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NY Court of Appeals Sharply Curtails Application of the
‘Economic Loss Rule’ in Commercial Litigation

By Lauren Dayton

In IKB International, S.A. v. Wells Fargo Bank, N.A., No.
51, 2023 WL 4002324 (N.Y. June 15, 2023), the New York
Court of Appeals announced that the “economic loss rule”
applies only in products liability cases. By limiting the rule to
products liability, the Court of Appeals resolved the signifi-
cant confusion among lower state and federal courts, some of
which had applied the rule more broadly in commercial liti-
gation, including in litigation involving indenture trustees.

The Court of Appeals also clarified that where (outside of
products liability) courts had applied the economic loss rule,
they should instead apply the test for duplicative tort and
contract claims. Under the facts in /KB, the Court of Appeals
easily found the claims duplicative. But the decision leaves
open several questions about how that duplicative-claims test
would apply in closer cases.

What Is the Economic Loss Rule?

As originally articulated by the Court of Appeals, under
the economic loss rule, strict products liability does not ap-
ply where a customer’s injury from a defective product can
be satisfied with contractual remedies. Specifically, “where
the claimed injury is solely to the product itself,” rather than
personal injuries or injury to property, and “the only damages
sought are replacement costs,” the plaintiff cannot recover
tort damages under a strict liability theory.! The Court of Ap-
peals explained that in disputes between commercial parties
over a damaged product, where there is a “purely economic
loss,” there is no need to shift the loss to the manufacturer.?
To the extent a plaintiff seeks to recover the loss of expecta-
tion damages from a contract, the rationale goes, a contract
claim is the best mechanism to do so.

What Was the Confusion Before?

Over the last 30 years, both New York State and federal
courts applied the economic loss rule beyond the products
liability context to prohibit many other torts—including
negligence, fraud, and fraudulent-inducement claims—
whenever an express contract governed the parties’ relation-
ship.> Those courts concluded that the rule served a salu-
tary purpose by limiting liability where (as a policy matter)
foreseeability requirements alone would be insufhicient, and
by “disentangl[ing]” contract and tort law by “restrict[ing]
plaintiffs who suffer economic losses to the benefits of their

bargains.”4 The goal, these courts said, was to “keep contract

law ‘from drowning in a sea of tort.’”>

But some courts expressed reservations about extending
the rule, and declined to apply it to specific types of actions,
such as intentional torts,® or professional malpractice actions
against an accountant or attorney.” And the Court of Appeals
declined to apply the economic loss rule to tort claims aris-
ing out of a construction-related accident, suggesting that it
was more limited.® But lower courts were still uncertain as to
whether that refusal signaled that the doctrine would never
apply in other contexts.

Is the Economic Loss Rule Different From the
Economic Loss Doctrine?

As courts began to apply the economic loss rule more
broadly, they also began to apply a related but distinct rule: a
defendant is not liable in tort for a purely economic loss unless
the plaintiff identifies a separate tort duty.” That rule, some-
times called the “economic loss doctrine,” requires a party’s
tort claim to be based on a duty separate from the contract.!”

Federal district courts considering claims in residential
mortgage-backed securities cases in particular applied the
doctrine to require a plaintiff bringing tort claims against a
trustee to allege breach of a duty independent of the contract.
For example, in one case the court concluded that a plain-
tiff had alleged a “non-waivable duty to exercise due care” in
performing ministerial acts that was sufhciently independent
from the contractual duties to avoid the economic loss doc-
trine.!! Another court similarly concluded that an allegation
that the trustee breached its duty to avoid conflicts of interest
satisfied the independent-duty requirement.'?

Separately, another split of authority developed in the Sec-
ond Circuit as to whether, in addition to alleging breach of an
independent duty, a party must also allege tort damages inde-
pendent from contract damages. Some courts concluded that
independent damages were required.!® Others concluded that
so long as the plaintiff had alleged that the defendant (usually
an RMBS trustee) had breached a duty independent of the
contract, those “extra-contractual allegations” were sufficient
to foreclose the application of the economic loss doctrine.'*
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What Is the Law Now?

In /KB, the Court of Appeals cleared up some of the con-
fusion. First, it clarified that the economic loss rule “ ‘stands
for the proposition that an end-purchaser of a product is lim-
ited to contract remedies and may not seek damages in tort
for economic loss against a manufacturer,” and that it ap-
plies only in products liability cases.!® In KB, plaintiff inves-
tors sued RMBS trustees, alleging they had breached various
contractual, fiduciary, and statutory duties that caused the
plaintiffs’ investments to become worthless during the 2008
financial crisis.!® The Court of Appeals acknowledged that
some federal and state courts had applied a version of the
economic-loss rule—which it, curiously, referred to as both
the “economic loss rule” and the “economic loss doctrine”—
to these types of claims.!” And it confirmed that the rule does

not apply.

Second, the Court of Appeals made clear that the relevant
inquiry is whether the tort claims are duplicative of the con-
tract claims. But the court was not entirely clear about how to
conduct that inquiry. It first said that “a legal duty indepen-
dent of the contract itself ” must have been violated—this is
the rule that some courts had referred to as the economic loss
doctrine. But the Court of Appeals then said that determin-
ing whether claims are duplicative requires courts to evalu-

ate: (1) the nature of the injury, (2) how the injury occurred,
and (3) the harm it caused.!® Applying that three-prong test
to the pleadings before it, the court concluded the plaintiff
investors’ tort claims for conflict of interest and breaches of
fiduciary duty were duplicative.

Although the test set out by the Court of Appeals seems
simple enough, the decision leaves many questions unan-
swered. Most obviously, the court never examined whether
plaintiffs had stated a legal duty independent of the contract,
even though its statement of the rule presented that as a
threshold inquiry.!” Some lower courts have concluded that
conflict-of-interest claims and claims for post-event-of-de-
fault fiduciary duties are independent of contractual duties.?°
But the Court of Appeals might just as easily have skipped
what it framed as a separate question because it concluded
the claims before it otherwise failed the three-prong injury
test.

The Court of Appeals also directed lower courts to “evalu-
ate” three things related to injury and harm. But it did not say
what the “nature of the injury” alleged or “how the injury oc-
curred” would make a claim either sufficiently distinct or fa-
tally duplicative. The case before it was easy: the plaintiffs had
used the exact same language in the complaint to describe
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both their contract and tort claims. The Court of Appeals
did not elaborate on how the “nature” of the injury would
have to be different if plaintiffs had pleaded a different basis

for the tort claim.?!

The case law the /KB court cited did not clarify its rea-
soning. In Dormitory Authority, the plaintiff’s allegations
also did not distinguish between damages applicable to the
contract and tort claims. And Sommer, the source quoted
in Dormitory Authority, involved a very different situation.
There, the Court of Appeals focused on the nature of the ser-
vices—fire alarms—and concluded that the damages sought
for a fire that spread out of control were sufficiently differ-
ent from benefit-of-the-bargain damages to render the tort
claim not duplicative.?? Sommer did not explain what cir-
cumstances would be sufficient to support a tort claim out-
side the context of “an abrupt, cataclysmic occurrence” that
caused catastrophic property damage.??

The Court of Appeals was similarly opaque about how
“the harm” must be different to support a separate tort claim.
Because the plaintiff in /KB again used identical language to
describe the harm for both the contract and tort claims, the
Court of Appeals easily concluded that the claims were du-
plicative. But it did not specify what about the harm would
have to be different for the claims to be unique. For example,
the Court of Appeals did not specify whether it would be
sufficient for a party to identify an additional amount of
damages attributable to the tortious conduct, or whether a

plaintiff would need to plead a different category of damages
associated with a tort to avoid dismissal.

The /KB decision clears up some widespread confusion —
the “economic loss rule” now applies only in the context of
products liability. The decision also clarifies that the relevant
inquiry is whether contract and tort claims are duplicative.
But there remain open questions about how to apply the du-
plicative claims test, particularly outside the unique context
of public-interest-imbued services like fire alarms. One thing
is clear: using the exact same language to plead injury and
harm for both a contract and tort claim is a recipe for getting
the tort claim dismissed.

Lauren Dayton is a senior associate at
MoloLamken LLP. She litigates com-
plex disputes—mostly business dis-
putes and antitrust—at all levels of the
judicial system, from trial courts to the
U.S. Supreme Court. She previously
clerked for the Hon. Steven M. Col-
loton of the U.S. Court of Appeals for
the Eighth Circuit and the Hon. Brian
M. Cogan of the U.S. District Court
for the Eastern District of New York.
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