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he construction industry continues

ar full speed to keep pace with the

influx of new residents at the rate
of 5,000 people per month in Las Vegas
alone. Therefore, it is not surprising thar
construction defect litigation has become
big business in Nevada.

It is also no secrer thar construction
defect atrorneys from surrounding states,
particularly California, are flocking tw
Mevada to join the construction boom that
has led to a proliferation of construction
defect cases.

These construcrion defecr cases have
become the latest battleground for the
application of what has become known as
the Economic Loss Rule.

The Economic Loss Rule is a creation
of the courts used to express the
demarcation berween tort and contract
law. Broadly speaking, the Rule precludes
tort recovery for purely economic losses.
Originally, the Rule arase in the conrext of
cases involving strict products liabiliy.
Accordingly, concepts of strict products
liability and economic loss are often
linked, and more often contused. While
the Economic Loss Rule is an often
misunderstood and difficult concepr, it is
extremely important for lawyers and others
involved in the construction industrv
understand its implications. In Calloway v
Ciry of Reno, the Nevada Supreme Court
recently adopred a broad application of the
Economic Luoss Rule effectively foreclosing
the wse of srandard rorr remedies in
construction  defect cases.  In conrrase,
other states, such as California. are still
strugeling  with  the  concepr  and
application of the Rule.

Whaile the courts are sorting our the
remedies available tor construction defecrs,
anuther barele is taking place regarding the
funding of hinpaton, settlements and
jadements. Ulomately, msurers will be
called upon ro fund the Jdefense and
indemmniry af developers and
subconeractors who are being sued for
damaees that mav be characterized as
economic loss.  However, the extent of
coverage provided by comprehensive or
commercial eeneral liabilie (“CGL")
policies for construction  Jefects  and
resulting Jdamage 1+ a0 matter of much
Jebute.

ECONOMIC LOSS: WHAT 1S IT?

The so-called “"Economic Loss Rule”
in its present form was tirst articulated by a
landmark Calitornia strier labilioe case
that has  since achieved national
influence.! The Economuc Loss Rule is a
wedically created rule of law that limits
recovery of cerrain rvpes of damages in tort,
As stated above, the Bule purmports to set

forth a line of demarcation berween tort
and contract damages.

One of the difficulties in applying the
Rule is that there is very little agreement
on exactly what constitutes economic loss,
For example, two commentators in 1980
opined that “[tlhere is no sound rationale
for distinguishing property damage from
economic loss, and the line between
physical damage to property and economic
loss due to product failure has proven
impossible to draw™  One court has
described “economic loss” as “a poor choice
of words—all the losses for which tort
vicms sue are economic."!  Another
court has stated that, "economic loss
generally means pecuniary Jamage thae
occurs through loss of value or use of the
goods sold or the cost of repair together
with consequential lost profits when there
has been no claim of personal injury or damage
to other properey.” "

Nonetheless, courts generally agree
thar some limitation on tort recoveries for
solely economic losses is necessary to
prevent the law of tort from completely
subsuming the law of contraces. In East
River Steamship Corp. 1. Transamerica
Delaval, Inc.¥ the United States Supreme
Court describes the raoonale for the
Economic Loss Rule as fallows:

“The distinction thar the Liw has
drawn between torn recoveny tor
phvsical injurtes and warranty
recovery for economic loss is not
arbatrary and does not rest on the
Tuck’ of one plannff in having
an accidenr  causing  phyvsical
injurv.  The distincnion rests,
rather, on an understanding of
the nature of the responsibilite a
manufacturer must undertake
diseributing his product.
|Citarwon omitted.]  When a
product mures only aselt the
reasOns for imposing o oort Juey
are weak and those for leaving
the party o ats  contrctual
remedies are srrong.”

While ire genesis mav have been in
strict producrs liability, the Economic Loss
Rule has been applied more broadly o
claims of negheence.  The Calitornia
Supreme Court noted that even in actions
for negligence. "a manutacturer’s liabilioy 1s
limited to damages for physical injuries
and there s no recovene tor economic loss
alone.™ ' While this one sentence
statement was Jdicta. the inclusion of
negligence clims within the scope of the
Economic Loss Rule was recognmized by
other courts. including the Supreme Court
in East River.

While there are lemnmare concerns
warranting the application of the
Economic Loss Rule in strict produces
liability cases, controversy has arisen over
whether the Rule should be applied in
claims for negligence and particularly with
regard to defective construction of
personal residences. Depending upon how
viewed, the Economic Loss Rule mav be
applied in a number of wavs o
construction defect claims. Under a broad
view, the Rule may preclude negligence
and strict liability claims for any damage o
the structure itself as well as the existence
of defects that have not yver resulted 1n
damage. A strict view of the Rule
precludes recovery when only the produce
itself is damaged but allows recovery when
other component parts are injured. Under
either view, the most common type of
economic loss in the construction arena is
a technical building code violation that
has not resulted in any Jdamage o a
building  structure. Examples  are:
madegquately constructed and connected
shear walls, inadeguare fire protection
measures in common walls, and elecrrical,
plumbing and mechanical installarions
that do not meer building, mechanical or
elecrrical codes. MM

THE ECONOMIC LOSS RULE IN
NEVADA

In Local Joint Executive Board of Las
Vegas. Culinary Workers Union. Local No.
226 v. SeernY"M the Nevada Supreme
Court specitically adopred the Economic
Loss Rule holding that purely economic
loss is not recoverable in negligence or
strict liabilitv. The viability of the Rule in
Nevada was larer confirmed in Cenmal Bu
Supplv. Inc. v. Waldrop Drillmg & Pump.
[ne 1

Atter Stemm and Central Bit, Nevada
started to chip away ar the Rule creaning o
seemingly broad exception in cases of
defective construction.  In Charlie Broun
Construction Co. v. City of Boulder Cirs, the
Court had held chat the application of the
Economic Loss Rule was tied to
toresecability® Since the economic injury
alleged by the plaintiffs in Charlic Broun
was tound to be foreseeable, the Court held
that rorr recovery was available. Then in
Martonal Union Frre Insurance Company of
Pitesturgh, PA v. Praet and Whitney Canada,
Inc.. the Nevada Supreme Court held:

ITlhe economic loss docrrine
was never intended o apply o
comstruction projects thae reflece
the products and efforts of so
many dJifferent manufacturers,
laborers, crafts. supervisors and
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inspectors in the creation of an
essentially permanent place of
habitarion.®!

The plaintiff in Prax and Whimey
argued that the Economic Loss Rule did not
bar a tort claim for property damage to an
airplane when its engine caused the airplane
to crash. Even though one component
part damaged another, the Court applied
the Rule and held thar the product (the
airplane) had only injured itself *!

In 1997, the Nevada Supreme Court
decided Calloway v. Cuy of Reno
(“Calloway [")*"  In Calloway [, the
primary issue presented to the Court was
whether the Economic Loss Rule
precluded homeowners' claims for strict
liability  and  negligence  against
subconeractors  based upon  defecrive
traming of their rtownhouses causing water
damage. The rmal court summarily
dismissed rthe plannffs' negligence and
strict hiability clamms finding thar they were
barred by the Economic Loss Rule. The
Court in Callowax | reversed.

Atfter reciting the Economic Loss Rule
and its ratonale, the Court in Calloway [
noted rthar “strong policy considerations
support  allowing  owners of  newly
constructed homes to recover in tort for
Jamages o their homes from entities that

neeliventlyv construce their homes,"S1Y
The Court  tound thar  holding
subcontractors  hable  in tort tor

construction dJdetect would nor subject
them 1o untoreseen and  unlimired
halahire ™ The Courr then cratted an
exception to the Rule holding thar the
subcontrictor- mav an fact have ron
labthry when plunntts are unable o
rursoy teaditienal conract remedies,

While Clalbaway | elearly recoenized an
exception o the Economic Loss Rule, the
Cowet retused 1o creare o brood excepron
tor detective constructon,  Further, the
apphcatnm ot the  exception
predicared upon the absence of contrace
remedies agunst the developer. Inevitably,
the applicatnm of the exception o the
Bule = ser torth i Callweay [ would
reuire tindimes ot tacr regarding such
amuorphous concepts as “govd tath.” The
Court went on to hold thar subcontractons
could ot be held senctly liable for
construction dJeteces and  resulong
damages 8¥ Calloway 1 did not squarely
adidress the applicaton of sericr Labiliey for
Jevelopers: however, it did nore that other
“particularly California,”  had
adopred rthis rule 3¥0

Un December 3, 1998, the Nevada
Supreme Court pranted o rehearing of
Callowway | i order o “promote substantial
justice. ™YW Thuys, the stage was ser o

Wk

stales,

create a firm rule regarding economic loss,
deal with the strice liabiliry issue and put to
rest the seeming inconsistencies berween
Calloway 1 and past Nevada Supreme
Court precedent.

The Nevada Supreme Court’s decision
in Calloway v. Ciry of Reno (“Calloway
[I"V*% can be arpued to have slammed the
door on tort claims for garden-variery
construction defect claims. In Calloway 11,
the Mevada Supreme Court swept away
prior precedent and adopted a strict "no
exceptions” approach to the Economic
Loss Rule. The Court reversed irself and
affirmed the trial court’s dismissal of the
plaintiffs’ negligence and strict liabilicy
claims. In so doing. the Court overruled
and/or disapproved of the exceptions to the
Economic Loss Rule as indicated by its
earlier decisions in Oak Grove, Pratt and
Whitnev, and Charlie Broun. Recognizing a
need to maintam the distinction between
tort and warranty theories of recovery, the
Court unequivocally stated thar economic
losses could not be recovered under a tor
theorve.** The Court went on to note thar
the Economic Loss Rule applies ourside of
the products lability contexe. ™! The
Court concluded that “economic losses
from a detective building are just as
offensive to tort law as damages woughr for
economic losses stemming trom a defective
product.™™!  |n reaching this result, the
Court adopred the reasoning of the Flonida
Supreme Court and held that a house thar
does nor meet the purchasers economic
expectarions s matter of contract not
parpp, XTI

Atfter disposine of the planrtts’
economic  foss arcuments. the Courr
addressed their strict labibiey clams. The
Court first noted thar plunnns damage
clamms would fall wirhin the Economic Loss
Rule therebv precluding anv claims tor
strict Liabihoe *¥"Y The Court went on 1o
agree with the tnal court in finding that
the townhouses were not “produces” and
then agreed with the reasoning of other
courts that have concluded thar strict
products  liabiliey does not apply o
buildings. Leaving open a limited ability 1o
make a strict habiliey claim. the Court
acknowledwed that “certam products may
be installed in a building and may retain
their separate wlentities as  products,
without becoming an ntegrated part of the
structure."**Y

Based on Calloswax 1, if a building
damages 1tself, the owner has no cause of
action for neghpence or serict liabiliey
against the developer or subcontracrors.
The Calloway 1] decision, however, left
open the issue of when a separate product
becomes part of the structure. Calloway 11
also did not address whether the builder

that sells the separate product (e.g. an
installed water heater) becomes a “seller”
of that product so as to be subject o smict
produces liabilioe when the building is sold.
Calloway [l also does not eftect any
applicable conrracrual claims or claims tor
intentional tort.

In sum, Calloway 11 significantly limits
the ability of homeowners to recover for
construction  defects. Nonetheless.
Calboway Il was not a unanimous decision
and strong concurring and dissenting
opinions accompanied the Majority. [t is
certainly possible that given the past
struggle of Nevada. and other courts, with
the Economic Loss Rule. different facts
may lead to a different result.

It is noteworthy that the facts giving
rise 1o Callowax | and Calloway 1] predared
the adoprion of M.R.S. § 40.600 er seq.
("Chapter 40") that outlines certain
remedies for homeowners, thar are faciallv
inconsistent with the recovery limitations
imposed by Calloway 11, As the Court Jid
not consider the application of Chaprer 40,
it is unclear whar effect this stamurory
scheme will have on the holdings of
Calloway [I. While N.R.5. § 40,635 states
that the remedies provided for in Chaprer
40 “do nor create a new theory upon which
liabiliry mav be based.” it is likelv thart the
Legislature presupposed the existence of
common law clams as opposed to an
exclusively  contractual  remedy  for
construction defect claims. Nonetheless, it
remains unanswered whether Calloway 1/
applies to claims subject o Chapter 40
and. if it does, whether Chapter 40
controls. It can therefore be anticipated
that the apparent conflict berween
Callowax 11 and Chapter 40 will be the
subject of future linigation,

INSURANCE COVERAGE ISSUES

As indicated above, when the
Economic Loss Rule precludes tore claims,
plaintiffs  are generally left with

warranty/contract claims. Therefore, a
finding thar damapes constitute purely
economic loss raises two primary insurance
coverage questions. First, does the policy
provide coverage for breaches of contract!
Second, do the damages constitute
“property damage"” as the term is defined in
the parricular policy! However, neither
the insurance industry nor  courts
interpreting policy language maintain
consistent positions regarding these issues.

The msuring language of a “rypical”
CGL policy provides coverage for all sums
that the insured becomes “legally obligated
to pay as damages” because of “property
damage.” For vears, a number of insurers
argued thar this insuring provision applied
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only to tort claims and not contract claims.
However, in the most recent decision by a
state high court, the California Supreme
Court held that “legally obligated to pay as
damages” referred to “any obligarion which
is binding and enforceable under the law,
whether pursuant to contract or tort
liabiliry. "%V

In MNevada. there is little law on this
subject. However, one federal court has
held very generally that a CGL policy does
not “cover a loss caused by breach of
contract, breach of warranty, poor
workmanship or improper design."**Vil
This decision, however, dealt with a
situation where the court found no
“property damage.” A number of other
Nevada coverage cases have involved
claims for breach of contract but did not
provide any discussion regarding the
applicability of liability coverage for
contract claims. Therefore. the coverage
tor breach of contract issue is technucally
unanswered in Nevada.

There 15 also a somewhar widely held
musconception  that «f no “property
damapge” occurs sufficient for tore liabilioy,
there can be no “property damage” for
purposes of Insurance coverage.  As
discussed above, the Economic Loss Rule
mav resule in finding that a plaintiff is left
only with contract remedies. However, the
absence of a tort remedy does not dicrate
whether there 15 or 15 not property damage.
Ultimateh, whether construction defects
and resultnge damage constitute “property
damiee™ 4+ the term i3 wsed in CGL
policies 1= not a matger of contract or tort
bur ot policy interpretation,

srandard CGL  policies  generally
Jetine “property Jamage™ as tollows:

a. Phvsical imury to rangible
propere mncluding all resulting loss
ot wse o thar property.

k. Loss of use of tangible properry
thar 1= not physically injured.

The coverage Jdebate relating 10
construction Jdefects falling within the
Ecomomic Lose Rule centers primanly on
what  has become  known  as  the
“mcorporation Jocmne.”  In shorr, the
questiont i whether the incorporation of a
detective component i a larger product
ciuses physical imury to the larger product
by ats mere incorporation. One point of view
on this subject holds that mere defective
incorporation of a defective component does
not constitute “physical ijury to tangible
propero ™ Y1 o another view, “property
damage” occurs when the defective
component has been physically linked with
a greater structure or product; thus

requiring removal in order to prevent the
danger from matenalizing thar is caused by
the presence of the component. ®%1%

The Nevada Supreme Court has held
that the “mere presence” of a defective
COmMponent can constitute “property
damage."™**  Specifically, the Court held
that the presence of defective cement
weakened a strucrure as a whale thereby
causing “injury” 1o tangible property. %!
However, in one unpublished decision, the
U.5. District Court has held that defective
construction causing diminution of value
does not constitute “property damage, ¥

While the breach of contract and
property damage coverage issues have
drawn the most attention from the courts,
proper evaluarion of coverage requires a
review of the entire policy. For instance
most CGL policies contain  common
exclusions which could have a direct
bearing on the availability of coverage for
economic loss resulting from defects.
These exclusions include, exclusion (1),
Damage to Your Work and, exclusion {m),
Damage 1o Impaired Properrv or Property
Mot Physically  Injured XXXt The
existence of “broad form” coverage will
also be an important consideration as well
as the potential application of “personal
injury” coverage. Accordingly, the specific
tacts of the case and the policy language at
issue will ultimarely dicrate the existence
and scope of coverage. Therefore, it should
never be taken tor pranted thar an
insurance policy either covers or excludes a
parricular risk.

CONCLUSION

The law regarding economic loss in
construction defect cases and associated
insurance coverage issues is in a state of
flux. The recent Calloway 1l deciston can
certainly be viewed as limiting the
available remedies in construcrion defect
actions. However, the possible application
of Chapter 40 and the Nevada Supreme
Court’s prior willingness to carve out
exceprions tw the Economic Loss Rule
indicate that the rules regarding tort
recovery  tor economic  loss in the
construction detect arena mav be subject o
abrupt change.
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