another with the intent to induce him
to alter his position to his injury or risk, is
liable for any damage which he thereby suf-
fers.” Civil Code Sections 3333 and 1709
provide the benefit-of-the-bargain measure
for damage, which is substantially broader
than the damages recoverable under Section

3343.10 In addition, when applying this mea-

sure of damages, many courts have not lim-
ited recovery to the benefit of the bargain
and have fashioned remedies that provide
even more compensation to aggrieved plain-
tiffs.11 In the example, the client who lost the
guest house and had to make repairs may be
able to sue the sellers and the broker for
fraud. However, the client’s recovery against
the sellers will be governed by the out-of-
pocket measure of recovery set forth in
Section 3343. Recovery against the broker,
however, may be governed by the broader
measure of damages provided by Sections
1709 and 3333.

Another threshold issue in evaluating
damages is the value of the property. In apply-
ing the out-of-pocket measure of damages, a
plaintiff must prove that he or she paid more
for the property than it was worth.12 This
means that the plaintiff must present evi-
dence of the market value of the property on
the date of purchase.!? This evidence should
take the form of expert testimony. For exam-
ple, in Fragale v. Faulkner, the plaintiff failed
to present any evidence of the actual value of
the property he purchased. Therefore, a non-
suit was upheld with respect to the plain-

tiff’s claim for fraud against the sellers, since
the plaintiff failed to establish damages under
Section 3343.1* It might be possible for a
homeowner, without a third-party expert, to
testify about the value of his or her property,
but the homeowner would have to establish
a foundation for the testimony. For example,
the homeowner could establish that he or
she was aware of comparable values for adja-
cent homes at the
time of purchase.l’
Ordinarily, it is nec-
essary to retain a
qualified expert to
determine value at the
time of purchase. The
defense can be ex-
pected to retain its
own experts in prop-
erty valuation.

In the example,
one consideration for
case evaluation is that
the property (without
the guest house and
with the defects) may
have been worth the
$6.8 million that the
buyer paid for it. If
so, the buyer did not
suffer out-of-pocket
damages under Sec-
tion 3343.16 If there is
no difference between
the sale price of the
property and its mar-
ket value, the buyer
may establish all of the elements of fraud
and yet recover nothing from the seller. The
only remedy is to rescind the sale and get the
money back in exchange for releasing the
property.

Section 3343 also may leave the plaintiff
uncompensated for the $600,000 in repairs,
although those damages could be recover-
able under different theories of liability. For
example, in Central Mutual Insurance
Company v. Schmidt,'” the court held that the
cost of repair is not a measure of damages
under Section 3343. Indeed, while Section
3343(a)(1) permits the recovery of amounts
reasonably and necessarily expended as a
result of the fraud, recovery of costs of repair
is not included. Instead, the recoverable dam-
ages are “expenditures which were reasonable
under the circumstances...insofar as they
have been lost or rendered fruitless because
of the deceit.”!8

For example, in Garrett v. Perry, the plain-
tiff purchased a ranch and filed suit against
the seller for fraud. In addition to awarding
the plaintiff damages for the difference
between the amount paid for the ranch and
its actual value, the court held that the plain-



tiff was also entitled to the costs of operating
and improving the ranch that were incurred
prior to the plaintiff losing the ranch to fore-
closure. The court held that since these expen-
ditures were not offset by any income from
the ranch (the condition of which made it
impossible for the plaintiff to earn a profit),
they were reasonable expenditures that were
“lost or rendered fruitless because of the
deceit.”!? In the example, however, the repairs
undertaken by the client to fix the water
damage are not expenditures that have been
lost or rendered fruitless because of the deceit.
Therefore, the repairs in the example are not
recoverable under Section 3343.

Brokers

The attorney considering the example, how-
ever, should remember that the potential
client has a claim against the broker for fraud.
If the court applies the tort measure of dam-
ages against a fiduciary under Sections 1709
and 3333, the buyer is not limited to recov-
ering just the difference between the actual
value of the property and the price she paid.
Rather, she can recover “all detriment prox-
imately caused” by the fraud. Whether this
detriment is measured as the benefit of the
bargain or by some other measure, the buyer
has the potential to reap a much greater
recovery against the broker.20 A finding of

fraud will, however, vitiate the broker’s insur-
ance coverage, making the collection on the
judgment difficult.

In fact, many courts have departed from
a strict benefit-of-the-bargain approach and
fashioned remedies that award plaintiffs the
damages proximately caused by the deceit. In
Fragale, the court held that with respect to the
plaintiffs’ claims against the sellers, there
was no evidence of out-of-pocket damages.
However, the court did permit recovery
against the broker, who acted as a dual agent.
That recovery was measured by the cost of
repair, since such an “award effectively places
the [plaintiffs] in the position they would
have enjoyed if [the broker’s] false represen-
tation had been true; it enables them to place
the property in the condition which they
believed existed at the time of purchase.”?!

Similarly, in Pepitone v. Russo,?* the plain-
tiff had been defrauded by her broker into a
purchase of a motel that was encumbered
by undisclosed loans and deeds of trust. As
a result, the plaintiff lost the motel to fore-
closure. The court held that the plaintiff was
entitled to not only the difference between the
purchase price of the motel and the undis-
closed loans but also the additional expenses
that the plaintiff incurred in trying to prevent
the foreclosure. The court noted that although
the plaintiff had not sought future profits,

those losses are recoverable under Sections
3333 and 1709 in an appropriate case.??

In Strebel v. Brenlar Inc., the plaintiff was
living in a home in San Bruno and entered into
a transaction to purchase a new home in
Sonoma. However, neither the sellers nor the
dual agent broker initially disclosed to the
plaintiff that there were tax liens on the So-
noma property that prevented the sale. After
the contract was signed, the plaintiff learned
of the liens, but the broker assured him that
the sellers were taking care of them. Expecting
the Sonoma deal to close, the plaintiff sold his
home in San Bruno. The liens were not
removed on the Sonoma house, and the plain-
tiff’s purchase could not proceed. The plain-
tiff looked for alternative housing in Sonoma,
but property values had increased, and the
plaintiff could no longer afford to purchase
another home. The court awarded damages
against the broker measured as the lost appre-
ciation on the plaintiff’s home.2* The court
measured the appreciation damages not by the
date of the fraud but by the date of trial.2

In Strebel, the plaintiff asserted claims
for negligence and for fraud, but an unhappy
buyer can assert additional causes of action,
including negligent misrepresentation and
breach of contract. A claim of negligent mis-
representation, however, will not broaden
the scope of the potential damages, because



recovery for negligent misrepresentation is
limited to the out-of-pocket measure of dam-
ages.2® On the other hand, the standard CAR
forms obligate the seller to disclose “all
known material facts and defects affecting the
property,” so the seller’s failure to disclose
known defects is a breach of contract.

Breach of Contract

Civil Code Section 3300 provides that the
damages for breach of contract are “all the
detriment proximately caused thereby, or
which, in the ordinary course of things, would
be likely to result therefrom.” The potential
recovery under Section 3300 would arguably
include the cost of repair of the undisclosed

defects, since those are the damages that were
proximately caused by the dual agent’s breach
and are reasonably foreseeable.2”

None of the leading cases that involve
undisclosed defects in connection with the sale
of real property discuss the remedy of breach
of contract except to the extent that a buyer
seeks to rescind the purchase. There are a
number of reasons why. The first is that a
claim for breach of contract can only be
asserted against the seller; it cannot be asserted
against the listing agent because there is no
privity of contract between a buyer and the
agent representing the seller. In many
instances, the seller probably does not have
the financial resources to pay a judgment,

and therefore an aggrieved buyer will be
more motivated to pursue an action against
a broker, who may have adequate financial
resources or insurarnce.

In most instances, however, a claim for
breach of contract is not covered by insurance.
While a claim for fraud is also not covered by
insurance, a claim for negligent misrepre-
sentation will most likely trigger insurance
coverage. Therefore, the buyer can best max-
imize the potential recovery by asserting
claims for negligent misrepresentation and
fraud against the seller and the broker. In
addition, the buyer can also recover punitive
damages on a fraud claim, whereas fraud
damages are not recoverable in an action for
breach of contract. On the other hand, as a
practical matter, a claim for breach of contract
is relatively easy to prove compared to a
claim for fraud. To prove a claim for breach
of contract, a buyer need only prove that a
seller breached the warranty and represen-
tation that all known defects had been dis-
closed. In the example, this would address the
undisclosed construction defects.

Finally, the attorney in the example will
need to determine whether contract provisions
in the purchase and sale agreement preclude
a claim for breach of contract. Those provi-
sions most likely do not bar a defrauded pur-
chaser from bringing suit for fraud. The stan-
dard CAR form provides for the right of
inspection but also mandates certain disclo-
sures by the seller. Further, the forms also
contain provisions that discuss the buyer’s
inspection and state that the buyer is not
relying on any representations by the seller or
its agent.

CAR forms also provide that the property
is being sold as-is, without any representations
or warranties. Sellers and agents often mis-
takenly believe that as-is provisions protect the
seller from liability for any conditions at the
subject property. In fact, in commercial prac-
tice and in case law,28 as-is clauses merely
relieve the seller from making an investigation
of potential problems and from making
repairs for problems that the buyer identifies.
The CAR form as-is provision does not relieve
the seller from the duty to disclose known
defects or problems with the property and
does not ordinarily bar a claim for fraud.

In Manderville v. PCG&'S Group, Inc.,2°
the parties used a CAR form that included a
provision that the agreement was integrated,
that all understandings between the parties
were incorporated into the agreement, and
that the buyer was advised to investigate the
laws limiting development of the property,
including zoning. The seller’s broker argued
that this exculpatory language precluded, as
a matter of law, the buyers’ showing of jus-
tifiable reliance as an element of the buyers’
claim for fraud in the inducement.3 The



court concluded that the exculpatory clauses
did not automatically preclude a fraud
claim.3! In so holding, the court relied in
part on Civil Code Section 1668, which
holds that a contract that purports to exempt
a party from responsibility for that party’s
own fraud is against public policy.32 Whether
an exculpatory provision in the CAR form
and the buyer’s investigation will bar a claim
for fraud depends on the nature of the inves-
tigation and whether the buyer, in the exer-
cise of reasonable diligence, would have been
able to discover the falsity of the represen-
tations.33

Another CAR form provision requires the
buyer and the seller to first mediate any dis-
pute and to submit the dispute to arbitration
if mediation does not work. The arbitration
provision is only binding, however, if the
parties initial it. If the buyer in the example
wants to sue the seller and the broker, there
could be a venue conflict. The buyer may
face two separate proceedings—one in arbi-
tration against the seller and the other against
the broker in court. The buyer, however, can
request that the court stay one of the pro-
ceedings until the other is completed.3* The
attorney reviewing the potential lawsuit in the
example must therefore consider not only
how damages may be measured but also
which CAR form provisions apply (depend-
ing on which provisions were initialed by
whom).

A unhappy buyer who has been defrauded
in connection with the purchase of residen-
tial real property has a number of factors to
consider in asserting a claim. Under Sections
3333 and 1709, the potential client in the ex-
ample can recover against the broker all dam-
ages that were proximately caused by the decep-
tion. Since the courts have tailored many
types of remedies to fully compensate a party
defrauded by a fiduciary, the client may
recover not only the cost of repair but also
the difference between the value of the resi-
dence as represented and its actual value.
Regardless of whether the recovery is limited
by the out-of-pocket measure of damages
under Section 3343 or permitted by the more
expansive measure available under Sections
3333 and 1709, the attorney representing the
defrauded client should be prepared to offer
evidence and experts to testify as to value and
damages. O
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Fragale, 110 Cal. App. 4th at 241.
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stockbroker.); Salahutdin v. Valley of Cal., Inc., 24 Cal.
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1226, 1249-50 (1995).
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30 Id. at 1489.

311d. at 1501-04.

32 Id. at 1500-01. Civ. CopE §1668.

33 Manderville, 146 Cal. App. 4th at 1500-01.
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