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The Egonomic Loss
Doctrine and Consumers

By Gary M. Victor

Fast Facts

Consumers will generally be unable to pursue tort remedies

if their losses regarding the sale of goods are purely economic
in nature, but will only be able to utilize claims under the
Uniform Commercial Code.

Fraud in the inducement—whatever that means—may be an
exception allowing consumer tort remedies.

When the predominant nature of the transaction is for services,
the economic loss doctrine does not apply.

he distinction between contract theory and tort theory can

often be murky. Under certain circumstances, a potential

plaintiff may be able to press contract claims, tort claims,
or both. For example, the plaintiff buys a product that turns out
to be defective and causes injury to person or property, the plain-
tiff makes a contract for services that are performed negligently,
or the plaintiff is fraudulently induced to enter into a contract.
The economic loss doctrine is a judge-made rule that, when ap-
plicable, eliminates a plaintiff’s ability to seek tort remedies if, in
the absence of the doctrine, both tort and contract claims would
be viable.! Essentially, the doctrine holds that if a buyer’s losses
related to defective goods are only economic or commercial in
nature, the buyer is limited to the contract remedies available un-
der the Uniform Commercial Code (UCC).?

This may seem to be little more than a forced election of rem-
edies. As will be seen in several of the leading cases discussed
below, however, the issue often is not whether the plaintiff has
to proceed under contract theory alone, but whether the plaintiff
can proceed at all.> For example, the statute of limitations under
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the UCC is four years, which can be reduced to not less than one
year by agreement of the parties.! The four years begin to run from
the time of the breach “regardless of the aggrieved party’s lack
of knowledge of the breach.” The statute of limitations on prod-
ucts liability claims® is only three years,” but that period begins
to run from the time the buyer discovers or should have discov-
ered the defect.® Thus, if a purchaser fails to discover the prod-
uct’s defect within four years (or a shorter period of time if the
statute of limitations is reduced by the parties), the economic loss
doctrine leaves the purchaser with no remedy whatsoever.

As with any evolving principle of law, states have developed
myriad approaches to the implementation of the economic loss
doctrine. Given the Michigan courts’ generally negative posture
toward tort litigation over the last 20 years, Michigan courts have
been adopting one of the more expansive uses of the doctrine.
This short article will examine the leading economic loss doc-
trine cases as they relate to consumers.

The Cases and Other Issues

Neibarger v Universal Cooperatives, Inc—

The Landmark Case

The case given credit for introducing, or at least solidifying,
the economic loss doctrine as part of Michigan law is Neibarger
v Universal Cooperatives, Inc’ Neibarger consolidated two cases
in which dairy farmers brought actions in negligence and prod-
ucts liability against the designers and sellers of an allegedly de-
fective milking system that caused the dairy farmers’ animals to
become ill, forcing plaintiffs to sell the animals for beef.'” In each
case, it was more than four years between the time of the instal-
lation and the discovery of the defects. The cases were filed within
three years of the discovery of the defects and therefore within the
tort statute of limitations.! Even so, the trial courts, relying on

the economic loss doctrine, dismissed plaintiffs’ claims, holding
that plaintiffs were subject to the UCC four-year statute of limi-

tations,"? which had expired when their suit was filed."”® In both
cases, the Court of Appeals affirmed.

After an extensive analysis of the UCC, the distinctions be-
tween tort law and contract law, and the economic loss doctrine,
the Neibarger Court held:

We are convinced that the reasoning of those courts which have
adopted the economic loss doctrine compels a similar conclusion
on our part. In the absence of legislative direction, we believe
such a rule is required to guide trial courts facing cases such as
those before us which lie at the intersection of tort and contract.
Accordingly, we hold that where a plaintiff seeks to recover for
economic loss caused by a defective product purchased for com-
mercial purposes, the exclusive remedy is provided by the UCC,
including its statute of limitations."

By its specific holding using the phrase “purchased for com-
mercial purposes” as well as other language in its opinion,® the
Neibarger Court gave the clear impression that the economic loss
doctrine applied to the sale of goods for commercial purposes as
opposed to the sale of goods to consumers. However one may
feel about a judicially forced election of remedies, limiting the
application of the economic loss doctrine to sales for commercial
purposes is consistent with the differential approach to merchants
under the UCC. Many UCC sections subject merchants to greater
duties and responsibilities than those of ordinary consumers.!®
Had Neibarger been the end of the economic loss doctrine mat-
ter, this issue would be of little interest to consumers. Unfortu-
nately, that was not to be the case. The Court of Appeals decided
to expand the doctrine to consumer sales.

Sherman v Sea Ray Boats, Inc—
The Economic Loss Doctrine Applied to Consumers

The first reported case to apply the economic loss doctrine to
consumers was Sherman v Sea Ray Boats, Inc.” In Sherman, the
plaintiff purchased a boat in 1985. In 1997, she found some decay-
ing wood on the boat. After some initial repair, extensive “latent
decay” was discovered in 1998 for which she received a repair
estimate of nearly $40,000. She filed suit against the boat seller in
1999, alleging breaches of warranty and negligence and violations
of the Magnuson Moss Warranty Act and the Michigan Consumer
Protection Act.” The trial court initially dismissed all of plaintiff’s



claims except the negligence claim, and then dismissed that last
claim on reconsideration?

The Sherman Court ignored the “purchased for commercial
purposes” holding in Neibarger and the Supreme Court’s reason-
ing based on the commercial nature of the transaction in that
case. Instead, the Sherman Court, relying primarily on the pre-
Neibarger case of Hart v Ludwig® and selectively quoting from
Neibarger, held that the economic loss doctrine applied to con-
sumer sales and affirmed the trial court’s dismissal.*

One commentator has maintained that conflating Neibarger
and Hart, as the Sherman Court did, is “an important mistake in
reading the law.”* Be that as it may, unless and until the Michigan
Supreme Court weighs in with a different conclusion, lower Michi-
gan courts will apply the economic loss doctrine to the noncom-
mercial sale of goods to consumers. When a consumer’s losses are
strictly economic and related to defects in the goods themselves,
the economic loss doctrine will limit the consumer’s remedies to
those provided under the UCC. One possible exception is when
fraud is involved; however, it must be a specific kind of fraud.

Huron Tool and Engineering Co v Precision Consulting
Services, Inc—The “Fraud in the Inducement” Exception®

Among the states, there are three approaches to the question
of whether fraud should be an exception to the economic loss
doctrine: some states do not permit any type of fraud to be an
exception to the doctrine, others allow any type of fraud to be
an exception, and a small group of states have a narrow excep-
tion in the case of what is termed “fraud in the inducement.”® In
Huron Tool and Engineering Co v Precision Consulting Services,
Inc,* Michigan became the third state to adopt the fraud in the
inducement approach. Huron Tool is in many ways an anomaly,
especially in that it applies the UCC to what appears to be a con-
tract for services.” That incongruity aside, Huron Tool interpreted
Neibarger as only applying to non-intentional torts and held fraud
in the inducement an exception to the economic loss doctrine.?
In explaining its fraud in the inducement exception, the Court
made it clear that the exception will not apply if the misrepresen-
tation relates only to “the quality or character of the goods sold,”#
and that a buyer “may only pursue a claim for fraud in the in-
ducement extraneous to the alleged breach of contract.”*

Although the Huron Tool Court was somewhat articulate in
explaining what types of fraud would be so intermingled with
the performance of the contract as to fail to qualify for the excep-
tion to the economic loss doctrine, it was not very sanguine
with examples of fraud in the inducement that would qual-
ify. There are no Michigan cases providing further guid-
ance on this issue.” In the two other states adopting
this approach—Wisconsin and Florida—the rea-
soning in the single Wisconsin case and the
few Florida cases on why, under the facts of
those cases, the alleged fraud in the in-
ducement was not interwoven with the
contracts in question is murky at best.*
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Ungquestionably, this exception is quite narrow. Until additional
cases provide further guidance, the question of to what extent
consumers will be able to benefit by this fraud in the inducement
exception is unclear.

Other Issues—Hybrid Contracts and Lack of Privity

Often, contracts contain some elements of goods and some of
services. As noted in Neibarger, “It is difficult to imagine a com-
mercial product which does not require some type of service prior
to its purchase, whether design, assembly, installation, or manu-
facture.”® In cases presenting tort claims for the service aspect of
such hybrid contracts, the courts have generally applied the eco-
nomic loss doctrine on the basis that the predominant nature of
the contract was the sale of goods.>* Consumers will be unlikely
to avoid the application of the economic loss doctrine except when
services clearly predominate over any sale of goods involved.®

Another issue is whether the economic loss doctrine applies
to plaintiffs seeking tort remedies for economic losses against a
party not in privity. In Neibarger, the suits were against both
the seller and the remote designer or manufacturer. In affirming
the lower courts’ dismissal based on the economic loss doc-
trine, the Court appears to have applied that rule against the non-
privity designers. However, the Court did directly discuss this is-
sue. Several post-Neibarger cases have applied the economic loss
doctrine in the absence of privity to a supplier or manufacturer,
but one case has held there must be some type of contract to sup-
port the use of the doctrine.”’

If a purchaser fails to discover
the product’s defect within four
years, the economic loss doctrine
leaves the purchaser with no
remedy whatsoever.
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Summary and Conclusion

The economic loss doctrine is a judge-created rule that, in
Michigan, is in a somewhat convoluted process of evolving. Un-
der the economic loss doctrine adopted by the Supreme Court
in Neibarger v Universal Cooperatives, Inc,*® a buyer of defective
goods may not pursue tort remedies if the buyer’s losses are solely
economic but may only seek remedies under the UCC. In many
cases, this eliminates the buyer’s remedies altogether because of
the statute of limitations; in all cases in which the doctrine ap-
plies, the buyer would have no opportunity to recover exemplary
damages. Even though the Neibarger Court held that the doc-
trine applies to goods “purchased for commercial purposes,”™
the Court of Appeals in Sherman v Sea Ray Boats, Inc*® applied
the doctrine to the sale of goods to consumers. The only current
exception to the doctrine, established in Huron Tool and Engi-
neering Co v Precision Consulting Suvcs, Inc,"' is for fraud in the
inducement “extraneous to the...breach of contract,”* whatever
that might mean.

The doctrine does seem to apply to manufacturers and other
remote sellers even in the absence of privity. Thus, a consumer
suit against such parties in tort for purely economic losses will no
longer be available. At least, the doctrine does not apply to purely
service contracts but may apply to hybrid contracts when the pre-
dominant nature of the contract is the sale of goods.

As the theory is in the process of developing and the Supreme
Court has not directly ruled on many of the issues regarding the
doctrine’s application, the future status of consumer tort suits for
economic losses is not totally predictable. In the meantime, the
doctrine will eliminate economic loss tort actions by consumers
involving the sale of goods. m
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