erhaps the most interesting and significant devel-

opment in the common law over the last few

decades has been the development and expansion

of the so-called “economic loss rule” (the

“ELR?”). The ELR, when it applies, eliminates tort

causes of action, leaving the parties to their contract remedies, if

any. It can radically alter the nature and scope of a case. The ques-
tion is, when does the ELR apply?

In Flagstaff Affordable Housing Limited Partnership v. Design

Allsance, Inc.,' the Arizona Supreme Court had occasion to revisit
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",

!

and reaffirm the ELR for the first time since 1984, and after much
confusion as to the extent of its application under Arizona law.
There, the Court, reversing the Court of Appeals, which had itself
reversed the trial court, held that a property owner is limited to its
contractual remedies when an architect’s negligent design causes
cconomic loss but no physical injury to persons or other property,
even when, as in Flagstaff, the owner has no contract remedies.
Considering the state of Arizona law on the ELR leading up to
Flagstaff, the case left many questions in its wake. This will be a
most fertile ground for appellate litigation over the next several
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years. This article addresses two questions relative to the ELR:

advantageous to the injured party in the greater number of cases,
How did we get here? Where are we now?

if only because it will so often permit the recovery of greater dam-
ages.™ When contract developed out of tort, “the more or less
inevitable efforts of lawyers to turn every breach of contract into a
tort forced the English courts to find some line of demarcation.”

In the long history of the common law, the ELR represents a
relatively recent “line of demarcation.”

We begin in the shrouded mists of antiquity. Around 1500, con-
tract emerges from tort.> From its birth, contract must battle tort
to establish autonomy.

In that battle, contract is at a great disadvantage. Where on the
facts either an action in tort or one in contract is open to the plain-

tiff, “[G]Jenerally speaking, the tort remedy is likely to be more Seely v. White Motor Co is cited by some commentators as the
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given by Apollo, Carstens, and other courts.

The backlash occurred in federal court cases,
which was ironic, given that it had been the fed-
eral courts that had given the Arizona ELR the broadest readings.
Most of these “backlash™ cases occurred in the period of 2006
through 2007, and included Giles Construction, Inc. ».
Commercial Federal Bank* KD ¢~ KD Enterprises, LLC v. Touch
Automation, LLC" Moshir v. Patchlink Corp., and Evans ».
Singer.** These cases had in common a concern that too broad an
application of the ELR would in effect eliminate tort causes of
action that were designed, at least in some circumstances, precise-
ly to provide recovery for economic losses, such as fraud and neg-
ligent misrepresentation.

For example, in KD, Judge Martone said that the key rationale
underlying the ELR presupposes that there has been a fair and
equitable negotiation of the allocation of risk between the parties.
Assuming that, parties should be held to the terms of their agree-
ment. Fraudulent misrepresentation, however, undermines the
rationale for the rule. The court concluded that the extension of
the ELR to the tort of fraud “would eliminate the tort of fraud.”*
In Evans, Judge Bolton, criticizing Apollo, said:

The independent development of the economic loss rule case

law in the distinct areas of construction defects and products

liability demonstrates that economic loss is not a concept that
casily migrates from one unique factual circumstance to
another. Rather, it is a precise tool used to uphold traditional
separation between contract and tort in areas of the law that
are particularly susceptible to blurring of the two.*

Despite these cases, other courts continued to apply the ELR

broadly.
A number of other cases involving the ELR were decided in the
period from 2007 to 2009, and reached disparate results. One of
the cases decided during this period deserves special mention. In
Valley Forge Insurance Company v. Sam’s Plumbing, LLC, 220
Ariz. 512, 207 P.3d 765 (App. 2009), Division 2 of the Court of
Appeals embraced SRP’s case-by-case approach, noting that SRP
had rejected the per se rule adopted by Seely and East River, and
specifically rejected Carstens, which had been decided by Division
1 of the Court of Appeals.

Now we come to Flagstaff Affordable Housing. The difficulty
courts have with the application of the ELR can be seen in the his-
tory of the case itself, where the Supreme Court reversed the Court
of Appeals, which had reversed the trial court. To briefly give the
facts of the case, the plintiff-owner entered into a contract with
the defendant-architect for the design of apartments. The design
failed to comply with certain federal Fair Housing Design
Construction requirements. The owner was forced to incur sub-
stantial expense to remedy the design deficiencies, and sued the
architect, alleging breach of contract and professional negligence.
The owner sought only economic losses as damages. The owner
was forced to withdraw its breach of contract claim, but argued that
the ELR did not apply to professional negligence claims.

. 22 ARIZONA ATTORNEY MARCH 2011

The trial court granted the architect’s motion to dismiss. The
Court of Appeals reversed the trial court, arguing that although
federal courts applying Arizona law had applied the ELR in a wide
variety of contexts, Arizona courts had applied the ELR in only
two categories of disputes—construction defects and products lia-
bility—and that the case before it fell into neither category. The
Court of Appeals held that the ELR did not apply to a claim for
professional negligence against a design professional.

But the fundamental reason for the Court of Appeals’ reluc-
tance to apply the ELR to the case before it was its understanding
of the essential nature of actions to recover for breach of a profes-
sional’s duties. According to cases like Barmat v. John & Jane Doe
Partners A-D,* such cases do not “arise out of contract,” that is,
the breach of promises made by one party to the other, but rather
arise out of tort, that is, the breach of legal duties imposed by law.
Therefore it would be anomalous to apply the ELR in such cases.

Think of it this way. In the context of professional and certain
other relationships, absent the breach by the defendant of an
express, specific promise to do something other than just perform
the services competently (which is a tort, not a contract, duty),
Barmat and its progeny eliminate any contract claims. Damages in
professional negligence cases will usually be limited to pecuniary
damages. If the ELR is then applied to eliminate tort claims, the
plaintiff will be left remedy-less. Here we would have a conver-
gence of Barmat and the ELR, the effect of which would be the
elimination of both contract and tort claims.”

And so the Court of Appeals in Flagstaff, citing Barmat, said
that because the architect’s professional duties arose independent-
ly of any contract, the purpose of the ELR—maintaining a dis-
tinction between tort and contract actions—was not implicated.
The owner’s claim against the architect for professional negligence
was based in tort, said the court, not in contract. The court
accordingly refused to apply the ELR.®

As can be gathered from the foregoing, the Supreme Court’s deci-
sion in Flagstaff was much anticipated. We have followed the
Arizona ELR on something of a roller-coaster ride. At times the
rule was up, and at other times it was down. It is probably fair to
say, however, that the trajectory of the rule before the Supreme
Court decision in Flagstaffwas down. This conclusion is based on
a number of factors, foremost among them the Court of Appeals’
decision in Flagstaff itself, but also Valley Forge and the “federal
backlash™ cases.” Had the Supreme Court affirmed the Court of
Appeals, the argument that the Arizona ELR is narrow would be
hard to assail. The fact that the Arizona Supreme Court reversed
the Court of Appeals gave new life to the ELR in Arizona.

That is not to say that Flagstaff gave clear direction to the
application of the ELR in cases unlike the one before it. The hold-
ing in Flagstaff was simply that a plaintiff who contracts for con-
struction cannot recover in tort for purely economic loss, unless
the contract otherwise provides. The key move the Court made
was to restore the concept of privity of contract to the central place
it held in ELR jurisprudence prior to Carstens. The Court also
rejected the “overly broad™ formulation of the ELR from Carstens
on which some subsequent courts had relied, noting, “[I]n many
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403 P.2d 145 (Cal. 1965) (Traynor, J.).
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Id. at 87.
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. Id. at 94.
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Flory v. Silvercrest Indus., Inc., 633 P.2d
383 (Ariz. 1981); Arrow Leasing Corp. v.
Cummins Arizona Diesel, Inc., 666 P.2d
544 (Ariz. Ct. App. 1983); Woodward ».
Chirco Constr. Co., Inc., 687 P.2d 1275
(Ariz. Ct. App. 1984), approved as supple-
mented, 687 P.2d 1269 (Ariz. 1984);
Nastri v. Wood Bros. Homes, Inc., 690 P.2d
158 (Ariz. Ct. App. 1984).

694 P.2d 198 (Ariz. 1984), abrogated on
other grounds, Phelps v. Fivebird Raceway,
Inc., 111 P.3d 1003 (Ariz. 2005).

694 P.2d at 209.

Id. at 210.
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contractual relation? Is the claim based on
alleged non-performance under the contract,
and is it thus in reality a breach of contract claim
masquerading as a tort claim? Is the claim for misfeasance
(tort) or nonfeasance (contract)? Is the claim in conflict with
the contract? Is the claim covered in some sense by the con-
tract? Is the proposed tort one that has historically been used
to recover economic losses? Did the duty alleged to have been
breached arise out of the contract (promise-based duty) or
out of public policy (tort-based duty)? Are the losses plaintiff
seeks to recover under its proposed tort claim the same as the
losses that would be recovered under a contract claim? Is the
field in which the claim arises one traditionally regulated by
tort law? Are the damages plaintiff secks themselves the sub-
ject of the contract? If the claim is for misrepresentation, are
terms within the contract itself the basis for the claim of mis-

. Finally, in cases in which the ELR applies, a party will be lim-

19.

20.
21.
22.
23.
24.

476 U.S. 858 (1986). “In the United
States, the single most influential case in
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L. J. 535, 537 (Summer 2007).

476 U.S. at 866.

Id. at 870-71 and 874.

Id. at 870.

Id. at 872-73.

The principal such case, to be questioned
in subsequent cases until definitively
approved in Flagstaff, was Donnelly Constr.
Co. v. Oberg/Hunt/Gilleland, 677 P.2d
1292 (Ariz. 1984), rejected on other
grounds, Gipson v. Kasey, 150 P.3d 228
(Ariz. 2007). See also St. Joseph’s Hosp. and
Med. Ctr. v. Reserve Life Ins. Co., 742 P.2d
808 (Ariz. 1987).

. 58 F.3d 477 (9th Cir. 1995).

. Id. at 478.

. Id. at 481.

.75 P.3d 1081 (Ariz. Ct. App. 2003).

. Id. at 1083.

. 2006 WL 2711501 (D. Ariz. 2006).

. 2006 WL 3808257 (D. Ariz. 2006).

. 2007 WL 505344 (D. Ariz. 2007).

. 518 F. Supp. 2d 1134 (D. Ariz. 2007).
. 2006 WL 3808257 at * 3.

. 518 F. Supp. 2d at 1142.

. 747 P.2d 1218 (Ariz. 1987).

. While beyond the scope of this article, a

full consideration of Barmat, its progeny,
and its implications is obviously of great
importance in any consideration of the
ELR in the context of professional service
relationships. In addition to Barmat, see.

How Did We Get Here?

ited to its contract remedies #nless the parties have specifically
provided in their contract for tort remedies. This Flagstaff
twist may change the way in which contracts are drafted and
negotiated in Arizona.

The ELR is an important device to ensure that parties do not use
tort claims to evade freely made bargains. It fosters the spirit of
classical liberalism, encouraging the private ordering of relation-
ships. It protects contract law from the “sea of tort.” It prevents
plaintiffs from converting contract claims into tort claims.

At the same time, as our history has shown, it is not easy—it has
never been easy since contract emerged from tort—to know what
is solely a contract claim, what is solely a tort claim, and when
there may be both. In the wake of the Supreme Court’s decision
in Flagstaff, the rule is very much alive in Arizona.’' Its continued
development should be one of the hottest topics in appellate liti-
gation for many years to come.
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