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Leg:

By MICHAEL SEAN QUINN

Negligent Misrepresentation—Part |

A primer on how negligence differs from fraud,
what constitutes negligence and how Texas law applies

For a century and half, or so, fort law
B was divided into business torts and
personal injury. Business torls includes
such things as tortuous interference,
trade secret misappropriation, some forms
of defamation, unfair
competition, trespass
{to business propetr-
ty), some other. com-
meon law torts and var-
jous statutory tort-
like actions. Personal
injury included some
of the same torts
(such as t(respass,
false imprisonment,
and malicious prose-
cution, for example),
anumber of intention-
al torts which were
characteristic of per-
sona) interaction (bat-
tery, assault, and
so forth), and—of
course—negligence.

Negligence

Three important
points need to be
made. First, in terms
of shifting losses, neg-
ligence is by far the
most important tort in
the personal arena.
Second, for most of its
history, the tort of neg-
ligence required physi-
cal injury or property

Business runs on information.
that it supplies is so poor—-S0 S

Business runs on information. What
happens when false information is sup-
plied? What happens when information
that it supplies is so poor—so full of
gaps —that it might as well be false? How

What happens when false information is supplied? What happens when information
il of gaps—that it might as well be false?

reliance is negligent, damages may be
reduced. Such is not the case in Texas.
Texas has it right. If you lie to me, [ should
be able to tely on your intentional state-
ments, so I don’t have to be constantly on
the lookout.

But surely, most misinformation is
transmitted not as the result of lies but as
the result of screw-ups and inattention.
Surely, negligent misrepresentations are,
as a statistical matter, more significant
than deliberate misrepresentations.
Sloppiness, stumbling, fouling-up and
inattention are surely more common than
out-and-out material lying, What dogs the
law do about negligent misrepresenta-
tions? After all, they usually cause finan-

damage. The Texas

Supreme Court has even held. that there is
1o such thing as a cause of action for neg-
ligent infliction of emotional distress.
Third, the tort of negligence was not wide-
ly used in business torts, except for profes-
sional malpractice against lawyers, accoun-
tants, engineers and the like. Of course,
there has always existed a tort of malprac-
tice against insurance agents, brokers and
other intermediaries, and it turns upen the
law of negligence, but it is restricted in var-
ious ways, as we shall see.
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does the law handle this? How is it handled
in the insurance industry where poor infor-
mation can lead to the avoidance of an
insurance policy?

Fraud and negligence

The traditional way of handling it was
through the tort of fraud. “Fraud” is an ugly
word Tor an ugly event. Fraud is lying. One
commits the tort of fraud when one lies;
someone else relies on the lie; and they lose
money as a resull. In some states, if that
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cial injury, not physical injury or property
damage. If the law conditions all recover-
ies for negligence upon either bodily
injury or property damage, there can not
be a cause of action for negligent misrep-
resentation.

This was a problem a hundred years, or
s0, ago. The minds of jurists creak, alas. The
law changes, but usually at a slow, slow
pace. By well into the 20th century, howev-
er, the law of negligent misrepresentation
was reasonably well established, and several




cases in Texas over the last few years have
brought it of age.

Negligent misrepresentation

Although there were cases around the
country——as it were, hither, thither, and
yon—the tort of negligent misrepresenta-
tion became firmly established on a
nationwide level in approximately 1965,
when it was included in the epochal (but
quite private) Resfatement (Second) of
Torts, one of the most influential legal
documents ever written. It reformulated
the tort in roughly the following terms.

When someone, while acting in the
course of his business profession, or
employment, or who is involved in the
transaction in which he has a pecuniary
interest, provides false information for the
guidance of others in a business fransac-
tion of theirs, that person is subject to lia-
bility for the pecuniary loss caused by the
justifiable reliance of anyone who was
intended to rely upon that information, if
the person who provides the information
has failed to exercise reasonable care in
obtatning or communicating the informa-
tion. .

There are several important features to
notice about the tort of negligent misrep-
resentation. First, it is restricted to busi-
ness and Dbusiness-like transactions.
Second, the group of those who may sue
the provider of the false information is not
the class of all those who rely upon it.
Rather, it is those who the provider intend-
ed should rely on it or who he knew would
rely on it.

Third, such reliance must be justifiable.
Tn other words, if the person who receives
the information and relies wpon it is negli-
gent—if his reliance is unreasonable—then
his right to damages is either defeated or
reduced. Presumably, courts would use prin-
ciples of comparative negligence. Fourth,
damages are restricted to pecuniary losses.
One cannot recover for mental anguish. One
can only recover for amounts of money one
lost or spent.

Fraud and negligence, again

Quite clearly, the purpose of the law of
negligent misrepresentation differs from
the purpose of the law of fraud. Fraud is
designed to secure honesty. The law of
negligent misrepresentation secures a
standard of care in dealing with informa-
tion. To be sure, both torts are designed to
protect the economy and keep truthfirl
information flowing while keeping false
information out of the flow. False infor-
mation can creep into economic transac-
tions in all sorts of ways, of course. There
can be failures to investigate. People can
draw the wrong inferences before they

wwwinsurancejoumal.com  » April 10, 2000 INSURANCE JOURNAL/TEXAS 29



30 INSURANCE JOURNAL/TEXAS

provide information. Communicating can
be done badly. Fraud sometiines is used to
punish. Negligent misrepresentation is
used only to compensate.

It is characteristic of the common law
that wherever there can be negligence,
there can also be gross negligence, Gross
negligence occurs when someone acts in
conscious disregard of the rights of others.
Gross negligence occurs when an actor fla-
grantly disregards the rights of others,
while he knows they are in potential dan-
ger. Gross negligence is not simply egre-
gious error. It is not simply stunning negli-

gence. Legal negligence is not a spectrum-
type concept. The conduct is either negli-
gent or it’s not, S
Gross negligence arises when someone
knows about the danger of another, knows
he very well may be injured, and simply
announces to himself that he does not
care. If there is such a thing as negligent
nuisrepresentation, there is such a thing as
grossly negligent misrepresentation,
although the line between grossly negli-
gent misrepresentation and. out-and-out
fraud is not very clear. Often plaintiffs can
recover punitive damages in gross negli-
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gence cases. This is not true in misrepre-
sentation cases.

Texas law

One of the most important cases ever
decided in the area of negligent misrepre-
sentation was Federal Land Bank
Association of Tvler v. Sloane, decided by
the Supreme Court of Texas in 1991. It
pretty well adopted the rule set forth in the
Restatement (Second). In that case,
prospective borrowers sued a lender
because an employee of the lender had
promised to make a loan; the prospective
borrowers spent money in reliance upon
the bank’s affirmation; but the bank backed
out,

The couri not only adopted the rule of the
Restatement, it said that an oral promise,
which is also a predictive statement, would
support an action for negligent misrepresen-

Fraud is designed to
secure honesty. The law
of negligent
misrepresentation secures
a standard of care in

dealing with information.

tation. This is an extremely important tech-
nicality. Often, oral promises do not consti-
tute enforceable contracts, and cannot be lit-
igated as such. For some strange reason, the
rule mandating this result is called the
“Statute of Frauds,” although it is not about
fraud but about when contracts have to be in
writing.

Lawyers as defendants

Another significant development in the
tort of negligent mistepresentation has
surrounded lawyers. It is characteristic of
professional malpractice cases that only
clients can bring them. Thus, only patients
can sue their doctors; only clients have
been able to sue their lawyers; only cus-
tomers can sue insurance brokers. In cer-
fain very narrow circumstances, some
states have created exceptions to this rule.
For examiple, if a lawyer has drafted a will
for someone and screws it up, in several
states, disappointed beneficiaries under
what should have been a correctly drawn
will can sue the lawyer.

This question came up in Texas in 1996.
By a vote of 6-3, the Texas Supreme Court




clung to the old rule. To this day, in Texas,
only a client can sue a lawyer for malprac-
tice. The court was concerned that if non-
clients could sue lawyers for malpractice,
100 many conflicts of interest would be cre-
ated for the lawyer, who owes his principal
duties to his client and his client alone.

The question then arose whether a non-
client could sue a lawyer successfufly for
negligent misrepresentation. Suppose, on
behalf of his client, a lawyer provides infor-
mation to a bank the basis of which the bank
issues a loan to the client. Perhaps the infor-
mation is in an opinion letter or something
of that sort. If the lawyer’s factual statements
are false, and the banlk had no reason to think
they were false, doesn’t it make sense that
tawyer should be liable? Tsn’t this particular-
ly true since large commercial lending and
securities transactions often hinge upon the
honesty and competence of legal opinions.

Or suppose that two parties are trying to
settle a lawsuit arising out of a deal, that set-
tling the lawsuit makes sense only if a par-
ticular proposition is true, and that one side
agrees to settle the lawsuit upon the condi-
tion that an opposing lawyer certifies that
the crucial proposition is true. Could that
lawyer be guilty of negligent misrepresenta-
tion because she negligently made a false
statement to her client’s opponent?

Both of these case have come up in
recent years. The Fifth Circuit found that the
lawyer who gave false information to the
bank could be Tiable to the bank for negli-
gent misrepresentation, and the Texas
Supreme Court found that the lawyer who
makes the mistake in the context of seftle-
ment may also be held liable on the same
theory.

Interestingly, both of these cases are very
close to being frand cases. In the lawyer-
bark case the lawyer said that he checked
something when he didn’t--hence, the
lawyer lied. In the settlement-case, the certi-
fying lawyer’s senior partner knew that what
the junior lawyer certified was false. If the
kmowledge of the senior lawyer is automati-
cally attributed, as a matter of law, to the
junior lawyer, then the junior lawyer lied
(in legal contemplation), even if he (really)
didn’t.

Nevertheless, the black letter law of
Texas is clear. Lawyers can be liable for
negligent misrepresentations to transaction-
al and litigation opponents. In the year
2000, however, the Daltas Court of Appeals
held that lawyers could not be held liable for
negligent misrepresentation when they neg-
ligently insert false propesitions into court
pleadings. One wonders why not. Of course,
it’s not okay to assert false propositions in
pleadings. There are procedural and ethical
rules forbidding this conduct and providing
remedies. Still, the law wants each lawsuit

over and done with. All good things must
come to an end sometime. It does not
encourage doubling back and starting a dis-
pute over again, once it has been declared
over.

Where do agents stand?

The position of insurance agents and bro-
kers is, to some degree, similar to that of
lawyers. Insurance intermediaries advise
their clients on how to handle risk. They
advise them on insurance dimensions of all
gorts of transactions and all sorts of business
arrangements. Thus, insurance agents and

brokers provide information and advice that
is crucial to the smooth functioning of the
economy. What kind of liability may msur-
ance brokers have for negligent misrepre-
sentation? This is the topic for Part IL

Quinn is an Austin shaveholder in the law
firm of Sheinfeld, Maley & Kay. He is most-
ly involved in litigation problems involving
insurance coverage. Many of the problems
upon which he works involve conduct of
lawyers. He testifies from time fo tome on
insurance related issues and on issues per-
taining to the conduct of lawvers.
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