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INTRODUCTION

In its simplest form, the economic loss rule dictates that a plaintiff’s ability to recover “economic” losses
is restricted to the law of contract, rather than the law of tort.” While the rule originated in the context of
product liability law to prevent contract law from drowning “in a sea of tort,”" its application has
expanded so dramatically that, if left unchecked, it could eviscerate certain fundamental business torts.
What was once a life preserver for the law of contract has become a substantial island in the sea of tort.
This article reviews the development of the rule from its infancy and the theories by which courts have
frequently expanded and occasionally circumscribed the rule’s impact in an effort to arrive at a
satisfactory allocation of risk.

Creation of the Economic Loss Rule

Most courts and scholars trace the economic loss rule back to Justice Traynor’s 1965 opinion for
the California Supreme Court in Seely v. White Motor Co.™  In denying the purchaser of an
automobile damages from the manufacturer for an injury to the vehicle itself, Justice Traynor
observed that the product liability doctrine of strict liability was borne of a public policy concern
that the law of warranty did not adequately protect consumers from injuries to person and
property. However, as Justice Traynor explained, that policy concern does not exist where the
consumer’s damages are limited to those arising from an injury to the product itself:

A consumer should not be charged at the will of the manufacturer with bearing the risk of
physical injury when he buys a product on the market. He can, however, be fairly charged
with the risk that the product will not match his economic expectations unless the
manufacturer agrees that it will. Even in actions for negligence, a manufacturer's lability
is limited to damages for physical injuries and there is no recovery for economic loss
alone.”

Twenty years later, the United States Supreme Court adopted Justice Traynor’s “economic loss rule” in
East River Steamship Corp. v. Transamerica Delaval, Inc., restating it succinctly as, “A manufacturer in a
commercial relationship has no duty under either negligence or strict products-liability theory to prevent a
product from injuring itself.”"

Not All Economically Quantifiable Losses are “Economic” Losses

Before examining the expansion of the rule to general business torts, we pause to consider two lessons
learned from Seely and East River Steamship that are often overlooked in practice. First and foremost, the
term “economic loss” is a term of art.” Not every monetary injury constitutes an economic loss. Rather,
the economic loss rule bars recovery in tort for injuries other than those sustained by person or other
property. For that reason, several courts have criticized the name “economic loss rule,” most prominently
the Seventh Circuit in an opinion by Judge Posner, who suggested:

It would be better to call it a ‘commercial loss,” not only because personal and especially
property losses are economic losses, too—they destroy values which can be and are
monetized—but also, and more important, because tort law is a superfluous and inapt tool
for resolving purely commercial disputes. We have a body of law designed for such
disputes. It is called contract law.™
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Seeley and East River Steamship also teach us the primary concern underlying the rule: the preservation
of the distinction between the law of contract and the law of tort. Contract obligations arise from
promises the parties have made to each other, while tort obligations arise from duties imposed by law to
protect citizens from risk of physical harm.” In other words, tort remedies provide a “safety-insurance
policy,” while contract remedies provide an “expectation-bargain protection policy.”™

The distinction between tort and contract remedies has significant practical effect. Unlike contract
claims, which generally restrict a defendant’s liability to those damages reasonably foreseeable as a result
of the breach of the contractual obligation, tort claims expose defendants to liability for all harm
proximately caused by the defendant’s conduct.™ As a result, “plaintiffs’ lawyers. . . strive to persuade
courts that borderline cases should be classified as tort in order to avoid the contract limitation on
damages.”™ For example, in Young v. Abalene Pest Control Services, Inc.,™ the plaintiffs contracted
with the defendant for the extermination of insects in their home. Nevertheless, pests remained, allegedly
causing the plaintiffs to become so nervous and depressed that they required medical treatment. The
plaintiffs brought action against the exterminator, seeking damages not only for breach of contract, but
also for negligent infliction of emotional distress. Classifying the action as one sounding in contract,
rather than tort, the court refused to grant damages for emotional distress.™” Had the court failed to
respect the boundary between contract and tort, it would have improperly allocated risks to the defendant
far beyond what it bargained for.

Like the contract at issue in Young, contracts generally place a value on the allocation of risk, which is
reflected in the price and/or other terms. Presumably, the contract price would have been considerably
higher if the risk of plaintiffs’ emotional distress for the exterminator’s failure to completely eliminate all
insects had been allocated to the pest control service.

To the extent tort law overlaps with contract law, it subverts the parties’ intent, and does so in the context
of a body of law in which the fact finder sits unconfined by the evidentiary rules of contract disputes, such
as the statute of frauds, the parol evidence rule, and the “four corners” doctrine.” The resulting
uncertainty in commercial transactions may cause a chilling effect on commercial enterprise, as
businesses “fearful of unfathomable tort exposure might lose the ability to respond flexibly to changing
economic conditions or hesitate to enter into contracts at all in fast-moving aspects of commercial
enterprise.”™" The Rule, when properly applied, helps to maintain the essential distinction between
contract and tort.

The Expansion of the Rule Beyond Product Liability Law

Since Seely and East River Steamship, most jurisdictions have expanded the application of the economic
loss rule beyond the context of product liability law.™ The expansion has been neither uniform nor
disciplined, and it has “produced difficulty and confusion.”™" “The rule has been stated with ease but
applied with great difficulty.”* Confusion may have been inevitable. Application of the rule is
complicated enough when restricted to product liability, as courts often struggle to determine whether the
injury is confined to the product itself, and thus uncompensable in tort as economic damages.™ When the
rule is applied more generally to business transactions in which the “product” is more nebulous, as in

consulting contracts, investment programs, and construction project administration,™ its parameters are
even less easily defined.

This confusion has not prevented courts from adopting the rule as a tool to “mark the boundary” between
the law of contract and the law of tort.™ The most common use of the economic loss rule as a defense in
business litigation occurs where the alleged failure of one party to perform in contract prompts the non-
breaching party to bring causes of action in both contract and tort, with both claims based upon the same
operative facts. For example, in Grynberg v. Agri Tech, Inc., the Grynbergs entrusted Agri Tech with the
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task of feeding and maintaining their investment cattle under a “Custom Feeding Agreement.”™"

Displeased with their returns on their cattle investment, the Grynbergs brought action against Agri Tech
on a variety of claims, including breach of contract and negligence.*™" After the jury awarded the
Grynbergs $600,000 on the negligence claim, but found for Agri Tech on the contract claim, the Colorado
Court of Appeals reversed the trial court’s judgment, holding that the economic loss rule barred the
negligence claim. On appeal, the Colorado Supreme Court agreed, primarily because it could easily trace
the source of the duty underlying the negligence claim back to the contract:

The duty of care is created by, and completely contained in, the contractual

provisions. . . . This is a classic example of a case where the plaintiffs are seeking to
recover damages for the loss of their bargain with defendants--these are pure economic
loss damages based on disappointed expectations. An action to recover for the loss of a
bargain is the exclusive province of contract law. ™"

Courts from a variety of jurisdictions have followed suit, denying plaintiffs the opportunity to recover in
tort where the duties underlying the tort are identical to those set forth in the contract.™" Disputes
regarding real estate construction and sales, in particular, have emerged as a hotbed for the expansion of
the economic loss rule, perhaps because such transactions are “characterized by detailed and
comprehensive contracts.””™""

No Contract Required?

There is a certain intuitive appeal to the idea that the rule should apply only where a party attempts to
enforce in tort those duties expressly set forth in an existing contract. However, the rule is not so limited.
Taking the first step away from the requirement of a contract, several courts have concluded that
contracting parties need not have expressly allocated the loss at issue for the economic loss rule to
apply.™™ These courts reason that by refusing to expressly allocate the risk, the contracting parties
impliedly did so, silently and indirectly.”™ The courts theorize that applying tort law to parties in a
contractual relationship interferes with the parties’ freedom to contract, regardless of whether the parties
affirmatively allocated the risk.™

Venturing one step further, despite the lack of privity, at least one court applies the rule to third party
beneficiaries.™ In The Ocean Ritz of Daytona v. GGV Associates, the Florida Court of Appeals affirmed
dismissal of a condominium association’s negligence claim against the development’s subcontractor, an
architectural consultant.™" Reasoning that a third party beneficiary enjoys sufficient protection by virtue
of the express and implied warranties in the contract between the subcontractor and the contractor, the
court rejected the plaintiff’s argument that plaintiff as third party beneficiary of that contract should not
be bound by the Rule even though it played no role in the negotiation of the contractual allocation of -
loss.™" On similar grounds, the Washington Court of Appeals has recognized that assignees of claims
are subject to the economic loss rule by virtue of their assignor’s contract with the defendant. ™"

One court even applies the economic loss rule where there was no contract at all. In Anderson Electric
Inc. v. Ledbetter Erection Corporation,”™" Anderson contracted with Ledbetter for the installation
“precipitator units” manufactured by Walther, Inc. Under a separate contract between Ledbetter and
Walther, Walther agreed to inspect the units after Ledbetter’s installation to ensure the installation
complied with the terms of the Walther product manual. When Walther improperly required
reinstallation of units which had been properly installed, Anderson brought suit to recover the additional
costs expended as a result, filing a breach of contract claim against Ledbetter and a negligence claim
against Walther. Notably, it was undisputed that Walther had no contractual duty to Anderson.
Nevertheless, the Illinois Supreme Court held that the economic loss rule barred Anderson’s negligence
claim against Walther.™"" The fact that Anderson could not maintain a contract action against Walther
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did not influence the court, which held that, “A plaintiff seeking to recover purely economic losses due to
defeated expectations of a commercial bargain cannot recover in tort, regardless of the plaintiff’s inability
to recover under an action in contract.””*""

This approach, which eliminates contractual privity as a prerequisite, appears consistent with the original
policy underlying the rule. As the Ninth Circuit recently explained:

[In product liability cases,] [i]f a plaintiff is in a contractual relationship with the
manufacturer of a product, the plaintiff can sue in contract for the normal panoply
of contract damages, including foreseeable lost profits and other economic losses.
Whether or not the plaintiff is in a contractual relationship with the manufacturer,
the plaintiff can sue the manufacturer in tort only for damages resulting from
physical injury to persons or to property other than the product itself. ™

Since the rule is based upon the premise that commercial losses are most properly the province of contract
law, application of the rule should not depend on whether the commercial parties actually had a contract.
In other words, the distinction between tort law and contract law should not hinge upon whether the
particular party has a contract. This sentiment echoes through Justice Traynor’s seminal opinion in Seely,
where he wrote, “the distinction that the law has drawn between tort. . . and warranty [or contract]. . . is
not arbitrary.”*™"*

Preserving the Sea of Tort: A Movement towards an Independent Duty Doctrine?

While the economic loss rule itself was created to prevent contract law from drowning in a “sea of tort,”
the expansion of the rule beyond the field of product liability has given rise to concern that over-
application of the rule will bring about the converse evil, the death of staple business tort law claims. The
Florida Supreme Court, among others, has expressed concern over the “unprincipled extension of the
rule.”™ Indeed, as many courts begin to apply the economic loss rule to bar such standard business torts
as negligent misrepresentation, one must wonder whether that tort will survive at all, as it is difficult to
envision a negligent misrepresentation claim that does not arise out of some form of commercial
relationship between the parties.

Recognizing that the rule was not designed to destroy tort law, but to maintain its distinction from
contract law, courts have carved out exceptions to its application. In some cases, the exceptions are
created on a claim-by-claim basis, such as negligent misrepresentation and/or fraud.* Such exceptions
apparently rely upon the tenuous distinction between fraud or misrepresentation and breach of the
contract itself. ™ To the extent the fraud or misrepresentation is based upon “some additional conduct that
amounts to an independent tort,”™™ some courts will allow the tort action to proceed on the theory that
“[n]o rational party would enter into a contract anticipating that they are or will be lied to.”™ In Carlile
v. Harbour Homes, Inc., foe example, the Washington Court of Appeals refused to recognize an exception
for intentional misrepresentation, holding that Washington’s “fraud” exception for purposes of the
economic loss rule is restricted to the distinct tort of fraudulent concealment.™

More often, courts recognize exceptions based upon some form of “independent duty.” Under the
independent duty exceptions, courts hold that if the tort claim arises from a duty extraneous to the
contract, then the tort claim for economic losses may proceed, even where the parties entered into a
contract.™ For example, based upon the concept of an independent duty, many jurisdictions recognize an
exception to the rule for professional malpractice claims.™* The basis for this exception is again rooted
in the purpose of the economic loss rule, the preservation of the laws of both tort and contract. If the law
has gone so far as to create a standard of care independent of the parties’ contractual duties, then it
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follows that society has made a default determination as to which party should bear the burden as to that
particular loss.

Washington State provides a good example of this shift, with its Supreme Court going so far as to rename
the “economic loss rule” the “independent duty doctrine”:

“An injury is remediable in tort if it traces back to the breach of a tort duty arising
independently of the terms of the contract. Because the term ‘economic loss rule’
inadequately captures this principle, we adopt the more apt term ‘independent duty

doctrine.” The existence of an independent duty is a question of law for courts to decide.
xlvii

Applying this newly named rule, the Court concluded that sufficient evidence supported the trial court’s
findings that an independent duty to not cause waste existed outside of the terms of a lease covenant
between the parties. ™™ Subsequent cases in Washington have interpreted the new “independent duty
doctrine” to find that such an independent duty arises in a number of contexts, such as a tort duty of
reasonable care owed by professional engineers to their clients despite the existence of a contract.’

Not so Fast: How About Some Predictability?

Demonstrating the lack of uniformity in application of the doctrine, a Western District of Virginia Court
refused to apply the rule (without consideration of whether there was an independent duty) because the
plaintiff had alleged “substantial consequential damages” to his property.™ A Ii ghtning strike had created
a hole in piping designed, manufactured and supplied by the defendant. Gas escaped, ignited, and caused
a fire and significant property damage. Plaintiffs sought to recover consequential damages under product
defect theories. In denying the defendant’s motion to dismiss, the court refused to apply the economic
loss doctrine because the plaintiffs were not merely complaining about a defect in the product (although
arguably, it was the defect in the product that allowed the hole to be created, leading to the leakage of gas
and subsequent fire).

Compare that result to Giddings & Lewis, Inc. v. Industrial Risk Insurers"™ where the Kentucky Supreme
Court returned to the roots of the doctrine as a product liability defense and specifically adopted it. The
case presented the question whether an insurer of a diffuser cell system could recover tort damages (e.g.,
economic loss for lost profits, costs for repair and replacement of the defective commercial product) for a
product sold pursuant to a contract. The Court held that the doctrine applied to bar tort claims, including
negligence, strict liability, and negligent misrepresentation claims, arising from the sale of a defective
product in a commercial transaction (perhaps because there was no allegation of significant consequential
damages).

The Arizona Court of Appeals, as yet another example, recently demonstrated the newer, more expansive
application of the doctrine. In Cook v. Orkin Exterminating Company, Inc., the court considered available
theories of recovery for decade long termite damage. Until Cook, Arizona courts stayed close to the
doctrine’s origins, applying it primarily in construction defect and product liability cases. However, in
Cook, the court expanded its application, preventing homeowners from pursuing claims for breach of
fiduciary duty, negligence, fraud and misrepresentation against the company they had contracted with for
pest control. After the trial court dismissed the breach of fiduciary duty claim for failure to pled sufficient
facts and dismissed the tort claims under the economic loss rule, the Court of Appeals specifically held
that the doctrine barred the homeowners’ fraud and misrepresentation claims.

Conclusion
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As courts refine their application of the economic loss rule, the waters of the “sea of tort” continue to ebb
and flow. Depending upon your particular jurisdiction, the rule may be overpowering, as the vitality of
common business tort claims such as negligent misrepresentation recedes, or the rule may be restricted by
exceptions to such an extent that the line between contract and tort begins to blur. Regardless of where
you practice, the rule must remain close at hand in your litigation toolbelt, as it will play a critical role in
your ability to prosecute or defend tort claims for commercial losses.
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