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THE COMPARATIVE LAW AND ECONOMICS
OF PURE ECONOMIC LOSS

ABSTRACT: The economic lossrule states that aplaintiff cannot recover damages
for apurefinancial loss. The comparative study of the pure economic lossrulereveal sthat
in different jurisdictions, the legal definitions of the rule frequently lump together diverse
situations. The actual significance of the notion of “economic loss’ varies considerably
across Western legal systems. Legal doctrines provide little insight as to why liability
should, or should not, be denied. On the other hand, economic models of liability provide
some valuable guidance for classifying different categories of economic loss, and
identifying cases in which denial of recovery for economic loss would lead to inefficient
outcomes. A law and economics analysis shows that a key factor in determining the
optimal scope of the economic loss ruleisin the relationship between pure economic loss
and social loss. Economic loss should be compensable in torts only to the extent that it
correspondsto socially relevant loss. After identifying several factual categories, this paper
characterizes the optimal level of liability with reference to the relevant economic and
social loss components and the resulting optimal incentives to reduce risk. We consider a
restatement of the exclusionary rule consistent with the economic model of optimal
liability, according to which “A plaintiff cannot recover damages for a purely private
economic loss.” Our hypothesis is that, although not formally adopting this economic
criterion, European courts are attentive to efficiency considerations. The comparative
analysisrevealsthat, in afew situations, the application of the optimal liability rule finds
obstacles in entrenched principles of civil liability. Generally, however, the practical
contours of European economic loss rules—difficult to illuminate with traditional legal
doctrines—are consistent with the predicates of economic analysis.

As generally understood in the law and economics literature, the
economic lossrule states that a plaintiff cannot recover damagesfor apure
financial loss. The comparative study of the pure economic lossrulereveals
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that the recognition and significance attributed to such rule and to the notion
of “economic loss’ varies considerably across Western legal systems. The
guestion has emerged in the European context in conjunction with the
ongoing search for a common core of European private law and the
consideration of aunified European civil code.# Comparativelegal analysis
reveals that the policies and rules governing tortious liability for pure
economic loss in Europe are not governed by common principles.

Traditionally, European legal systems have not undertaken a
common approach to this issue. Even those that seek to preclude
recoverability of pure financial loss use different definitions and follow
different formulations of the problem. Aninteresting point recently brought
to light by acomparative study of the economic lossruleisthat, unlike most
other issues in the field of torts, the different national approaches on the
issue do not follow the familiar common law/civil law divide. The study
unveils the existence of an area of law in which there has been neither
cross-national consensus, nor even always internal consistency in the
application of therulewithinindividual jurisdictions, dueto theintellectual
significance of divergent theoretical frameworks.

Among the different dogmatic constructs used by Western legal
systems to address the issue of pure economic loss, a common element
seems to characterize the jurisprudence of all modern European systems;
specifically, atension between theoretical statementsand practical solutions
sought by fact-specific caselaw. Comparativelegal scholars have struggled
to find a way to compare different legal solutions within a consistent
construct, but their efforts have often given way to historical explanations
based on path dependence. That is, the explanations generally conclude that
any jurisdiction's current application of the pure economic loss rule is
eventually theresult of mere historical accidents.®> Similarly, other scholars

4 Mauro Bussani & Vernon Palmer, The Frontiersof Tort Liability: Pure Economic Lossin
Europe, in Liability for Pure Economic Loss. Frontiers of Tort Law (Mauro Bussani &
Vernon Palmer eds. 2001)

S Robert L. Rabin, Tort Recovery for Negligently Inflicted Economic Loss. A
Reassessment, 37 Stan. L. Rev. 1513 (1985); Gary T. Schwartz, The Economic Loss
Doctrine in American Tort Law: Assessing the Recent Experience, in Civil Liability for
Pure Economic Loss 103 (Efstathios K. Banakas ed. 1995); Gary T. Schwartz, American
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havelamented the failure of tort scholarship to produce persuasive positive
theories of liability for pure economic loss® and have gone so far as to
recommend the abandonment of any effort to formulate any single general
theory. These individuals theorize that the economic loss problem is
divisive, becauseit issimply non-unitary in character.” This paper attempts
to revisit the apparent contradictions brought to light by comparative legal
scholars through the lens of economic analysis.

As is generdlly the case, comparative law is a valuable tool for
revealing engaging issues for law and economics scholars.® This paper
revisitsthe recent findings of comparative law, revealing that legal notions
of pure economic loss encompass several types of situations, with little or
no correspondence with the relevant economic taxonomy. In terms of
economic analysis, several situations of economic loss are distinguishable
for their very different significance for socia welfare analysis. What
appearsto beerratic judicial applications of asingle economiclossruleare
in fact justifiable and often valid applications of different underlying
economic principles. From an economic perspective, it may in fact be
necessary to have more than one category for the treatment of economic
loss, given theinability for asinglelegal instrument to address the diverse
economic situations that fall within such an iconoclastic rule.

Section 1 presentsacomparative overview, providing ataxonomy of
recovery for pure economic loss in European legal systems. Section 2
examinestraditional explanationsfor the exclusionary rule, highlighting the
many inconsistencies between the proclaimed rationales and the practical

Tort Law and the (Supposed) Economic Loss Rule, in Liability for Pure Economic Loss:
Frontiersof Tort Law (Mauro Bussani & Vernon Palmer eds. 2001); JamesR. Gordley, the
Rule Against Recovery in Negligencefor Pure Economic Loss: An Historical Accident?,in
Liability for Pure Economic Loss. Frontiersof Tort Law (Mauro Bussani & Vernon Palmer
eds. 2001)

6 William M. Landes & Richard A. Posner, The Economic Structure of Tort Law 255
(1987)

7 Gary T. Schwartz, The Economic Loss Doctrine in American Tort Law: Assessing the
Recent Experience, in Civil Liability for Pure Economic Loss 103 (Efstathios K. Banakas
ed. 1995)

8 Ugo Mattei & Fabrizio Cafaggi, Comparative Law and Economics, 1 New Palgrave
Dictionary of Economics and the Law (1998)
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ways in which the rule is applied. Section 3 provides an aternative
formulation of the exclusionary rule based on the economic criterion of
efficiency. Theredefinition of the concept of pure economic lossrequiresa
distinction between several situations. We consider the hypothesis that
severa apparent anomaliesin the judicial applications of the exclusionary
rule are actually driven by substantial discrepancy between economic
objectivesand legal categories, and by the difficulty in balancing competing
goalsof judicial efficiency with the optimal level of deterrencefor potential
tortfeasors. Section 4 shows that, in spite of substantial variations in the
specific applications of therule, thereis a substantial meeting of the minds
interms of the recognition of fundamental features of the exclusionary rule
in European jurisdictions. Quite notably, these common features of therule
arethose that remain hardly explained by traditional doctrines. Such points
of convergence arefully consistent with the economic reformulation of the
economic loss rule. The economic reformulation of the exclusionary rule
may thus serve as a valuable benchmark in the ongoing attempts to
harmonization and codification of European private law.

In conclusion, we revisit the original normative question of the
liability for pure economic loss suggesting that one must recognize that in
gpite of the use of asingle legal doctrine, there are in fact a multitude of
different rules, each developed in response to different theoretica and
pragmatic concerns. The search for a common core among the European
legal rules is greatly enlightened by the understanding of the different
dimensions of the economic loss problem and the impact of aternative
hypothetical rules on individual incentives.

1 The Notion of Pure Economic Loss: A Compar ative Overview

The historical and comparative study of the civil |aw economic loss
rules reveals that there has never been auniversally accepted definition of
what constitutes “pure economic loss.” Some European systems, such as
France, still do not recognizethelegal category and do not distinguish pure
economic or financia loss as an autonomous form of damage. Other
European systems, most notably Germany and England, recognize the
category and utilizeit in the context of arule of no liability. The contrasting



approaches do not follow the traditional common law versus civil law
grouping, for the civil law jurisdictions are themselves much divided over
this question.®

1.1  Recovery for Economic Lossin the Civil Law Tradition

Inarecent historical study of the economiclossrule, James Gordley
explores the evolution of the legal doctrines concerning the recovery for
pure economic lossin somedetail, noting that many early scholarsversedin
Roman and civil law said that plaintiff could recover if he suffered
“damage”’ and damage meant simply a diminution of his patrimonium.10
These conclusions are only superficially at odds with the conclusions
reached with respect to the older actions in classical Roman law. Mario
Talamanca shows that the problem of economic loss was not unknown to
the classical Roman jurists, and the civilianswho studied them.11 Limitsto
the compensation of economic losswhereindeed present in several contexts
in Roman law. For example, under the actio certi, the creditor of acertain
thing or amount could not recover thelost economic profit dueto the breach
of an obligation. Likewise, theforgone consumer surpluswas generally not
included in the computation of damages under the litis aestimatio
(whenever the value of the obligation was of uncertain amount). Thus,
creditors who suffered a pure economic loss may have been barred from
recovery under both these actions, but thelimit to recovery was not adirect
consequence of the non-physical nature of the loss, but rather to the

9 Pure economic lossis one of the most discussed topics of European tort law scholarship.
How should the tort law of the 21% century — or the provisions of a projected European
code — approach this issue? In Bussani & Palmer (2001), twenty-one comparative legal
scholars have examined to what extent, if any, there existsacommon core of principlesand
rules concerning compensation for pure economic losswithin European tort law. The study
is part of the larger research of the “Common Core Project,” coordinated by Ugo Mattei
and Mauro Bussani, and thus shares with thelatter its basic aims and methodol ogy, namely
thefactual approach with comparative work based on acommon fact-based questionnaire.

10 James R. Gordley, the Rule Against Recovery in Negligence for Pure Economic Loss:
An Historical Accident?, in Liability for Pure Economic Loss. Frontiers of Tort Law
(Mauro Bussani & Vernon Palmer eds. 2001)

11 Mario Talamanca, Istituzioni di Diritto Romano 657 (Milan 1990)
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uncertain and non-objectively ascertainable extent of the prejudice.

In these contexts, Roman and early civil law did not distinguish
between loss of a physical asset and other kinds of loss. Nor was any
distinction made between direct and consequential economic loss. Early
civil law dealt with cases in which the plaintiff would recover what we
would regard today as pure economic loss, but such cases never used the
term, nor did they recognize an autonomous category of loss.12 Thefactual
issue of whether loss of expectation should be compensable in torts was
debated in the 16th and early 17th century by thelate scholastics or Spanish
natural law school .13 For example, there was the dependent’ saction for loss
of support due to wrongful death, which clearly existed on the continent in
the seventeenth century, as evidenced by Grotius' writings.14 Evidence of
this kind would suggest that there was no per se rule against compensation
for pure economic harm in the civilian tradition.1> Indeed, Gordley’s
account characterizes the rise of the exclusionary rule both in England and

12 james R. Gordley, the Rule Against Recovery in Negligence for Pure Economic Loss:
An Historical Accident?, in Liability for Pure Economic Loss. Frontiers of Tort Law
(Mauro Bussani & Vernon Palmer eds. 2001). See citations to the views of historical
civilian jurists such as Durandis, Baldus, Brunnemann , Lauterbach and Grotius.

13 James R. Gordley, the Rule Against Recovery in Negligence for Pure Economic Loss:
An Historical Accident?, in Liability for Pure Economic Loss: Frontiers of Tort Law
(Mauro Bussani & Vernon Palmer eds. 2001). Seediscussion of the positions of Tomasso
de Vio, better known as Cajetan (1468-1534), Domingo de Soto (1494-1560), Luis de
Molina (1535-1600), Leonard Lessius (1554-1623), and Juan de Lugo (1583-1660).

14 H. Grotius, De lure Belli ac Pacis Libri Tres, |1, xvii, 1-2 (B.JA. de Kanter- van
Hettinga Tromp eds. 1939); James R. Gordley, the Rule Against Recovery in Negligence
for Pure Economic Loss: An Historical Accident?, in Liability for Pure Economic Loss:
Frontiersof Tort Law (Mauro Bussani & Vernon Palmer eds. 2001); S. Pufendorf, Delure
Naturae et Gentium Libri Octo I11.i.2, 111.i.3, 11.i.6 (Amsterdam 1688); J. Barbeyrac, Le
Droit delaNature et Des Gens... Par le Baron de Pufendorf n.1to l11.i.2, n.1to l11.i.3, n.4
to 111.i.6 (5th ed. Amsterdam 1734). Gordley discusses the conclusions reached by other
natural lawyers. A case discussed in Grotius was in effect an action for the recovery of
pure economic |oss sustained by wifeand children, but it was not referred to in those terms.

15 See Reinhard Zimmermann, Law of Obligations 1024-25 (Cape Town 1990); Vernon
Palmer, The Fate of the General Clausein aCross-Cultural Setting: The Tort Experience of
Louisiana, 46 Loy. L. Rev. 535, 551 (2000)
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Germany as a development of the late nineteenth centuryl6 and a peculiar
outgrowth of analytical thinking. He concludesthat the ruleisan “ accident”
of legal history, not a pervasive feature of it.17

This view reflects the common wisdom among comparative law
scholars and legal historians who have generally concluded that the
economic loss rule is the product of history and has been shaped, in its
current form, by modern lega dogmatism. As a result of such
heterogeneousforces, traditional tort categoriestoday areill-adapted to the
problem of pure economic |oss.

In this essay we will consider an alternative hypothesis: that the
apparent contradictionsin the application of the economiclossrulein civil
law systemsare generally theresult of judicial pragmatism, with piecemeal
attempts by courts and legislators to bal ance needs of maintaining efficient
behavioral incentives while minimizing the administrative costs of the
liability system.

We shall proceed by providing a stylized taxonomy of pure
economic loss situations, as they have been identified in modern European
jurisdictions.

16 | nsurance practices tend also to show the late development of the rule. Devel opment of
businessinterruption insurance, often called “ consequential lossinsurance,” belongsto the
late nineteenth century, and even now the availability of such insurance is till rather
limited. A prevalent restriction is that interruption insurance is essentialy “follow-on”
coverage to another insured peril, such asfire. Under thewording of standard fire policies,
there is no compensation for interruption unless it results from afire. Thisis not realy
compensation for pure economic loss, however, but rather compensation for parasitic loss.
See G.J.R. Hickmott, Principlesand Practice of Interruption Insurance 3-4 (London 1982);
D.C. Jess, Thelnsurance of Commercial Risks, Law and Practice 244-251 (London 1986).
17 Some scholars assert as an historical matter that pure economic loss has traditionally
been left unprotected by the law. Professor K6tz deduces ateleological component in the
evolution of tort law: The primary purpose of the law in England and Germany, he
maintains, has “aways been” to provide protection against personal injuries and harm to
physical property. Pure economic loss seems |eft out of historical development, at least in
those two countries. Hein K6tz, Economic Lossin Tort and Contract, in 58(3) RabelsZ 423
(1994).



1.2  The Sandard Cases:. A Taxonomy

Broadly speaking, pure economic loss arises out of the
interdependence of relationships and interests in the modern world. These
relationships may involve two or three parties. In this section we present a
taxonomy of the principal ways in which pure economic loss arises within
such relationships. Our list will not exhaust the conceivable waysin which
such damage may arise. Instead, our interest lies in tracing the most
recurrent and typical patterns, as recognized by modern European legal
systems. We shall subsequently refer to these stylized fact patterns as the
“standard cases.” 18 We set forth four categoriesthat seem to be functionally
and relationally distinct.

a. “ Ricochet loss”

Ricochet lossclassically ariseswhen physical damageisdoneto the
property or person of one party, which in turn causes the impairment of the
rights of the plaintiff. Werefer to thisasathree-dimensional situation. The
direct victim sustains physical damage while plaintiff isasecondary victim
who incurs only economic harm. Asanillustration, A hasacontract to tow
B’ sship. C'snegligent act of sinking the ship makesit impossible for A to
perform his contract and deprives him of expected profits. A’ sfinancial loss
is the Ricochet loss suffered as a result of C’'s negligence toward B. The
loss is purely economic since no property interest of A’s has been
impaired.1® A Ricochet loss can also arise from the impairment of an
employment contract. For instance, B is a key employee on A’s sporting

18 This taxonomy reflects the listing used in the empirical study conducted by Bussani &
Palmer (2001), with the aid of severa jurists representing the various European
jurisdictions. Although we have sometimes borrowed and other times given new namesto
these situations, we have not attempted to explain or employ all of the descriptive labels
and tags that writers and judges have used. For alonger taxonomic list consisting of eight
categories (in which there may be overlapping situations), see William Bishop and John
Sutton, Efficiency and Justice in Tort Damages. The Shortcomings of the Pecuniary Loss
Rule, 15 J. of Legal Stud. 347, 360-61 (1986).

19 The example closely follows La Société Anonyme de Remorquage & Helicev. Bennets,
1KB 243 (K.B. 1911).



team. C’s negligent driving leads to B’s death or incapacity, causing A’s
team to lose revenues. Here B’s injury is physical, but A’slossis purely
financial. The“ Cable Cases,” 20 the Meroni Case,2! and other hypotheticals
studied in Bussani & Palmer (2001) are ssimply variations of Ricochet harm.

b.“ Transferred loss’

Here C causes physical damage to B’s property or person, but a
contract between A and B (or the law itself) transfers a loss that would
ordinarily be B’s onto A. In this case, a loss ordinarily falling on the
primary victim is passed on to a secondary victim. Again the situation is
three dimensional, but it isthe transfer of arisk from its natural bearer that
distinguishes this from a case of Ricochet loss. Such a transfer frequently
results from leases, sales, insurance agreements and other contracts,
separating property rightsfromrightsof useor risk bearing. Toillustrate, A
chartersaship owned by B. During dry dock repairs, C negligently damages
the ship’s propeller, necessitating further repairs and a two week delay,
during which A loses all use of the ship. Here B suffers property damage
and ordinarily he would recover for the loss of the ship’s use, but the right
of use had been transferred to A by the charter. So A’s loss is purely
pecuniary because he has suffered no property l0ss.22 A similar effect can
result under a sales contract which reserves title in B (seller) while the
goodsarein shipment but transferstherisk of any lossto the buyer A. If the
goods (still technically owned by B) are damaged in transit by the shipper’s
negligence, then this loss has been transferred to A. A’s loss is purely
financia since he has no property interest in the goods.23

A similar result isreached when the transfer occurs by operation of
law. For instance B, A’ semployee, may beinjured by the negligent driving
of C and thusfind himself unable to work for three months. Neverthelessa
statute requires A to continue to pay B’s salary, even though no work is

20 spartan Steel and Alloysv. Martin & Co., QB 27 (1973)

21 Torino Calcio SPA v. Romero, Cass. Civ., SU 26.1.1971, n. 174, GI, 1971, 1,1, 681
22 See Rohins Dry Dock v. Flint, 13 F.2d 3 (2d Cir. 1926), rev'd 275 U.S. 303 (1927)
23 Thisillustration is based upon The Aliakmon, 2 AER 44 (1985)
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done by B. Thus what ordinarily would have been B’s loss is statutorily
transferred to A asacombined result of C' s negligence and the effects of a
pay continuation statute.

c. Closures of Public Service and Infrastructures

Here economic loss arises without a previous injury to anyone's
property or person. There may be physical damage, but it is to “unowned
resources’ that lie in the public domain.24 A single negligent act may
necessitate the closure of markets, highways and shipping lanes that no
individual owns, yet the closure directly inflicts economic loss on
individuals whose livelihoods depend on the use of these facilities. This
category raisesthe greatest concern about liability to an indeterminate class
in an indeterminate amount. In these situations, patrimonial ripple effectis
at itsmaximum. For example, C negligently spills chemicalsinto theriver,
and all traffic on the waterway is suspended for two weeks during acleanup
effort. Shippers must then take more expensive overland routes, and
marinas, boat suppliers, hotel operators, and commercial fishermen in the
area suffer economic loss.2> A similar chain of loss arises when C
negligently allows infected cattle to escape from his premises, and the
government must order all cattle and meat markets to close. As a resullt,
broad classes of plaintiffs will suffer pure economic loss, including cattle
farmers suddenly unable to sell their stock and butchers who are unable to
obtain beef.26 Aswe note below in Section 4, the concerns for open-ended
liability acquires great relevance in such contexts.

d. Reliance upon Flawed Information or Professional Services

Those who furnish advice, prepare data or render services
concerning financial mattersgenerally understand that their information will

24 victor Goldberg, Recovery For Economic Loss Following the Exxon Valdez Oil Spill,
23J. Lega Stud. 1, 37 (1994)

25 Thisillustration resemblesthe Testbank case. Louisianaex rel. Gustev. M/V Testbank ,
752 F.2d 1019 (5th Cir. 1985).

26 See Weller v. Foot & Mouth Disease Research Inst., 1 QB 569 (1966)
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be furnished to aclient and may be relied upon by third persons with whom
they have no contractual relation. If the advice, data or services are
carelessly compiled or executed, thismay or may not breach acontract with
the client (even if there is breach, the damage will usually be strictly
financial) but the relying third party will sustain pure pecuniary loss. For
instance, C, an accountant, carelessly conducts an audit of B, a publicly
traded company, and overstates the company’ snet financial worth. Relying
upon the accuracy of the audit, investor A buys sharesin B at twice their
actual value. Here A’ sloss arises not in consegquence of physical damageto
B, but on the basis of misplaced reliance. Erroneous advicewith respecttoa
client may cause financial lossesto athird party. Thus A, concerned about
doing business with and extending credit to B, takes the precaution of
asking C (the merchant bank where B kept its account) for an assessment of
B’s creditworthiness. C carelessly replies that B is “good for its ordinary
engagements” (when in fact B would soon go into liquidation) and thereby
causes A to advance credit and to lose alarge sum.2” Here A’ slossis purely
financial, not becauseit Ricochets off or istransferred from someoneelse's
physical damage, but because it arises directly from A’ sreliance.
Professional servicesfor aclient may cause pecuniary lossto anon-
client. B, an elderly man, asks C, his lawyer, to prepare awill in which he
will leave $100,000 to A. C takes no action for six months, whereupon B
diesintestate and A receives nothing.28 A’slossis purely economic.

1.3 Rules for the Recovery for Pure Economic Loss in European
Jurisdictions

The findings of the comparative study of the rules governing the
recovery of pure economiclossesin European legal systemsshow relatively
little coherence, let alone uniformity, in the treatment of the four stylized
categories considered above.

27 See Hedley Byrne & Co. v. Heller & Partners Ltd., AC 465 (HL) (1964). For other
instances of pecuniary harm fromincorrect information, seethe cases studied in Bussani &
Palmer (2001) concerning mistaken or false job reference and credit ratings.

28 See Whitev. Jones, 2 AC 207 (HL) (1995); Lucasv. Hamm, 11 Cal. Rept. 727 (Cal. Ct.
App. 1967); Ross v. Caunters, Ch. 297 (1980)
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Table 1 provides a summary of the solutions to each of the four
factual scenarios in European national Courts.

Recover No Recover Unsettled or
y Y | Problematic
France, Belgium, | Austria, England,
. Greece, Italy, Finland, Germany,
(@) Ricochet L oss Spain, The Portugal, Scotland -
Netherlands Sweden
(1) Cable Austria, Belgium,
Cases England, Finland,
i Germany, Greece .
(i) Lgtss 9f a France, Italy Portugal, Sweden, Spain
ar Scotland, The
Netherlands
Austria, Belgium, | England, Finland,
France, Greece, Germany,
(b) Transferred loss Spain, The Portugal, Scotland Itely
Netherlands Sweden
Austria, Belgium,
England, Finland
(c) Closure of Public | France Germany, Italy, Greece,
Service Portugal, The Netherlands
Scotland, Spain,
Sweden

(d) Flawed
Professional Advice

(i) Lawyers &
Notaries
(i) Auditors

Austria, Belgium,
England, France,

Germany Finland,

X -- Portugal,
Greece, Italy, Sweden
Scotland, Spain,
The Netherlands
Belgium, Italy, Austria, Germany, .
Sweden, Finland, | Portugal, England, (F;rg;iz Spain,

The Netherlands

Scotland

Table 1: Recovery of Economic Loss in European Jurisdictions
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The comparative analysis of the economic loss rule summarized in
Table 1 reveasthat theissue of recoverability of purefinancial |oss cannot
be approached in terms of some distinctive trait or characteristic of the
“legal families’” of Western Europe. The questionisnot simply anissuethat
pits civil law against common law. The matter is the subject of thriving
debate, case law development and doctrinal writings within each family,
though not necessarily within every system.2° The approach of legal systems
such as Germany, Austria, Portugal, Sweden and Finland are very closeto
the Common law perspective and clearly contrast the approach followed by
other civil law jurisdictions, like France and Belgium, where the issue is
hardly recognized, whereasin Italy, Spain and Greece, theexclusionary rule
is only moderately applied within different constructs.30

These patternsand alignments are most clearly evidenced in some of
the famous cases of pure economic loss. As Table 1 indicates, the recovery
in cases of Ricochet loss are nearly evenly divided. Six European
jurisdictions would allow recovery of the loss, but six judicia systems
would deny it.3! These results do not correspond to an alleged common

29 | n thisrespect, the recent empirical findings of comparativelegal scholarscontradict the
claim of previous scholars according to which the economic loss issue reflected a “ civil
law-common law split” or a“true Continental Divide.” See, e.g., Jan van Dunné, Liability
for Pure Economic Loss: Rule or Exception? A Comparatist’s View of the Civil Law-
Common Law Split on Compensation of Non-physical Damagein Tort Law, 4 Eur. Rev.
Private L. 397, 399 (1999).

30 The recent empirical research carried out by Bussani & Palmer (2001) with the aid of
several comparative legal scholars from different European jurisdictions clearly confirms
these results. Out of the twenty factual patterns examined in such study, France permits
delictual recoveriesin seventeen cases, but in Portugal the number is only five. Belgium
allowsdelictual recovery fourteen times, Austriaonly seventimes. Italy grantsrecovery in
thirteen cases, as compared to four in Sweden. If any split is to be recognized, it would
appear, inour view, to lie between those countrieswhich have an overt system of protected
(vs. unprotected) interests (such as Germany and England) and those which do not. Seealso
S. Banakas, Liahility for Incorrect Financial Information: Theory and Practicein aGenera
Clause System and in a Protected I nterests System, 7 Eur. Rev. Private L. 261 (1999). See
also K. Lipstein, Protected Interestsin the Law of Torts, Camb. J. 85, (1962-63).

31 |n the Meroni type of case, the split widens: three liberal regimes allow recovery (with
Belgium negative and Spain problematical) but al five conservative systems and three
pragmatic systems are against a remedy.
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law/civil law divide. Additionally, oneshould not overlook the widespread
agreement that exists with respect to other paradigmatic cases. For example,
in cases of flawed professional services, thereisvirtual unanimity in favor
of the intended beneficiary’ s recovery of the suffered financial 10ss.32

In the other group of cases concerning the closure of a public
service, European consensus exists in the opposite direction: ten systems
oppose relief, while France alone permitsit.33

These findings are puzzling for comparative legal scholars, since
legal systemsthat follow adifferent theoretical approach seemto react quite
similarly to such fact patterns, often contradicting the purported rationales
of therule. More interestingly for our analysis, we should note that almost
al European legal systems depart from dogmatic principles when
addressing cases of pure economic loss:. “liberal” systems, such as France,
create exceptions to the domain of compensable economic loss, and
“conservative’ systemsgrant occasional compensation for lossesthat would
otherwise fall outside the listing of protected interests.34

The convergence towards common solutions, which often
necessitates adeparture from thelegal principlesgoverningcivil liability in
the respective national legal systems, is virtually inexplicable when
combined with thetraditional doctrines of pure economic loss. In Section 2
we illustrated the limited explanatory power of the traditional doctrinesin
the face of the observed applications of the economic lossrulein European
legal systems. After providing an economic restatement of the exclusionary

32 |n the hypothetical case of the defective will drafted by a negligent Notary, there is
virtual unanimity in favor of the intended beneficiary’ s recovery of his/her financial loss:
eleven European countries sampled in the Bussani & Palmer (2001) study indicate the
recoverability of the loss, with no system opposing such solution. Interestingly, eight
countries reach this solution through the law of tort, while three others base it upon the
contract with protective effects, or upon special legislation pertaining to notarial liability.
33 These statistics were based on the fact pattern of the Closed Motorway case which
caused traffic delays, with consequential financial loss of truckers.

34 Wearefollowing the classification formulated by Bussani & Palmer (2001) who analyze
theresults of an extensive case study on theissue of pure economic loss acrossall national
legal systemsof Europe and provide an interesting grouping of the approachesfollowed by
national courts of Europe, describing them variously as “liberal,” “pragmatic” or
“conservative’.
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rule, we will return in Section 4 to the comparative findings and consider
whether such economic reformulation can better explain the observed
judicial solutionsand unveil thelogic of what would otherwise appear fuzzy
judicial pragmatism in the adjudication of pure economic |loss cases.

2. Economic L oss Doctrines at a Crossroad

The iconoclastic data brought to light by the comparative study of
the economic loss rule allows us to evaluate the competing doctrinal
explanations of the rule. Several theories invoked in support of the
economic lossrule are in fact inconsistent with empirical findings. Others
are ssimply incapable of explaining different patterns of application of the
rule across the various types of pure economic |oss.

In the following sections, we consider the traditional arguments
presented in support of an exclusionary rule, offering some critical
considerations of thetraditional rationales and dogmatic explanations of the
exclusionary rule.35 This helps us identify the common, yet unwritten,
economic logic that appearsto influence the decision-making process across
jurisdictions.

2.1  TheProblem of Foreseeability of Pure Economic Losses

One of the common explanations of the economiclossrulerelatesto
the composite dynamics of the economic consequences of atort and the
resulting complexity of the element of foreseeability of the harm. In case
law, this rationale tends to surface in support of the several limitations
imposed on the extent of compensable harm, including cases of pure
economic loss, emotional distressand loss of consortium. In this context, it
has been suggested that the rules of tort based on foreseeability were
devel oped for physical damage and are not workabl e outside of the context

35 Naturally, these arguments were developed by jurists operating in legal systemswhich
have recognized—or |east considered and rejected—the exclusionary rule. The experience
of countriesthat have ignored the exclusionary rule isindeed most valuable, sinceit often
unveils certain difficulties or suggests to us counterarguments which would otherwise
remain overlooked.

15



for which they were developed. The evolution of the economic lossruleis
explained as a pragmatic development of the law: the straightforward
application of the foreseeability test to cases of pure financial loss would
lead to ruinous levels of liability.36

Two objections to the foreseeability explanation should be
considered at this point: one factual, the other theoretical.

First, as afactua matter, it should be noted that the likelihood and
extent of economic loss have a degree of foreseeability that does not differ
qualitatively from the foresight of other non-economic consequences of a
typical tort situation. For example, the closure of apublic service situation
exemplified by the Closed Motorway caseisclearly on point. Asamatter of
foresight, the congestion and traffic delays and consequential economic loss
are part of the unavoidable and foreseeable consequences of a closed
motorway. Y et, almost al legal systemsconsidered in our study excludethe
recoverability of economic losses of truckers and other professional
travelers who suffered an economic prejudice from closure of the public
motorway.

Second, as atheoretical matter, from an efficiency standpoint, the
optimal level of liability should include both foreseeable and unforeseeable
consequences. To the extent that causality is satisfactorily established,
efficiency requiresthat the tortfeasor be faced with all the consequences of
his wrongful action, such that the ex ante level of expected liability
coincideswith theex antelevel of expected harm. Any departure from such
acriterion of liability would not adequately provide the incentive to avoid
the complete harm.

Both factually and theoretically, therefore, the rule cannot be
justified by some vague unforeseeability notion. Instead, the criterion of
foreseeability, although invoked as ajustification of the exclusionary rule,

36 Bruce Feldthusen, Economic Negligence 10-11 (2™ edition Carswell 1989). The author
assertsthat the“ remoteness’ of the damage from theinitial conduct of the defendant isthe
characteristic and endemic issue which distinguishes pure economic loss, as a practical
matter, from cases involving physical damage.
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does not appear to be effectively driving the decision making process in
European jurisdictions. Many accidents produce achain of costly economic
consequences which can be statistically estimated and which can be causally
linked to the wrongful action on the basis of theid quod plerumque accidit
principle, not unlike other effects of atort. Asapolicy matter, the presence
or absence of foreseeability is a factual and legal question that enters the
equation of liability in the ways specified by the legal system, but no a
priori distinction can (or should) be made between economic and non-
economic consequences of atort.

2.2  The Different Domains of Legal Protection: Absolute versus
Relative Rights

The boundaries of compensable loss in torts have been expanding.
Legal scholars have described the domain of protected interests as having
gradually expanded along the following path: (a) protection of absolute
rights, (b) protection of relative rights; and (c) protection of other
expectations.3” Although with several theoretical variations, one dogmatic
obstacle to the recovery of economic loss is attributable to the fact that
several of the“unreified” economic interests are often related to unfulfilled
contractual expectations of the parties or to other expectations having an
economic significance. Several Ricochet |0ss cases are examples on point.
Thelossto the victim derives from the fact that the contractual expectation
of athird party will not be fulfilled because of the wrongful behavior of a
party contractually unrelated to the creditor. Other cases are similarly
related to theinfringement of ayet unmatured economic interest. Such cases
of tortious interference with contractual expectations and pregnant
economic interests havetraditionally posed aproblemincivil law systems.
Economic loss derived from the breach of acontractual expectation, infact,
does not enjoy erga omnes protection, since the action could only be
brought against the breaching party, not against athird party that interfered
with the contractual interest.

37 See, e.g., Francesco Galgano, Le mobili frontiere del danno ingiusto, in 1 Contratto e
Impresa 1-27 (1985).

17



This argument is grounded in well-established tradition, but in the
context of pure economic loss this explanation proves too much and is
ultimately bound to beg the question of why there should be no erga omnes
protection of contractual expectations.38

The dogmatic distinction between absolute and relative rights has
somedirect relevancefor theissue of pure economic loss. The basisof such
classification isfound in the different range of intereststhat are protected by
the enforcement of those rights. In the cases of absolute rights (e.g., rights
over real assets, body and personal integrity), therightisover a“thing” and
other individuals' behavior remainsirrelevant asfar astheir activitiesdo not
encroach over relationship between the owner of the right and the object
being owned. Conversely, in the case of relative rights, the object of the
right hasasitsfocal point an expectation over somebody else’ sbehavior, a
positive cooperation that isinstrumental to thefulfillment and realization of
theright. For relativerights, theidentification of the person whose behavior
is expected (i.e., the debtor) becomes particularly important. Itisindeed a
person or agroup of peoplethat is distinct from the generality of the other
individuals. Itisonly from thoseindividualsthat the given behavior can be
demanded. In the case of absolute rights, instead, the only relevant legal
subject is the owner of the right. Others' behavior becomes relevant only
when it encroaches or violates the relationship between the owner of the
right and the “thing.”

Itis clear that the interests underlying these rights are substantially
different from one another. Relative rights contain expectationsfrom others,
and are aimed at changing the status quo (i.e., aimed at obtaining something
whichisnot yet part of the patrimony of the owner of theright).3° Through
the behavior of other individuals, the owner of the right wants to acquire
something that is not yet his own. In aword, the owner of arelative right
has a mere acquisitive interest.

Absolute rights, to the contrary, encompass a different group of
situations. The owner of an absolute right already enjoys areified interest

38 We shall return to this question in Section 4, after having examined the economic
reformulation of the exclusionary rule.

39 Although the presence of a duty of cooperation is essential to the structure of this
relative or personal right, the nature of the duty can be either positive or negative.
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as part of his patrimony. Third parties are extraneous to the legd

relationship between the owner of theright and hisreified interest and have
no affirmative duty of cooperation. The only duty is of negative content:

abstaining from interfering with the owner’ sright over his property (i.e., a
duty not to encroach on others' rights). In this case, the absolute right
encompasses a legal interest which is already part of the patrimony of its
owner, and it thusreflectsaconservativeinterest. If any cooperation can be
seen in thislegal relationship, it is a cooperation that does not expand the
preexisting scope of the right. The negative duty of abstention from
interfering or encroaching on the protected right is not expanding the right
itself. Itisonly preventing a diminishment or violation of the right itself.

The civilian distinction between absolute or relative right—based
upon the nature of the underlying interests protected by the legal system—
has traditionally served as a theoretical framework providing a default
template of remedies and rules concerning the standing and scope of
protection of such rights. At the sametime, asfor every dogmatic construct,
the distinction has created some artificial inertia in the adaptation of the
legal system to new changing realities.

We contend that this explanation proves too much and ultimately
begs the question of what should be the desirable protection of pure
economic interests. First, if the true rationale for the exclusionary ruleis
that “relative” rights (such as economic interests and contractual
expectations) should not be protected erga omnes, the explanation would
prove too much, since it would suggest that all such relative rights would
remain uncompensated if violated by athird party. Thisexplanation clearly
fliesin the face of the fact that the exclusionary rule is associated with the
negligence standard.4® Full protection is given to cases of intentional
breach. Furthermore, all “consequential” economic losses (i.e., lossesthat
are related to a previous loss of the victim suffered because of the
infringement of an absolute right of the victim) are fully recoverablein all
European jurisdictions. These el ements are evidence that the exclusionary
rule is not simply the consequence of a dogmatic path dependence but a

40 All European legal systems considered in the Bussani & Palmer (2001) study permit
recovery when pure financia lossisinflicted intentionally.

19



reflection of other policy concernswhich will be more extensively explored
through the economic analysis in Section 3. Absent such an economic
explanation, the dogmatic rationale would remain mostly tautological in
nature, begging the very question of why pure economic interests, once
classified as“relative” rights, should fall short of full protection in torts.

2.3  The Scale of Human Values.

A third explanation of the exclusionary rule is in some ways
germane to the previous dogmatic explanation. This justification of the
exclusionary rule, however, issupported by pragmatic considerations, often
also recast in terms of philosophical values. This rationale maintains that
intangible wealth is not and should not be treated on the same level as
protecting bodily integrity or even physical property. People are more
important than things, and things are more important than money. Our legal
interest in liberty, bodily integrity, land, possessions, reputation, wealth,
privacy and dignity are al good interests, “but they are not equally good.”
Thelaw protectsthe better interests better. And so “alegal system whichis
concerned with human values (and the law is supposed to reflect the proper
values of society) would be right to give greater protection to tangible
property than to intangible wealth.”41 The exclusionary rule is then a
reflection of the lower value ascribed to our unreified wealth.

Thisargument restson asilent premise: these values must be ranked
because the law cannot simultaneously protect all interests fully.42 This
pragmatic motivation should not be dismissed as mistaken in principle, but
seems to find no clear empirica support. Judicial resources are not
unlimited and the benefits of imposing liability for wrongful behavior

41 Tony Weir, A Casebook on Tort 6 (9" ed. Sweet & Maxwell 2000)

42 Bussani & Palmer (2001) have pointed out that even if we accept, for sake of argument,
that wealth islessimportant than other values, till therewould be nojustification for arule
restricting its recovery unless we had to do so in order to protect other, more meritorious
interests. Thus the philosophical point is persuasive to the extent that (1) thereisindeed a
finite limit to the law’s ability to protect interests and (2) giving full protection to pure
patrimonial wealth would clearly exceed that capacity and therefore impinge on other
protections.
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should be balanced against the added administrative costs of adjudication.
But there is no obvious reason to believe that, if pure economic loss were
freely protected, other worthier claims would lose effective protection.43

This proposed doctrinal rationale, whilein tune with the previously
examined dogmatic classification of rights, is also inconsistent with the
practical applications of the exclusionary rule in European jurisdictions.
Alsointhiscase, therationalefliesin theface of thefull protection granted
to intentionally inflicted “pure” economic loss and of the fact that all
“consequential” economic losses are recoverable under national law. These
elements are evidence that the exclusionary rule is not simply the
consequence of an ordering of interests but a reflection of other policy
concerns that—for the reason that will become evident through the
economic analysis—give relevance to the intentionality of the conduct and
the existence of prior physical harm. In Section 4, we will revisit these
issues and offer an explanation of the apparent anomalies in the judicial
application of the economic lossrule.

24  TheProblems of Derivative and Open-Ended Litigation

Common law countries, mixed jurisdictions and a number of civil
law countries all share similar concerns about the danger of excessive
liability entailed by pure economic loss claims. In this context, another
frequently invoked explanation for the exclusionary rule concerns the
problems of open-ended liability and derivativelitigation, i.e., the extension
of liability ad infinitum for the consequences of awrongful act.”

43 Besidesthe added costs of adjudication, nothing seems to provide empirical support for
the claim that the ultimate effect might be to crowd out “better” interests and leave them
unsatisfied. Any such assumption would be at best conjectural. It also raises the question
how countries like France and Belgium, which follow a rule of presumptive recovery of
economic loss, have managed to avoid the predicted crowding out of more deserving legal
claims. See also J. Spier, The Limits of Liability. Keeping the Floodgates Shut (Kluwer
Law International 1996).

44 |n the recent literature, scholars have pointed out that the judicial applications of the
economic loss rule have been one aspect of ageneral attempt to limit tort liability. Gary T.
Schwartz, The Economic Loss Doctrine in American Tort Law: Assessing the Recent
Experience, in Civil Liability for Pure Economic Loss 103 (Efstathios K. Banakas ed.
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The common premise of these arguments is that in a complex
economy, pure economic losses are likely to be serialy linked to one
another. The forgone production of a good, for example, often generates
lossesthat affect several downstream individualsand firmswho would have
utilized the good as an input in their production process, and so on. In such
world of economic networking, it becomes necessary to set reasonable
limits to the extent to which remote economic effects of a tort should be
made compensabl e. Open-ended liability arguments have awell-established
doctrinal lineage. Von lhering's statement “Where would it all lead if
everyone could be sued...!”45 isindeed afamous rendition of this general
concern.

In spite of such acommon pragmatic motivation, there are actually
three distinct strands to the open-ended liability argument. Though not
always distinguished in the literature, it is helpful to acknowledge them
separately at this point.

(@) The first strand is the belief that to permit recovery of pure
economic loss in some cases (e.g., closure of trading markets or of abusy
motorway) would unleash alarge number of actions that would burden if
not overwhelm the courts. The justice system could not cope with the sheer
numbers of claims. This point is closely related to the concern for cost-
effectivenessin the administration of tort law, asanecessary instrument for
the minimization of the total cost of accidents.

(b) The second strand is the fear that widespread liability would
place an excessive burden upon the defendant who, for purposes of the
argument, istreated as the living proxy of human initiative and enterprise.
The focusin this case is not on the courts’ administrative costs but on the
defendant’ s expected liability costs.

1995); Gary T. Schwartz, American Tort Law and the (Supposed) Economic LossRule, in
Liability for Pure Economic Loss: Frontiersof Tort Law (Mauro Bussani & Vernon Palmer
eds. 2001). This goal is further evidenced by the fact that the economic loss rule is
fundamentally at odds with the overall tendency to expand the scope of liability in other
areas of tort law (e.g., personal injury and harm to property). Such opposite tendency is
explained by the fact that the expansion of liability inthose areasis rarely at the origin of
problems of derivative and open-ended litigation.

45 Jherings Jahrbiicher 4, 12-13 (1861)
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(c) The third strand of the argument is that pure economic loss is
simply part of abroad modern trend toward greater and greater tort liability,
a trend that threatens to get out of control. Allowing exceptions to the
exclusionary ruleisaslippery slopethat may lead to reversal of therule and
may also encourage other types of tort liability.46

Economic analysis callsfor adifferent response to each of the three
open-ended liability concerns. From an economic point of view, the first
strand of open-ended liability argumentsis both factually and theoretically
accurate. The justice system would unavoidably face an increase in
administrative costsasaresult of the proliferation of tort claims. Tort policy
should account for such administrative costs, which ultimately affect the
total social cost of accidents.

The second strand of arguments instead is theoretically flawed.
According to this variation of the open-ended liability argument, the
potentially staggering liability faced by potentia tortfeasorswould be out of
all proportion to the degree to which defendant was negligent. The danger
of disproportionate consegquences resulting from minor blameworthinessis
of course an issue of fairness no matter what kind of damages have been
caused4’ but some scholars believe that the danger is far greater in pure
financial loss cases. These concerns are misplaced from an economic point
of view. Absent other constraints on human behavior, in order to maintain
efficient precaution incentives, parties should under most circumstances
face the full range of economic consequences of their activities, no matter
how big the gravity of the harm.

The third strand of arguments does not appear to apply particularly
to situations of pure economic loss, since they could well relate to other
kind of losses, pecuniary, non-pecuniary, or purely economic. This view

46 The Tilburg Group, for example, argues that the floodgates must be kept shut in order
“to dam crushing liability” and to resist the general trend toward expansion of liability. See
J. Spier (ed.) The Limits of Liability (Kluwer 1996); J. Spier, The Limits of Expanding
Liability (Kluwer 1998). Six of eight hypotheticals chosen for comparative study by the
Tilburg Group deal with the subject of pure economic loss. The floodgates metaphor plays
acentral rolein their orientation.

47 See Jeremy Waldron, Moments of Carelessness and Massive Loss, in Philosophical
Foundations of Tort Law 387 (David Owen ed. 1995)
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seemsto argue that the exclusionary rule should beinvoked even in factual
instances where there is no danger of a flood of clams or of
disproportionate recovery. No compensation should be made for fear of
establishing an exception that erodes the rule or an exception that may
receive analogical extension in the future.

In addition to the weak theoretical and factual soundness of the
open-ended liability arguments, the comparative analysis of the economic
loss rule in European jurisdictions seems to suggest that the so-called
“floodgate” arguments have only limited explanatory power of the
European approach to economic loss. The comparative evidence revea sthat
legal systemscontinueto strugglein their attempt to identify the boundaries
of compensableinjury, withtheimplicit realization that thereisno easy way
to truncate the chain of liability without recourse to an arbitrary solution.48
None of the three variations of the economic loss fully explains the actual
features of the exclusionary rule, as they have evolved in European
jurisdictions.

We shall thus proceed to explore whether the points that were | eft
unexplained by the traditional theories can be rationalized by an economic
restatement of the exclusionary rule, one consistent with an efficiency
criterion of adjudication.49

3. Pure Economic Loss Rule: Towardsan Economic Restatement
Thelaw and economicsliterature suggeststhat, even wherearule of

full liability isefficient, the victims should not necessarily be compensated
to the full extent of their economic losses. In order to understand the logic

48 | n assessing the cumulative weight of these arguments, it should be remembered that the
floodgates argument has never purported to be a scientific claim, but rather aclaim based
on mere speculationslacking averifiable empirical basis. It isnot very easy to test whether
thedire prophecy of the* nightmare scenario” isdream or reality. For instance, as observed
by Bussani & Palmer (2001), for many scholars, the justification for a no-recovery rule
based upon asupposed differencein ripple effect or in the sheer size of the plaintiff classis
hard to reconcile with the recovery of extremely large economic losses resulting from
negligently caused physical injury.

49 The efficiency criterion would require the minimization of the total social cost of
accidents, at the net of enforcement and adjudication costs.
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that drives this puzzling law and economics results, it is necessary to
proceed in two steps: first analyzing the notion of socialy relevant
economic loss, then applying that concept to the design of optimal liability
rules.

3.1  PureEconomic Loss and the Optimal Scope of Liability

From the perspective of law and economics, remedies in torts are
necessary to specify and quantify externaities. As agenera definition, an
externality is a cost imposed on a third party outside the voluntary
mechanisms of the marketplace. In principle, liability intorts should ensure
that the entire socia cost of any particular activity is addressed by the
responsible party or economic agent. In this context, the amount of a
“socia” lossis given by the sum of al private losses imposed by a given
action on the various parties minus the sum of al benefits generated by the
same conduct. Liability in torts, whether for physical or economic losses,
should not be exclusively linked to the private losses of the parties, but
should be further limited to the socially relevant harm. The application of
this principle necessitates focusing on the tortfeasor’'s expected ex ante
liability, rather than on the victim’s actual compensation.”

Asiswell known in the economics literature, from the perspective
of social welfare analysis, not every economic externality is socially
relevant. The efficient design of liability rules should aim at addressing

50 This may occasionally require courts to set aside some other general principle of tort
law. For example, the collateral-benefits rule, which may alow the victim to recover the
full value of thelosswithout deducting the payments received from an insurance company
for the same damageispossibly quite efficient. First, becauseit creates efficient precaution
incentives on the tortfeasor (liability should be linked to the true social 10ss occasioned by
the accident, not the private uninsured loss of the victim). Second, because in most
situations, the double payment from the insurance and the tortfeasor does not in fact amount
to allowing the victim to recover double. As pointed out by Posner (1986) and Landes &
Posner (1987), theinsured plaintiff already paid for theinsurance benefit under the form of
insurance premium, rendering full liability necessary to make him whole. Richard A.
Posner, Economic Analysis of Law (3" ed. 1986); William M. Landes & Richard A.
Posner, The Economic Structure of Tort Law (1987). Moregenerally, therisk of duplicate
recovery should not necessarily generate over-deterrence, given therelevance of theex ante
expected liability, rather than actual ex post compensation, on individual incentives.
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socialy relevant externalities, thereby minimizing those external coststhat
reduce aggregate social welfare. Some external costs, however, have the
peculiar effect of having only private effects. those private externalities do
not induce direct or indirect socia costs. We shall refer to this category of
costs as socialy irrelevant externalities. Given the administrative costs of
the legal system, economic anaysis suggests that socialy irrelevant
externalities can, and indeed, should, generally be left uncompensated.
From apolicy standpoint, inthe case of socialy irrelevant externalities, the
choice of aternative liability rules has no effects on the efficiency of
individual conduct. The exclusion of liability in such cases is generally
justified by the desireto minimizethetotal cost of accidents: liability would
impose administrativeand judicial costsonthelegal system, while creating
no beneficial incentives for the parties involved.

To maximize the net socia benefit of an activity, one must aso
consider the aggregate adjudication costs. This requires a balancing and
subsequent evaluation of all ascertainable externalities of the activity, both
positive and negative. Some activities, while imposing private losses on
some third parties, may create benefitsfor others. A legal system aiming at
creating optimal incentives for potential tortfeasors should impose a dual
system of liability: imposing (positive) liability for the negative externalities
and, by the same token, recognizing (negative) liability for the positive
externalities. From an efficiency point of view, the creation of a negative
liability rule is as important a remedy as a positive liability rule in a
standard tort situation.

3.2 Pure Economic Loss as a Social Cost

As a policy matter, severa lega limitations to the domain of
compensabl e harm, including some variations of the economiclossrule, can
be explained— or at |east reinterpreted—aswaysto confineliability to only
socially relevant externalities.

The issue of pure economic loss poses a fascinating conundrum.
Thispuzzleisbest illustrated contrasting acase of pure economic losswith
atraditional situation of physical harm.

Generally in cases of physical harm, there is a correlation between
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an action and the extent of the private and social cost of theharm. That isto
say, any loss suffered by an individual occasionsaprivate cost to thevictim,
which in turn counts as a socia cost for the community. In such cases,
tortious behavior should be met with full liability and compensation for the
victim’' sharm. Simply, efficient deterrence of activitiesthat generate private
harm is necessary to minimize the total social cost of accidents.

A different logic appliesin the case of pure economic loss. In the
case of foregone profits or earnings, for example, there is no one-to-one
relationship between the private loss of the victim and the resulting social
loss. To the contrary, there is a strong tendency for the private and social
costs to differ substantially from one another.

Onceagain, we use the economic definition of social lossasthe sum
of all private losses and gains generated by agiven action. In the context of
purefinancial loss, the privateloss generally exceedsthe social loss, and the
discrepancy between the two values may be substantial. This may lead to
occasional paradoxes where the private and social costs have different
results. For instance, a socia benefit may result from an act that causes
private loss. In pure economic loss cases, we may have situations of
wrongful behavior that occasion an economiclossfor one victim but which
may impose no cost, or may even generate anet benefit, to society at large.

Whenever awrongful behavior createsaprivateloss, the magnitude
of which differsfrom the resulting social loss, economic analysisindicates
that the victim should not necessarily be compensated for the entire private
economic loss.” Only the portion of the private loss (if any) which
represents a social cost should be subject to liability.

Some of the policy dilemmasimplicitly addressed by the economic
lossrule concern wrongful behavior which imposes a private economic loss
on the victim, with no corresponding social loss. In the case considered

51 Steven Shavell, Economic Analysis of Accident Law (1987); Jennifer Arlen, Tort
Damages, in 2 Encyclopediaof Law and Economics682 (B. Bouckaert & G. De Geest eds.
2000). As pointed out by Shavell, when a tort interrupts the production process of a
manufacturing firm, the firm’s lost profits are not necessarily social costs, given the
possible presence of other firms who could enter the market or expand its production
making up the foregone output of theincumbent firm with the supply of perfect substitutes
at comparable cost.
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above, the private loss to the victim may be the source of a net gain for
society at large.” In such cases, law and economics leads to the frequently
paradoxical result that such wrongful behavior should be encouraged and
economically subsidized by the legal system. Put differently, liability rules
should be put into effect according to their fundamental economic
functions, providing both positive liability for negative externalities (i.e.,
losses to third parties) and negative liability for positive externalities (i.e.,
benefitsto third parties). This dual function of liability ruleswould, in the
abstract, consist of a combination of damage remedies paid to the victims
and financial subsidies paid to the tortfeasor. For obvious pragmatic
reasons, we rarely observe such combined operation of the liability system
in the real world.

Beyond theirony of such theoretical considerationsliesan important
lesson. The core notion that seems to necessitate the theoretical
contradictions of the economic lossruleistheideathat the optimal scope of
liability isdetermined by theimpact of aternativeliability rulesonthetotal
social cost of accidents. Activitiesthat occasion amerereallocation of costs
and benefits, with no incremental social cost, cannot as such be considered
socialy harmful. If no other considerations of the parties’ reliance and
distributive justice enter into the policy considerations, the imposition of
full liability would be unwarranted. If anindividual occasionsan unjustified
transfer of wealth from one party to another and is made liable for the loss
suffered by one victim, he should, by the samelogic, be alowed to recover
the value of the benefit from other third partieswho received an unexpected
benefit from hisaction. In case of wrongful behavior which occasionsazero
sum transfer of wealth, the amount of net liability imposed on the tortfeasor
should also equal zero, given the offsetting effects of positive and negative
liabilities when balancing harm to victims with potential benefits to

52 On this point, Arlen (2000) observes that, if an incumbent monopolistic firm loses part
of its market share to a competitor selling the same product at alower price as aresult of
the tortuous activity of the latter, the alleged tort, while occasioning the victim’s lost
profits, may actually be at the origin of asocial welfare gain.
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unsuspecting third parties.

The important point here is to recognize that, according to several
competing conceptions of justice, a zero net liability rule for the alleged
tortfeasor does not necessarily justify arule excluding liability altogether,
denying compensation for those who suffered a private loss. Here lies one
important element that drives the intellectual and dogmatic tension behind
the economic loss rule. In the following section, we shall evaluate some
elements of the traditional debate within the normative framework of law
and economics.

3.3  In Search of Comparable Categories

From an economic perspective, the legal notion of pure economic
loss is quite unfit to serve as a normative criterion of adjudication. As
suggested above, the legal notion of economic loss is, in fact, a very
imperfect proxy for the economic category of socialy relevant cost, which
ideally should guide the optimal design of liability rules.

The understanding of the relevant economic categories may in this
context serve two valuable purposes. (a) as a positive criterion, to
understand the many facets of the economic loss rule and to reconcile some
of the apparent contradictionsin the judicial implementation of such rule;
and (b) as a normative criterion, to guide lawmakers and courts in the
design and implementation of liability rules dealing with pure economic
loss.

Contrary to the conclusions reached by severa legal commentators
on this issug3 we suggest that the emergence and diffusion of the
economic lossruleis more than amere historical accident. We suggest that
such exclusion of liability isin many instances appropriate and that several

53 Gary T. Schwartz, The Economic Loss Doctrine in American Tort Law: Assessing the
Recent Experience, in Civil Liability for Pure Economic Loss 103 (Efstathios K. Banakas
ed. 1995); Gary T. Schwartz, American Tort Law and the (Supposed) Economic LossRule,
in Liability for Pure Economic Loss: Frontiers of Tort Law (Mauro Bussani & Vernon
Palmer eds. 2001); James R. Gordley, the Rule Against Recovery in Negligence for Pure
Economic Loss: An Historical Accident?, in Liability for Pure Economic Loss: Frontiers of
Tort Law (Mauro Bussani & Vernon Palmer eds. 2001)
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of the factual situations governed by the economic loss rule are correctly
adjudicated. An economic analysis also reconciles some of the apparent
contradictions of the judicia applications of the economic lossrulein the
various legal systems considered in this study.

34 An Economic Restatement

Legal systems utilize quite different constructs to define the
boundaries of compensable harm for economic loss. We suggest that, to the
extent that the economic loss rule may be understood as a way to restrict
liability to only socialy relevant externalities, it is appropriate to attempt a
reformulation of the rule in terms that are consistent with its fundamental
economic rationale.” A restatement of the exclusionary rule consistent with
the economic model of optimal liability would require distinguishing
between private losses that generate a corresponding social 1oss and losses
that are merely private, in the sense that, while generating a prejudice for
someindividuals, generate an offsetting benefit for other subjects, so asto
result in no net social loss. The exclusionary rule would thus include the
above economic qualification and would state that: ‘a plaintiff cannot
recover damages for a purely private economic loss.’

The above restatement alows us to revisit some of the peculiar
features of the existing version of the exclusionary rule verifying their
consi stency with the proposed economic reformulation. Most interestingly,
we will examine whether the economic restatement explains some of the
general features of the rule that could not satisfactorily be explained by the
traditional rationales.

54 For additional discussions of the issue of liability for economic losses from alaw and
economics perspective, see Victor P. Goldberg, Recovery for Economic Loss in Tort:
Another Look at RobinsDry Dock v. Flint, 20 J. Legal Stud. 1 (1994); William M. Landes
& Richard A. Posner, The Economic Structure of Tort Law 251-255 (1987); Robert L.
Rabin, Tort Recovery for Negligently Inflicted Loss: A Reassessment, 37 Stan. L. Rev.
1513 (1985); Mario J. Rizzo, A Theory of Economic Lossinthe Law of Torts, 11 J. Lega
Stud. 281 (1982); Garty T. Schwartz, The Economic Loss Doctrinein American Tort Law:
Assessing the Recent Experience, in Civil Liability for Pure Economic Loss 103 (Efstathios
K. Banakas ed. 1995); Jennifer Arlen, Tort Damages, in 2 Encyclopedia of Law and
Economics 682 (B. Bouckaert & G. De Geest eds. 2000).
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Asamatter of ideal theory, lack of compensation for pure economic
lossisinefficient to the extent that such uncompensated loss aso involves
social externalities. In such cases, full liability is both appropriate and
necessary. In a fault-based system, liability for the socially relevant
externdlities is desirable whenever the agent fails to adopt the optimal
standard of behavior, which we shall call x*. In such case, the level of due
compensation, D, is determined by the following rule:

() D=Ls(x " X< X+

Therule statesthat damages D should be paid in an amount equal to
thesocial loss, Ls, every timethetortfeasor undertakesalevel of precaution
lower than the social optimum, x*. Asdiscussed in the previous section, the
application of this liability rule in the context of pure economic loss is
problematic for avariety of reasons.

First, the rule requires that the extent of liability be determined on
the basis of the socid loss, Ls, rather than the actual loss suffered by the
victim, Lp. The decoupling of liability from the private lossis problematic
since it may occasion undercompensation or overcompensation from the
point of view of the victim.

2 D<Lp " Lp<Ls
D>Lp " Lp>Ls

In the presence of adiscrepancy between the extent of aprivateloss,
Lp, and the actual socia loss, Ls, thedamage award, D, will belinked to the
socia loss and would thus result as either under-compensatory or over-
compensatory from the point of view of the victim. The damage award will
be fully compensatory only in the limited case in which private and social
loss coincide, Lp = Ls.

Second, the stylized liability rule in equation (1) may lead to some
paradoxical applications. For example:

3 D<O " Ls< 0 (and for any value of Lp)
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Negative liability (with the victim ironically made liable to
compensate his tortfeasor) will result for all situations where the conduct
generatesasocia benefit (Ls< 0), even when the victim suffered a private
loss (Lp > 0). According to this application of the criterion of optimal
liability, we may subsidize wrongful behavior, whenever the private loss
generates a socia gain (eg., a “wrongful” action that leads to the
breakdown of a monopoly, with aresulting social welfare gain).

Thesetwo practical difficulties may explain why the economic loss
rule has evolved with such disparate contours in contemporary legal
systems. Inredl life, we find the following additional constraints:

4 D=Ls st D>0 and DE£Lp

That is, the additional limitsimposed by modern legal systems on
the stylized liability rule formalized in equation (1) are consistent with
established legal dogmas, according to which the amount of liability for a
private loss is non-negative (i.e., victims are never asked to compensate
their tortfeasor, even if the private wrong is source of asocial gain)>> and
where the amount of liability should not exceed the extent of the victim’'s
loss(i.e., damages should not be overcompensatory, unlessthey are punitive

55 Note that different legal rules often deal with situationswhere Lp > 0. One can think of
negotiorum gestio rules at civil law and unjust enrichment remediesin general aswaysto
compensate the agent for unjustified transfers of wealth. The mechanics of these remedies,
however, do not easily fit within the structure of economic loss rule considered in this
article, giventhefact that liability for unjust enrichment isgenerally findsadual limitinthe
actual cost borne by the unauthorized agent and the benefit received by the principal . Such
dual limit would leave an empty core in the general application of the exclusionary rule,
with no room for application of this version of the rule within the context of liability for
pure economic loss.
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in nature).

The above reconceptualization of the economic loss rule, suggests
that liability for economic losses should be excluded whenever a private
economic lossisoffset by gainsenjoyed by other third parties, such that the
wrongful behavior does not generate any net social loss. In thiscontext, the
application of the economic loss rule should be quite attentive to its
underlying economic rationae: the legal exclusion of liability should be
based on the economic nature of the loss (i.e., private versus socia
externalities) rather than on theintrinsic nature of the loss (economic versus
physical harm).

For example, several cases of economic loss often give rise to
relevant socia losses (e.g., imagine an accident that interferes with the
manufacturing of goods with a resulting medium term shortage in the
market). With a downward-sloping demand curve, negative production
shocks cause social deadweight losses, as shown by the fact that any
shortage causes the goods (or their close substitutes) to be sold at a higher
price with lower overall consumption. In such cases, the measure of the
socia loss is given by the difference between the variation in producer’s
surplus (if any) and the variation in consumer surplus. Such difference(i.e.,
the resulting deadweight loss triangle) constitutes an actual measure of
social cost that should be included as a proper component of damages.>6

In adjudicating cases of economic loss, the purely economic nature
of the harm suffered by the victim should not be dispositive and liability
should beimposed on the tortfeasor, whenever the accident isthe source of
asocialy relevant loss. In such cases, apure economic loss—from a social

56 Other problemsin calculating the efficient measure of damagesfor pure economic loss
were pointed out by Bishop & Sutton (1986) who observe that, if an accident destroys a
unit of some good or factor of production, the use of the market price of such good isonly
animperfect measure of liability. William Bishop & John Sutton, Efficiency and Justicein
Tort Damages: The Shortcomings of the Pecuniary Loss Rule, 15 J. Legal Stud. 347, 353
(1986).
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welfare point of view—isindistinguishablefrom the social lossthat follows
from the destruction of a scarce physical resource.

It should be recognized clearly that on this subject there is a quite
imperfect correlation between the legal and economic categories. As a
consequence, it is not possible to formulate a general presumption as to
whether economic loss should, or should not, be included in damage
awards. Any general presumptive rule needs to be qualified with reference
to the relevant economic categories: absent such reconceptualization, the
application of the economic lossruleislikely to generateinaccurate levels
of compensation with aresulting inefficient level of deterrence.

In applying the economic lossrule, courts and legislators should be
aware that considerations of efficiency require an analysis of the level of
social harm caused by the conduct. The optimal level of damages are those
that create an ex ante level of expected liability equal to the expected social
harm caused by the conduct. The quantification of the social harm should
not necessarily include (but should not systematically exclude) the pure
economic loss suffered by the victim, as currently intended in the legal
discourse. In designing efficient liability rules, any reference to pure
economic loss should be avoided, since such category quiterarely coincides
with the appropriate notion of relevant social cost. Liability rules may
excludelost profitsfrom the computation of damagesonly if they constitute
a mere diminution of the victim’s surplus to the benefit of other third
parties, without any net impact on the aggregate well-being of society at
large. Such an evaluation should include the potential benefits of other
producers, sellers or consumers.

The above reconceptualization provides a viable hypothesis to
explain the apparent exceptions and variations of the pure economic loss
rulein modern and historical societies. Recasting the economiclossrulein
such afashion further assists the understanding of the appropriate scope of
its application in real life cases. In turn, this allows us to sketch some
presumptive normative guidelines for the adjudication of pure economic
loss claims.



3.5  Applying the Economic Loss Rule: A Taxonomy of Cases

As discussed above, the desirability and the extent of liability for
pure economic |oss depends on the theoretical relationship between private
and social costs.

Several judicial applications of the economic loss rule, however,
give little or no emphasis at all to the economic loss aspect of the case,
often relying on distinguishing criteria, such as the directness of the loss.
While such criteria of adjudication are often invoked as instrumental to
specific functions of the liability rule, such as risk-spreading, they often
reveal the courts uneasiness with the practical implementation of the
economic lossrule.

Practical problemsin the implementation of the economiclossrule
emerge because, with rare exceptions, the measure of private economic loss
does not coincide with the magnitude of the resulting social loss.>’

In the more frequent case of competitive supply of substitutable
goods, the amount of private economic loss generally constitutes an
over estimate of therelevant social loss. Occasionally, however, the opposite
may be true. For example, in the case of resourcesthat are available with a
perfectly inelastic supply (e.g., fixed-amount natural resources), the measure
of private economic losses may represent an under estimate of the socially
relevant losses. In the latter case, social losses exceed private economic
losses, because true social losses result from the sum of the foregone
producer surplus (i.e., the pure economic loss) and the lost consumer
surplus. Note here apractical problem in the conceptualization of liability.

57 Given the difficult quantification of private and social losses, it is often thought best to
let the free contracting of the parties reveal private information through the bargaining
process. Thisin many waysrelates to the intrinsic limits of tort law versus contract law in
dealing with private externalities. On the proper domain of the economic lossrule outside
of the proper tort law scenario, see Schwartz (1995 and 2001), who suggests that in
products liability cases contract law is the preferred legal framework within which to
address claims concerning pure economic loss. Gary T. Schwartz, The Economic Loss
Doctrine in American Tort Law: Assessing the Recent Experience, in Civil Liability for
Pure Economic Loss 103 (Efstathios K. Banakas ed. 1995); Gary T. Schwartz, American
Tort Law and the (Supposed) Economic Loss Rule, in Liability for Pure Economic Loss:
Frontiers of Tort Law (Mauro Bussani & Vernon Palmer eds. 2001).
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There is a component of the social loss that is not borne by the victim: in
our example, there is an additional loss represented by the forgone
consumers surplus which is not borne by the producer of our example.
From an economic point of view, such loss should enter as a proper
component of damages (although the payment of such damages may
appropriately be decoupled from the compensation of the victim and paid
instead to consumers or other third parties).”

In order to organize ideas on amanageable template, it is desirable
to map the relevant categories of economic loss and examine the
appropriate legal solutions to the problem in each category.

Table 2 below showsthe various combinations of private and social
economic loss, defining the resulting levels of optimal liability of typical
actionsin torts.

PRIVATE VERSUS | RELEVANCE REMEDY COMMENTS
SOCIAL LOSS CONDITIONS
1| Lp=Ls Ls>0 D=Ls Full recovery
2 [ Lp>Ls Ls>0 D=Ls Exclusionary Rule

should apply limiting
liability to “socialy
relevant” losses

3 |[Lp>Ls Lp>0 D=0 No recovery (alternatives
Ls£0 should be considered to
subsidize positive social
externalities)
4 [ Lp<Ls Lp>0 D=Lp+T | Decoupling solution
T=Ls-Lp

58 On the relationship between private economic loss and social loss, see the important
contributions of William Bishop, Economic Lossin Tort, 2 Oxford J. Legal Stud. 1 (1982);
Steven Shavell, Economic Analysisof Accident Law 135-140 (1987); Jennifer Arlen, Tort
Damages, in 2 Encyclopediaof Law and Economics682 (B. Bouckaert & G. De Geest eds.
2000).
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5 | Lp<Ls LpEO D=Ls or | D=Lsisefficient
Ls>0 Ls<DE£O Ls<D £ 0canbe
adopted to reduce open-
ended liability problems

Table 2: Applying the Economic Loss Rule

Table 2 providesasummary description of theideas presented inthe
previous sections. The economic reformulation of the economic loss rule
makes explicit referenceto the critical relationship between the private and
social components of the economic loss. Table 2 illustrates four situations,
each characterized by a different qualitative balance between private and
socia costs. Each of the four scenarios outlines adifferent group of factual
circumstances, which requiredifferent remedial solutionsto create efficient
outcomes.

Thefirst category considersthe limit case in which the extent of the
private and social loss coincide. In this situation, absent other normative
goals, there should be no application of the economic loss rule. Moreover,
inthefirst scenario, full compensation for the private economic loss should
be granted. The remaining four categories of cases consider more general
group of situations in which the private and socia loss have different
magnitudes. As a general criterion, in al such cases, the optimal level of
liability should be linked to the extent of the social loss, Ls. But different
practical and normative considerations are often in the way of a direct
application of liability.

Proceeding in order, we can distinguish four general cases, based on
the relative magnitude and sign of the private and social components of the
loss.

In two situations, the economic loss rule serves a val uable purpose
by excluding liability for a private economic loss for which there is no
corresponding socia loss, asin Case 3, or by limiting liability to only the
portion of the private economic lossthat also reflects a positive socia loss,
asin Case 2. These are the two situations most frequently discussed in the
literature in conjunction with the economic loss rule. Case 3 is often
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illustrated by reference to economic loss due to forgone sales, when
alternative sales at the same production cost can be made by the victim’s
competitors.>® Case 2 could be illustrated along the same lines with
reference to the morerealistic situation of salesthat are delayed or made by
competitors at higher cost.

99 See, e.g., Steven Shavell, Economic Analysis of Accident Law 136 (1987)
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The two remaining cases are more complex. Case 4 represents a situation
wherethetotal social |oss exceedsthe private economic loss suffered by the
victim. Along thelines of the previous example, this case can beillustrated
by economic losses due to forgone sales, in the event that no aternative
sales can be made by competitorsor by thevictim at alater time. Likewise,
as pointed out by Bishop & Sutton (1986),%0 if the amount of goods
destroyed is sufficiently large as to affect the market equilibrium, the old
market price may be an inadequate measure, since it would not take into
account the forgone consumer surplusfor all inframarginal consumers. And
again, if the accident has destroyed someinputs of production, theloss may
have to be valued at the price of thefinal produced good (rather than at the
market price of the inputs), at the net of production costs. Finally, Case 4
can be seen as symmetrical to Case 2, whenever the destruction of
complementary goods, rather than substitute goods, is concerned. Imagine
the destruction of ashopping mall inthe proximity of aparking garage. The
economic loss caused by the accident exceedsthe loss suffered by the owner
of the mall and should include the reduced value of aparking garagein the
absence of the mall customers.

In al the above situations, thetotal socia lossislikely to be greater
than the private economic loss, due to the presence of forgone consumers
surplus. As discussed above, in order to maintain the efficient level of ex
ante deterrence, the expected level of liability for the tortfeasor should equal
the total social loss, Ls. However, if ex post liability is imposed in the
measure of D = Ls, the victim would be overcompensated by thetort, since
he would receive an amount of compensation higher than the loss actually
suffered (i.e., D > Lp). Inseveral legal systems, long-standing principles of
civil liability would rule out the application of full liability for the total
socia loss, given the general legal principle that compensation in torts
should not exceed actual loss. In order to maintain efficient ex ante
incentives, while avoiding victims  overcompensation, some
unconventional solutions should be considered. One such approach might
involve decoupling liability from compensation, so that the total expected

60 Wwilliam Bishop & John Sutton, Efficiency and Justice in Tort Damages. The
Shortcomings of the Pecuniary Loss Rule, 15 J. Legal Stud. 347, 353 (1986)

39



liability faced by the tortfeasor could be linked to the expected socia |0ss,
Ls, while keeping the level of victim’s compensation capped at the val ue of
the private loss actually suffered, Lp.” The difference between the amount
collected from the tortfeasor and the amount paid to the victim could be
collected as a penalty or tax payable to the administration or some other
fund created for such purpose (T = Ls— Lp). Upon closer examination, itis
possible to see that the combined effect of the liability for the private
damages and the additional penalty or tax for the social externality would
yield the optimal level of ex ante deterrence (i.e., D= Lp+ T=Ls). Sucha
decoupling solution represents only one way in which the optimal level of
ex ante deterrence can be pursued.

Thelast group of casesinclude situationsin which thetort generates
a socia loss, Ls, but which, paradoxically, generates a benefit for the
immediate victim of the wrongful action (i.e., Case 5). Thisis one of the
hypothetical situations that, for the reasons explained below, falls outside
the practical scope of application of the pure economic lossrule, but which
we address briefly, for the sake of theoretical completeness. It isinteresting

61 A few clarifications should be made at this point: (&) Not all economic losses should be
compensable, only those economic losses that constitute a socia loss, as extensively
discussed above; (b) The payment of the additional damagesfor economic losses—if borne
by a subject different from the immediate victim of the tort—should not necessarily be
received by theimmediate victim and could well be collected by an administrative fund or
by the state. This will avoid the problem of overcompensation and moral hazard (i.e.,
adverse incentivesfor potential victimsto suffer an economic loss, resulting in a potential
gain). Obviously the complete decoupling of liability and compensation posesthe practical
problem of creating incentives for providing evidence of the extent of the actual harm,
given the fact that the potential third party victimswould not receive any benefit from the
proof of their loss.

40



to notethat sinceLp £ 0, theimmediate victim of thetort does not have any
incentiveto bring action against the tortfeasor. In this case, thethird parties
who bear the residual social cost, Ls, would have an interest to file suit
against the tortfeasor. Here lies one of the difficult cases of pure economic
loss. Any exclusion of liability would violate the ex ante efficient rule
D = Ls, but any recognition of liability would give rise to open-ended
litigation and the creation of a “balance deficit” in the liability of the
tortfeasor.

The open-ended litigation would follow from the fact that third
parties other than the immediate victims are, by construction, those who
suffer theloss and would require procedural standing for bringing suit. This
would create the conditionsfor open-ended litigation, asit will be discussed
more extensively in the following section.

The balance deficit problem follows from the fact that, in order to
avoid overdeterrence, liability intorts should be limited to the amount of Ls.

In situations illustrated by Case 5, however, the wrongful action
creates some positive benefit on the immediate victim of the tort. That is,
there is a non-positive private loss Lp £ 0, while ssmultaneously an actual
loss on other individuals (i.e., Ls> 0). Thetotal value of the lossimposed
on the various subjects equalsLs + ¥4_pY%; but as discussed above, only the
net social loss, Ls, should be imposed under the form of liability on the
tortfeasor. We would thus have legal claimsfor compensation in torts that
exceed in value the amount of optimal liability. Granting systematic
compensation to all such claimswould createinefficient overdeterrence. To
avoid such overdeterrence, two aternative solutions could be examined: (a)
allow the tortfeasor to recover the value of the benefit, Lp, from the
immediate beneficiary of his wrongful action, allowing him to give full
compensation to all those who suffered a loss; (b) devise some arbitrary
criterion to curtail the number (and amount) of legal claimsto the efficient
level, Ls, allowing thethird partieswho benefited from the wrongful action
to keep such benefit.

4, Rethinking the Exclusionary Rule Through Economic L enses

The economic restatement of the exclusionary rule now allowsusto
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revisit some of the apparent anomalies observed in the application of the
exclusionary rule in European jurisdictions. anomalies that were left
partially or wholly unexplained by the traditional theories examined in
Section 2. We shall proceed examining if the emergence of the current
contours of the exclusionary rule can be explained by economic analysis
and wewill suggest that several such doctrines have evolved in responseto
efficiency considerations by courtsand policymakers. Most importantly, the
analysis provides a plausible explanation for the gradual departure of al
European legal systemsfrom their default attitude towardsliability intorts:
“liberal” systems, such as France, create exceptions to the domain of
compensable economic loss, and “conservative” systems grant occasional
compensation for losses that would otherwise fall outside the listing of
protected interests. In this context, economic analysisunveilsthe underlying
logic of what would otherwise appear to be an ad hoc application of the
exclusionary rule driven by afuzzy judicial pragmatism.

4.1  Exclusionary Rulefor “ Purely Private Economic Loss” : Revisiting
the Legal Taxonomy

In the above sectionswe presented arestatement of the exclusionary
rule consistent with the economic model of optimal liability. Such
reformulation distinguishes between “socially relevant economic losses’
(which generate aprivate loss and a corresponding socia loss) and “ purely
private economic losses” (which instead generate a prejudice for some
individuals, with offsetting benefit for others, and no net loss for society).
The economic restatement of the exclusionary rule would account for such
distinction, stating that plaintiffs should be barred from recovering damages
for purely private economic losses. We shall now revisit four “standard
cases’ of pure economic loss examined in Section 1.2, in the search for
common elements between the legal and economic criteria of evaluation.

The analysis at first reveals alack of correspondence between the
traditional legal and economic categories. The empirical findings, however,
strongly support our hypothesisthat the practical contours of the economic
loss rule in European jurisdictions have been strongly influenced by
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efficiency considerations. What appears fuzzy judicial pragmatism in the
European case law is instead a quite accurate implementation of the
efficiency criterion. The economic restatement of the exclusionary rule
indeed providesagood fit in explaining the apparently fragmented approach
of European courts on the issue of pure economic loss.

a. The Mixed Economic Nature of “ Ricochet Loss’ : The Relevance
of Case Law Distinctions

Inthefirst group of cases, the Ricochet |oss cases, aphysical damage
is done to the property or person of one party, which in turn causes the
impairment of the contract rights of the plaintiff. Examples contemplate
damageto thingsor personsthat, in turn, occasion an economic prejudiceto
athird party. The direct victim of the accident sustains physical damage
while plaintiff is a secondary victim who incurs only economic harm.
Textbook illustrationsinclude the case of wrongful behavior that damagesa
ship, with economic loss to a third party, who has relied on the shipping
services of the sunk ship; or the case of impairment of an employment
contract due to wrongful harm to the employee, with resulting economic
losses for the employer. The “Cable Cases 62 and the “Loss of a Star”
cases,%3 are real life examples on point.

In Ricochet |oss casesthe rel ationship between the private loss of the
plaintiff and the resulting social loss deserves some consideration. The
European casesreflect the mixed nature of thelossin Ricochet |oss cases, as
reflected by the split judicial decisions on the matter. The trends, however,
strongly support our hypothesisthat the contours of the economiclossrule
aredriven by implicit efficiency considerations. Indeed, European trendsin
the adjudication of Ricochet cases are consistent with our economic
restatement of the rule, as shown by the fact that the very large majority of
jurisdictions deny liability in “Loss of a Star” cases, while granting
compensation in “Cable Cases.” The empirical findings are even more

62 E g., Spartan Steel and Alloysv. Martin & Co., QB 27 (1973)

63 E.g., Torino Calcio SPA v. Romero, Cass. Civ., SU 26.1.1971, n. 174, Gl, 1971, 1,1,
681
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striking in that “Cable Cases’ present problems of open-ended litigation
that conversely do not affect “Loss of a Star” situations.

The dichotomoustreatment of these two categories of Ricochet |oss
iseasily explained in economic terms. In many situations, an asset’ s market
price already captures the discounted present value of the flow of income
from the employment of the asset in valuable productive activities. The
market for sport champions is highly competitive and players are able to
exploit their bargaining power to their advantage. The value of a soccer
player, thus, already captures agood portion of the surplus that the team or
club expects to earn from the player. In the market for “stars’ individual
champions capture most of the rent, given their position as monopolistic
sellers of non-fungible services. If compensation received by the primary
victim aready includes the lost wages from his “star” employment, any
additional liability of the tortfeasor toward the team would likely amount to
duplicate compensation for the same |l oss, with resulting excessive liability
and over-deterrence.

Not every Ricochet case, however, fitsthismold. In other situations,
such asin the “Cable Cases,” the asset’ s market price does not capture the
full surplus that third parties derive from its use. The price of telephone
servicesor other utilities, for example, cannot be assumed to capture thefull
consumers’ benefit derived from the use of such services. In such cases, if
the exclusionary rulelimitsliability to the loss suffered by the telephone or
utility company, compensation would fall short of the true social loss
occasioned by the accident. If liability is avoided in those cases, it is most
likely because of concerns for open-ended liability and not for efficient
incentive considerations. Inmost redl life cases, thetrue social loss probably
lies in between the above considered values, since neither upstream
suppliers nor downstream consumers are likely to capture the full surplus.
These intermediate cases would call for a partial application of the
exclusionary rule, limiting liability to the “socialy relevant” portion of the
economic loss.

The observed pattern of adjudication in European jurisdictions
throwsinto doubt of several scholarswho maintain that the emergence and
popularity of the exclusionary rule would be explained by concerns for
open-ended litigation. If such claim were correct, we would observe the
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opposite pattern of adjudication of Ricochet loss cases. These findings
clearly support our hypothesis that efficiency considerations are strongly
influencing the result in this category of cases.

b. Normative Agnosticismin “ Transferred Loss” Cases

In the second group of pure economic loss situations, which we have
called Transferred loss cases, a tortfeasor causes physical damage to a
victim’'s property or person, but a contract, or the law itself, transfers the
lossto athird party. Asaresult of an initial wrongdoing, aloss that would
ordinarily fall on the primary victim alone (generally the direct victim of
physical injury or the owner of aphysical asset) ispassed on to asecondary
victim, who only has a contractual interest in the property or a contractual
obligation to insure the victim’'sloss. A transfer of loss of thistype usually
occurs when the damaged property is subject to a lease, a pending sales
contract, or an insurance agreement.54 A similar transfer of the loss can be
effected by the law. A loss transfer occurring by operation of law is, for
example, found when apay continuation statute requires an employeeto pay
the salary of an employee, even if the worker is unable to perform his
obligations under the contract due to an injury occasioned by athird party
tortfeasor.

Legal systemsaddressthe question of whether the secondary victim
should be able to obtain compensation for the pure financial loss from the
tortfeasor, with openly different solutions. From an economic point of view,
the solution to these casesis quite straightforward. The relevant factor for
determining the optimal level of liability is given by the extent of the
socialy relevant loss. The transfer of a loss from a primary victim to a
secondary victim which resultsfrom acontract (e.g., alease or aninsurance
contract), while changing the final allocation of the residual liability, does
not modify the gravity of the actual loss occasioned by the accident. An
accident produces an objectiveloss, regardless of who ultimately bears such
loss. For example, an accident that destroysacommercial building createsa

64 E.g., Robins Dry Dock v. Flint, 13 F.2d 3 (2d Cir. 1926), rev'd 275 U.S. 303 (1927);
The Aliakmon, 2 AER 44 (1985)
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given amount of loss, whether the building isinsured or whether a statute
or acontract transfers some of the loss to a secondary victim. The optimal
amount of liability imposed on the tortfeasor should, therefore, not depend
on the existence of aloss transfer mechanism. The physical and economic
losses that follow the destruction of a building should compensated in full
regardless of who ultimately bearstherisk: an insurance company, atenant,
or the actual property owner.

The exclusionary rule should properly be utilized to prevent
imposition of double liability—in favor of both primary and secondary
victims—for the same loss, but should in no way reduce the amount of the
tortfeasor’ s liability below the total socia loss generated by the accident.
Put differently, for the purpose of optimal deterrence, the expected liability
should equal, but not exceed, the full social loss. The computation of the
socia lossin these cases should include the sum of the “net” loss received
by the property owner and the additional loss received by those who have
other interests over the property. Whether such total compensationispaidto
the primary or the secondary victim, or split among the two, isimmaterial
from adeterrence standpoint. Other principles, however, cometo therescue
in establishing who should receive compensation for the loss.

From an economic point of view, the main economic criterion for
understanding the transferred loss problem flows from the following
consideration. Rational parties account for the effect of their expected
liability in setting the pricefor their contract. The clearest illustration can be
found in theinsurance case. If insurance companiesare allowed to exercise
asubrogation action to obtain compensation from the original tortfeasor in
al cases of Transferred loss, the average net recovery from subrogation
claimswill be discounted from their expected liability cost. Inturn, thiswill
lower the insurance premium for all potential primary victims. The same
holds in the converse case in which an exclusionary rule prevents the
secondary victim from recovering the economic loss. If any other
contractual relation or lega rule transfers the loss from a primary to a
secondary victim, the underlying contract price would likewise reflect the
expected cost of such transferred risk. For example, in the event of a pay
continuation statute, the employer discounts the risk of an injury (and the
cost of remunerated sick leave) of his workers from the expected value
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product of hiswork force. The equilibrium market wages would reflect the
mandatory welfare coverage, shifting back on the workers most of the cost
of such forced insurance. Identical conclusionswould apply to the case of a
lease contract. Consider, for example, an exclusionary rulethat statesthat, if
athird party occasions damage to the rented property, the lessee would be
barred from recovering the economic loss from the lost use of the rented
space. Under such rule, the lessee would discount from the rent the expected
economic loss from potential accidents. In the aggregate, equilibrium
market prices would reflect the lower protection and lower expected value
of the lessee’ sinterest, with lower rental prices.

The above considerations suggest that the application of the
exclusionary rulein Transferred loss casesislikely to have no incentive or
wealth effects. Criteria of efficiency and distributive justice are neutral to
the question whether the exclusionary rule should apply to this class of
cases.

The economic criterion remains agnostic on which rule should be
applied under the circumstances, but calls for clarity and coherence in the
legal system. Assuming that the likelihood that athird party inflicts damage
to the property is causally exogenous (i.e., it does not depend on the
behavior of the primary or secondary victim), from an efficiency point of
view, all possible alocations of the risk are efficient, as long as they are
known by the parties and consistently applied. The legal system, in other
words, by announcing the rule ex ante provides a valuable coordination
device, which facilitates parties’ bargaining. Aslong asthe full social cost
of the accident isborne by thetortfeasor, the application (or lack thereof) of
the exclusionary rulewill have no impact on the efficient precautions of the
parties or the final distribution of the cost of accidents. The price system
will, infact, offset any attempt by thelegal system to transfer the exogenous
risk of accidents between a primary and a secondary victim.

The conclusions generated by the efficiency criterion arethuseasily
reconcilable with the observed split among European legal systemsin the
treatment of Transferred loss cases. All solutions that we have examined
are in fact acceptable, aslong as the (1) the avoidance of the exclusionary
rule does not lead to a duplication of the tortfeasor’ s liability for the same
objective loss; and (2) the adoption of the exclusionary rule does not
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excludethefull compensation of therelevant social loss. Theidentification
of the party who should ultimately be entitled to collect compensation is of
no consequence for the purpose of determining efficient liability and fair
risk allocation.

c. Private versus Social Loss for the Closure of Public Service and
I nfrastructures

In the third group of cases considered in Section 1.2, an economic
loss ariseswithout apreviousinjury to anyone’ s property or person. If there
is a physical damage, it is to “unowned resources’ that lie in the public
domain.®> Textbook examples of thiscategory of casesincludethe scenario
where a negligent act forces the closure of a public market or a highways,
occasioning however an economic loss to individuals whose production
depends on such infrastructures.6

As we have pointed out above, this category raises the greatest
concern about liability to an indeterminate class of individuals, with
relevant concerns for open-ended liability and litigation. Not surprisingly,
with the possible exception of France and a few unsettled jurisdictions,
European courts have been reluctant to grant compensation for pure
economic loss in these situations.

From an efficiency standpoint, the pragmatic tendency to deny
compensation for pure economic losses does not raise serious concerns. The
socially relevant extent of a pure economic loss suffered by an individual
user of apublic serviceor infrastructureisgenerally given by thedifference
between the first and second best opportunity available to such individual.
The measure of lost profits from the salesin a closed market is not a good
proxy for the computation of the relevant social loss in such cases.
Compensation, in fact, should not exceed the difference between the
foregone profit and the profit that such individual could have made by
engaging in an aternative second best productive activity. Furthermore,

65 Victor Goldberg, Recovery For Economic Loss Following the Exxon Valdez Oil Spill,
23 J. Lega Stud. 1, 37 (1994)

66 See, e.g., Weller v. Foot & Mouth Disease Research Inst., 1 QB 569 (1966); Louisiana
ex rel. Guste, v. M/V Testbank, 752 F.2d 1019 (5th Cir. 1985)
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such measure only provides an upper limit in the amount of recoverable
damages. Some of thelost profit for the plaintiff, infact, could well resultin
awindfall gain for other suppliers, who might be able to draw a benefit
from thelarger share of demand that they can serve. Inthelimited case of a
perfectly elastic market response, the accident would occasion no socially
relevant economic loss (i.e. the pure economic loss of one party would be
offset by the pure economic gain of others, with no net socia loss). With
imperfect market elasticity, however, there could be some positive social
loss. A private economic loss of one party would not generate a social loss
of equal magnitude, unless we consider the purely abstract case of a
perfectly inelastic market (i.e.,, a Situation where the market cannot
compensate for the production shortage and thus satisfy the excess demand).
In most real life cases, the pure economic loss of the victims therefore
constitutes agross over-estimate of thetrue social |oss, and the exclusionary
ruleis correctly applied to avoid excessive liability and over-deterrence.

The dominant trend in European jurisdictions, denying recovery for
third parties pure economic loss, is therefore fully consistent with our
hypothesis that the practical contours of the economic loss rule are driven
by implicit efficiency considerations. The overal social relevance of the
economic losses for the various partiesis likely to be at aminimum in this
group of cases. We should additionally consider the fact that patrimonial
ripple effect might also be at a maximum in these situations, giving
relevance to the concernsfor open-ended litigation. Most likely, the quasi-
unanimous application of the exclusionary rulein these situationsreflectsa
combination of factors. First, the economic loss is likely to be a “purely
private economic loss.” Second, even in those few instances of inelastic
market conditions in which the private loss of the parties might generate a
social loss, the administrative costs of implementing afull liability system
would be prohibitive. The occasiona efficiency gains do not justify the
creation of such large administrative costs.

d. Economic Loss and the Market for Professional Services and
| nformation

The fourth and last group of cases considers the liability of those
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who furnish professional advice, prepare dataor render services concerning
financial matters. The information or services that they furnish to a client
may be relied upon by third persons. If the advice, data or services are
carelessly compiled or executed, the relying third party may sustain a pure
economic loss. Textbook examples of this category of economic loss
include the case of accountants, who carelessly conduct an audit of a
publicly traded company, overstating the company’s net financial worth.
Relying upon the accuracy of the audit, investors may buy shares in the
company at morethan their current value. Thelossto theinvestor ariseson
the basis of misplaced reliance. Other examples contemplate the case of
mistaken or falsejob reference and credit ratings, which may causefinancia
losses to a third party.6’ Professional services of lawyers may likewise
occasion harm to a third party, such as in the case of a will carelessy
prepared by alawyer for hisclient, which is subsequently deemed invalid,
with a pecuniary loss to a third party non-client.68

Theempirical findingsfrom European jurisdictions concerning this
category of economic loss are quite peculiar. European courts are virtually
unanimous in allowing recovery of pure economic loss when the flawed
services are provided by lawyers and notaries,%9 but are more reluctant to
allow such recovery in the case of auditors and accountants. The
dichotomous approach followed by European courts is at first quite
puzzling. There no obvious features in the nature of the services provided
by lawyers and notariesthat can help us differentiate them from the case of
auditors and accountants. A more careful consideration of the matter
through economic lenses, however, unveilsthe latent qualitative difference
between the two groups of cases.

Lawyers and notaries generally provide services that benefit
exclusively the client or restricted group of third parties. Any third party

67 see also, Hedley Byrne & Co. v. Heller & PartnersLtd., AC 465 (HL) (1964)

68 See, e.g., White v. Jones, 2 AC 207 (HL) (1995); Lucas v. Hamm, 11 Cal. Rept. 727
(Cdl. Ct. App. 1967); Rossv. Caunters[1980] Ch. 297

69 As discussed above, in the specific case of Notaries (e.g., the defectivewill drafted by a
negligent Notary), thereisvirtual unanimity infavor of theintended beneficiary’ srecovery
of hisor her financial loss: eleven European countries sampled in the Bussani & Palmer
(2001) study indicate the recoverability of theloss, with no system opposing such solution.
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that derivesabenefit from the services of the notary or lawyer, such asto be
ableto claim an economiclossif the serviceswereflawed, islikely to bean
intended beneficiary of the client who is paying for the professional service.
The price of services rendered by this group of professionalsincorporates
the expected cost of professiona liability in the event of involuntary
malpractice. As part of the professiona fees charged by the lawyer or
notary, the client isthus paying for the implicit warranty of quality and the
right to obtain compensation in case of defective services.

The same logic applies in the case of accountants and auditors. In
this case, however, there is a much larger range of individuals that may
utilize and rely upon the information provided by these professionals. If
liability wereimposed for the pure economic loss suffered by al such third
parties, the larger potentia cost of liability for mal practice would be borne
by those who acquire the professional services, under the form of higher
fees. This, in turn, would reduce the quantity of professional services
demanded, with a potential deadweight loss for society.

What distinguishes the two groups of casesis, therefore, the ability
of the* purchaser” of professional services(i.e., theclient) tointernalizethe
full benefit of the information or services acquired. If third parties (other
than the intended beneficiaries of the professional service) can rely on the
information produced by the professional (and claim compensation in case
of flawed information), without directly or indirectly contributing to the cost
of the service, an externality problem would be created. Thiswould lead to
a sub-optimal demand for professional services.

This analysis nicely squares with the dichotomous treatment of
professional services cases in European jurisdictions. Due to the intrinsic
nature of the services provided by accountants and auditors, itismorelikely
that third party investors and other financial institutions may rely upon the
information provided by such professionals. Once the information is made
available, the original purchaser of the professional service is generaly
unable to capture the full benefit generated by the information (e.g.,
collecting a payment from third parties who take advantage of the
information). In these cases, the selective application of the exclusionary
rule servesthe very valuable purpose of correcting the externality problem
that would otherwise affect the market for professional services.
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Inthislast group of casesaswell, therefore, the European trendsare
consistent with the economic model of optimal liability. Yet the
exclusionary rulereflectsadlightly more complex set of considerations. The
rule prevents the recovery from third parties (other than the intended
beneficiariesof the service), since such partieswould otherwise increasethe
cost of the service, at the expense of the buyer of the service, with a
resulting externality loss. This application of the exclusionary rule is
consistent with the hypothesis that the practical contours of the economic
loss rule are driven by efficiency considerations, but is not immediately
derived from out economic restatement of the exclusionary rule.

We may conclude that plaintiffs are barred from recovering
damages, not because their losses are purely private, but because the
compensation for such economic losses would impose an external cost on
those who purchase professional services, with aresulting deadweight loss
for society. The application of the exclusionary rule in these cases, is
efficient, but represents a second-best outcome, compared to an ideal
aternative in which all third parties could be induced to contribute to the
cost of the information supplied by the professional, enjoying full
compensation in the event of flawed professional services.

4.2  Purevs. Consequential Economic Loss.

The comparative study of the pure economic loss rule reveals that
theruleis often cast in negative terms as aloss without antecedent harm to
plaintiff’s person or property. In this context, the word “pure” plays a
central role, for if there is economic loss that is connected to the slightest
damage to person or property of the plaintiff (provided that all other
conditions of liability are met) then the latter is called consequential
economic loss and the whole set of damages may be recuperated without
guestion. According to the dogmatic statements often used to justify the
rule, consequential economic loss (sometimesalso termed parasiticloss) is
recoverable because it presupposes the existence of physical injuries,
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whereas pure economic loss strikes the victim’ swallet and nothing else.”0
This explanation begs the question as to why pure economic interests
should be granted lesser protection than interests in tangible property.

To facilitate our inquiry on the actual foundations of this peculiar
feature of the exclusionary rule, it is noteworthy that “consequential”
economic loss is in principle recoverable in every European system —
whether the source of the loss is intentional or negligent conduct, or an
activity subject to strict liability. This signals the clear tendency of
European legal systems to conceptualize economic losses in general as
compensable harm.’1

What is actually surprising, then, is the different treatment several
European legal systems reserve to the germane case of non-consequential
(i.e., “pure’) economic loss. The exclusionary rule for “pure’” economic
losses indeed seems to be an exception, one not easily attributed to a
dogmatic conceptualization of what constitutes unjust harm. We are left
wondering what could explain the frequent adoption of thiscriterionin the
European definitions of compensable loss.

From atheoretical point of view, the criterion is problematic. The
affairs of economic actors are highly interdependent, connected to one
another by aweb of rightsand dutiesthat bind together legal, economic and
proprietary interests. |n these circumstances, it isreasonably foreseeablethat
damageto any oneinterest may affect other interests. Furthermore, much of

70 The distinction has been recognized as artificial by Bussani & Palmer, 2001, who
suggest that those legal systemswhich employ theselabels conceive of economiclossasan
isolated phenomenon, as if plaintiff’s patrimony were a separate world, cut off from all
others. Intheview of such authors, thislogic defieseconomic and socid redlity. Inthereal
world “a practically unlimited range of interests are intertwined in an aimost unlimited
variety of ways.” P. Benson, The Basisfor excluding Liability for Economic Lossin Tort
Law, in D.G. Owen, The Philosophical Foundations of Tort Law 427, 431 (Clarendon,
Oxford, 1995).

71 The ability of tort victims to recover consequential financial losses should not be
surprising. In the civilian tradition, lost profit (i.e., lucrum cessans) hastraditionally been
recognized as compensable harm, not differently from the other direct harm suffered by the
victim (i.e,, damnum emergens). See Edoardo Volterra, Istituzioni di Diritto Privato
Romano 128 (1980) on the Roman law origins of theliability for lucrum cessans; see also
Mario Talamanca, Itituzioni di Diritto Romano 657 (1990), who shows that the
exclusionary rule may have had some antecedents in classical Roman law.
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the value of proprietary interests is often found in their potential as
instruments of production, i.e., inthe capacity of physical assetsto generate
astream of economic income. But such potential isgenerally capturedinthe
market value of the asset, so that the compensation for the physical loss
would be duplicated by the eventual compensation for the consequential
economic loss. On the contrary, in other cases, the economic interest is
independent of any tangible asset. Absent any compensation for the* pure”
economic loss, the victim would have no opportunity to recover his
economic prejudice and the potential tortfeasor would face less than the
ideal incentive to avoid creating a harm. In both cases, therefore, we have
situations where the distinction between pure and consequential 1oss may
fall short of inducing optimal outcomes.

Given the natural connection between harmful behavior and
economic and financial losses, itisvery hard to rationalize the exclusionary
ruleintermsof causation. Nothing seemsto distinguish the* consequential”
economic loss, which follows a small physical loss, from the case of a
“pure’ economic loss, when the victim escaped any physical harmto person
or property and yet suffered an economic prejudice.

The comparative examination of casesfrom European jurisdictions
that follow the exclusionary rulefurther showsthat thereislittle agreement
on when a loss should effectively be considered “ consequential” and thus
recoverable. Some national courts have devel oped rulesthat requireamore
stringent connection between antecedent physical loss and the resulting
economic harm. Under such rules the court may conclude that plaintiff’s
loss was “pure’ (hence unrecoverable) because there was insufficient
relation to prior physical harm sustained by plaintiff. Y et judges in other
systems, employing less exigent notions, may deem the same loss
“consequentia” and thereby permit its recovery.

Without a clearly enunciated justification for requiring
"consequentiality" asastandard for recoverability of economicloss, wethen
ask what makes the occurrence of a prior physical act so critical. Why
would the absence of such an act justify the application of the exclusionary
rule to the consequent economic loss, given that identical economic loss
would enjoy full compensation in the presence of an antecedent physical
prejudice?



We suggest that that consequential loss and “pure” economic loss
are not treated as different in kind or in principle, but are only
distinguishable by the circumstances in which they originate and the
technical limits that have been imposed on their recoverability. In this
context, comparative anaysis reveals that the underlying rationale of this
peculiar feature of the exclusionary rule is to be assessed beyond the
dogmatic statements as a matter of judicial pragmatism. The comparative
data indeed suggests that the notion of “consequential loss’ is a legal
construct that is simply invoked in response to different pragmatic policy
concerns.

The criterion of “consequential” loss, however, remains mostly
opague to the true goals that drive the decision-making process. This
rationale can be construed when one considers the intriguing contrast
between the laws of physics and the dynamics of financial loss. Financia
harm isassumed to have agreater likelihood to continue. It hasinterestingly
been pointed out that the laws of Newton do not apply on the road to
financial ruin. Physical damage may have a final resting point, but
patrimonial harm is not slowed down by gravity and friction. The
magnitude of economic losses may, to the contrary, be subject to the
multiplier effect of modern economic systems.’2 The distinction between

72 The harm has often been compared to the recovery of damagesfor nervous shock, since
there too the loss can be “pure” as opposed to parasitic, and there too the danger of
reverberating impacts is commonly given as a reason for restrictive rules. The analogy,
however, must not be pressed too far. Courtsin emotional shock cases have been troubled
by anumber of rather different concerns, particularly the difficulty of defining the threshold
harm (what degree of shock should be cognizable? what manifestation of the harm should
be required?) and the difficulty of detecting false or fraudulent claims. In the case of pure
economic loss, however, the problem of defining thethreshold of the harm isminimal, (the
threshold of financial damage always begins at zero); the factual existence of loss is
objectively demonstrable and its measurement and proof are not easy but perhaps less
problematic. The characteristic uncertainty of financial loss doesnot consist in defining or
verifying the harm but in establishing the causal link between it and defendant’ s conduct.
The threat of fraud is also of less concern because such loss is free of the danger that
claimants may simulateits symptoms. Accordingly economiclossislesseasily feigned than
the manifestations of nervous shock. We therefore suggest that the most important
similarity between the two areas centers upon judicial concern about expanding liability in
favor of anindeterminate number of plaintiffs, for indeterminate amounts of damages. For a
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pure and consequential harm is therefore driven by the need to allow the
physical laws of friction to restrict the domain of economic loss. Thereis
nothing intrinsic in the nature of consequential economic lossesthat allow
usto distinguish them from pure economic losses. Physical |osses, however,
can only affect so many individuals, while economic losses can travel far
and wide.”3 The fact that an economic loss can be recovered only by an
individual who suffered a prior physical loss seems to be focused on
limiting the number of potential plaintiffs, while maintaining some positive
level of deterrencefor potential wrongdoers. It isnoteworthy that inall such
casesin which the economic lossisnot likely to be related to an antecedent
physical loss, adifferent criterion isestablished by European courtsin order
to balance the opposing needs of maintaining deterrence while minimizing
adjudication costs.

43  “Pure’ Economic Loss for the Infringement of a Satutorily
Protected Interest

Another element is quite valuable for our understanding of the
common -- and yet unspoken —economic logic that drives the applications
of the exclusionary rulein European jurisdictions. Quiteinterestingly, even
when “pure” (i.e., not “consequential”) economic harm has been suffered,
recovery can aways be obtained if the |oss stems from the infringement of
statutorily protected interests, such asthose protected by antitrust, copyright
and patent laws. Although the European tendency to grant compensation in
such cases is not openly explained in economic terms, the tendency is
consistent with the hypothesis that the contours of the economic loss rule
are driven by implicit efficiency considerations. The general tendency to

discussionin American law, see Robert L. Rabin, Tort Recovery for Negligently Inflicted
Economic Loss: A Reassessment, 37 Stan. L. Rev. 1513, 1524-1525 (1985).

73 Tony Weir, A Casebook on Tort 6, Vol. 14(d) (9" ed. Sweet & Maxwell 2000). This
was aso the view of Fleming James who stated that the “physical consequences of
negligence usually have been limited, but the indirect economic repercussions of
negligence may befar wider, indeed virtually open-ended.” Fleming James, Limitationson
Liability for Economic Loss Caused by Negligence: A Pragmatic Appraisal, 25 Vand. L.
Rev. 43, 45 (1972).
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grant compensation for this narrow category of protected economicinterests
is indeed consistent with microeconomic theory. Unlike other financial
losses that derive from the loss of market share or production profit, pure
economic loss that results from the infringement of copyright or patents
relate to the loss of a monopoly profit that is socially desirable and thus
legally protected.

Uncompensated economic loss that arises from the violation of a
protected intellectual property occasions social losses that go beyond the
specific transfer of profit from one a copyright or patent owner to a third
party infringer. Copyright and patent laws grant atime-limited monopoly to
reward the creative efforts of the inventor and to create incentives for
individuals to engage in the production of valuable intellectual property.
Thelack of protection of such economic interest, far from being azero-sum
transfer from one party to another, corrodes the incentives that the
intellectual property law attempted to createin thefirst place. Likewise pure
economic lossesthat derive from theinfringement of antitrust law are prima
facie inefficient, since they create a social loss due to the distortion of
competition that isgoes beyond the specific transfer of profit from one party
to another. Such economic transfers, if left uncompensated, would create
incentivesfor inefficient negative-sum reallocationsfor society asawhole.

The same logic holds for economic losses that are the result of the
so-called ‘business torts’, such as unfair advertising and detrimental
competition.”4 Also in this case, European legal systems grant full
compensation for the pure economic lossesthat are the consequence of such
category of torts.

The rules in these areas largely depend on policy factors that are
exceptional in nature and are mostly antithetical to those goalsthat apply to
other fields of the law. For example, the law generally promotes
competition and preventsthe consolidation, let alonethelegal protection, of
monopoly positions in the marketplace. Y et in both copyright and patent
law the law grants and protects a limited monopoly position to the
intellectual property creator to reward his creative efforts. Likewise, in the

74 Although legal systems such as France, the Netherlands, the UK and Portugal handle
these problems with the help of the general law of obligations (the 6th book of the Dutch
civil code devotes an entire chapter to unfair advertising).
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case of businesstorts, the law sanctions, rather than promote, competition,
in order to avoid destructive forms of unfair advertising, which would likely
create anet social loss. All such areas represent exceptionsto therule, and
the lack of application of the economic loss rule should be correctly
understood within such policy context, rather than treating it asan awkward
dogmatic construct.

4.4  Actor’s Sate of Mind: Intention vs. Negligence.

Onefurther feature of the economic lossrulefindslittle explanation
in the traditional rationales of the rule. All European legal systems agree
that intentionally inflicted pure economic loss is recoverable. The
exclusionary rule, whenever it isapplied, isonly associated with economic
loss caused by negligent behavior, not intentional wrongdoing.

The common treatment in European law of economic lossthat arises
fromintentional wrongdoing poses an interesting puzzle. In determining the
extent of liability, most European systems give little significance to the
subjective element of a tort, since negligent and intentional torts are
governed by common principles as far as the assessment of damages is
concerned. The divergence in European systems, however, begins when
negligence is found to be the cause of the pure economic loss.

It has been suggested that the significance of this point is of more
practical importance than it may initially appear. Its range of application
may be somewhat greater than the narrow, infrequent form of liability that
are suggested by the words, “intentionally inflicted." Furthermore, it is
interesting to observe from the comparative point of view that the shift to
higher degrees of culpability tends to broaden the scope of recovery in all
systems. This suggests, at a minimum, that the exclusionary rule should not
be conceived as a simple rule based solely on the nature of plaintiff’'s
damage. The material nature of the loss, in the view of comparative legal
scholars, isno more than one e ement in acomplex balancing which decides
where and when limits will be imposed in tort.”> In tailoring the

75 See Mauro Bussani & Vernon Palmer, The Frontiers of Tort Liability: Pure Economic
Loss in Europe, in Liability for Pure Economic Loss: Frontiers of Tort Law (Mauro
Bussani & Vernon Palmer eds. 2001)
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exclusionary rule, judges and |legislators appear to consider other important
factors as well, including the actor’ s state of mind.

The recoverability of the intentionally inflicted economic loss has
two important economic explanations.

First, given the more difficult burden of proof, intentiona torts
represent only a small fraction of the total number of tort claims. Only a
small fraction of tort cases are successfully decided asintentional torts. This
renders the compensation of intentionally inflicted pure economic lossless
problematic from the point of view of derivative and open-ended litigation.

Pure economic losses necessitate full compensation for a second,
more compelling reason. Asit was noted in Section 3, severa situations
that fall within the scope of the exclusionary rule occasion zero-sum
transfers from the victim to a third party. From a social welfare point of
view, such cases may impose aloss on anindividual, but they do not create
any net social loss, because of the presence of offsetting benefits accruing to
third parties.

In such cases, we have seen an optimal level of liability would
require no liability for pure economic loss, since no corresponding social
loss is created. The exclusionary rule, if applied, would create no
inefficiency in terms of incentives. Thislogic does not apply to the case of
intentional torts, where the application of the exclusionary rulewould create
troubling results. It would, in fact, be possible for an intentional tortfeasor
to impose a pure economic loss on a victim, creating a direct economic
benefit for athird party, without having to face any tortious liability. This
would create the opportunity for uncompensated “takings,” intentionally
carried out for the benefit of athird party to the detriment of another. From
an economic point of view, these zero-sum transfers would generate the
potential for a dangerous spiral of reciprocal takings with substantial rent
dissipation for society as a whole. The apparent zero-sum game could
trigger a socially inefficient, negative-sum, epilogue.

This explains the presence of a common rule among all European
legal systems excluding the application of the economic loss rule for the
case of intentional torts. In many ways, the economic analysis of the
exclusionary rule offers an explanation for this peculiar feature of the
economic loss doctrinesin European law.
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This further explains the flexibility used by European courts in
evaluating the“intention” element in thisgroup of cases.’6 For the practical
purposes discussed above, the risk for reciprocal takings to the benefit of
third parties is not only the result of purposeful planning but also the
possible consequence of indirect intent (dolus eventualis) which should be
included within the notion of intentional wrongdoing in the application of
the economic loss rule. Though harder to prove than negligence, the
incidence of financial fraud is not a rare occurrence and the most liberal
interpretation of the notion of intent istherefore explainable as a necessary
effort to afford adequate protection.

4.5 Present vs. Future Loss

Examples drawn from the European cases of pure economic loss
indicate that patrimonial injury may take two distinguishableforms. It may
relate to the existing as opposed to the anticipated wealth of the victim. In
the first sense, plaintiff’s present wealth may be simply depleted by poor
financial advice, or dissipated by wasting time and petrol circumnavigating
amotorway that was closed due to an accident. In the second sense, plaintiff
may instead |ose whatever he or she expected to acquire, such asthe profits
from productive machinery suddenly shut down, or atestamentary legacy
lost because of a defectively drawn instrument, or a sport team’s reduced
gate receipts due to the accidental death of the team’'s star player.
Sometimes, when an expectation is destroyed in utero and proof that it
would have materialized is difficult, it is called the loss of achance.””

76 See, e.g., C. von Bar, Liability for Information and Opinions Causing Pure Economic
Lossto Third Parties: A Comparison of English and German Case Law, in B. Markesinis,
The Gradual Convergence 104 (OUP 1994)

77 For instance, a commission unlawfully rejects a candidate’ s application for ajob or a
fellowship. Seee.g., Conseil d' Etat, 12.11.1965, in Rec. Lebon, 1965, 613 (: « leréquérant,
evincé d’ un concours auquel il se serait présenté avec des chances sérieuses de succes en
raison de sestitres et travaux, asubi un préudice ».). Asto the debate, see G. Viney & P.
Jourdain, Introduction a la responsabilité, in Traité dr. civ., sous ladir de J. Ghestin 21
(LGDJ 2™ ed. 1995). For a piece discussing the German and English experience, see N.
Jansen, The Idea of a Lost Chance, 19 Oxford J. Leg. St. 271 (1999). See also P.G.
Monateri, Laresponsabilitacivile, in Tratt. dir. civ. diretto daR. Sacco 283 (1998) 583 ff.
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As between these types of wealth, it istheloss of expected weath—
unrealized profits—that presents the sharpest question for tort systems to
deal with. The difficulty is not simply that the demand for proof is more
exigent—Dby definition expectancies explore a future that only might have
occurred—Dbut also the appropriateness of affording protection in tort.”8

The difficulties faced by European courts in assessing liability in
tortsfor theloss of expected wealth arefully justifiable. Assessing the best
level of compensation for some future loss is not only difficult due to
evidentiary issues, but is compounded by a methodological question.
Should the compensation be linked to the discounted present value of the
future economic interest, or to the risk-equivalent level of compensation,
rendering the victim indifferent between the ex ante state of the world prior
to thetort and the ex post situation, after damages have been paid? Clearly
the former measure of compensation coincides with the latter in case of
risk-neutrality, but exceeds the latter if the victim is risk-averse.” The
methodological difficultiesin computing the effects of risk aversion over
the optimal measure of liability add to the general problems of determining
whether liability for pure economic losses should be imposed in a specific
case. The complexity of the overall problem explains the apparent
ambiguities observed in the cases dealing with loss of expected wealth and
unrealized profits.

78n countrieswhere an exclusionary rule of tort law exists, we may find atendency to say
that weal th expectancies should be protected in contract. Note for exampl e thetense unease
inthefollowing statement from aBritish judge: “I do not consider that damages for loss of
an expectation are excluded in cases of negligence arising under the principle in Hedley
Byrne, simply because the cause of action is classified as tortious. Such damages may in
principle be recoverable in cases of contractual negligence; and | cannot see that, for
present purposes, any relevant distinction can be drawn between the two forms of
action....” Per Lord Goff of Chieveley in White v. Jones, AC 207 (1995). See also H.
Reece, Loss of Chancesin the Law, 59 M.L.R. 188 (1996).

79 |n the presence of risk aversion, the discounted present value of the expected economic
interest exceeds the risk-equivalent measure of damages because damages are paid in a
certain amount, while future expected values are obtainable only with some level of
uncertainty.
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4.6  Reappraising the Economic Loss Rule in European Jurisdictions

Theefficiency criterion appearsto provide afitting rationalization of
what would otherwise remain puzzling empirical findings. European legal
systemsthat generally follow adifferent theoretical approach to tort issues
seem to react quite similarly to the various categories of pure economic|oss,
with solutions that often depart from entrenched dogmatic principles. The
European trends in the solution of pure economic loss cases are virtually
inexplicablewhen combined with the traditional doctrinesof pure economic
loss. In Section 2 we illustrated the limited explanatory power of the
traditional doctrines in the face of the observed applications of the
economic lossrulein European legal systems. The economic restatement of
the exclusionary rule has alowed us to return to the comparative findings
confirming our hypothesis that the efficiency criterion strongly influences
the observed judicial solutions.

Behind thevelil of rhetorical dogmatism, European Courts attempt to
implement an exclusionary rulethat promotes efficient outcomes. European
courts are attentive to the needs of striking a practical balance between the
limiting litigation while maintaining effective deterrence, within the
dogmatic constraints imposed by their legal tradition. The analysis has
unveiled the sound economic logic of much European case law, dispelling
the fist impression of ad hoc judicial pragmatism.

4.7  APostscript on Derivative Litigation and Optimal Liability

From a normative point of view, the concern for open-ended
litigation isboth factually and theoretically relevant. In many situationsthe
economiclossruleisnecessary in order to create efficient incentivesfor the
parties. In such situations, the creation of efficient incentives justifies the
application of the rule, even in the absence of any concern for open-ended
litigation.

In other cases, we have seen that the economic loss rule cannot be
justified in terms of optimal incentives. In these cases, considerations of
open-ended liability may acquire relevance. As often happens when trying
to pursue two policy objectives with the aid of only one control variable,
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one objective is often pursued at the expense of the other normative goal.
Such atradeoff isevident when applying the exclusionary ruleto categories
of cases that would require the imposition of full liability in order to
maintain efficient precaution incentives. Because of thistradeoff, concerns
for open-ended liability cannot be dispositive and may not alwaysjustify the
strict application of the exclusionary rule.

When eval uating the alternative functions of the economic lossrule,
it is important to note that it is not always possible to maintain optimal
incentives while avoiding open-ended liability with a single policy
instrument. If the economic lossruleisused to prevent open-ended liability,
it is important to redlize that, absent decoupling of liability and
compensation, the exclusion of liability may have negative effects on the
optimal ex ante incentives of the parties.

As amatter of policy design, the adoption of the exclusionary rule
for the sole purpose of confining litigationintortsisindefensible. The point
for ex ante deterrence is not so much who obtains compensation, but how
much should the tortfeasor pay, once atort occurs. Some economic losses
are as much atrue socia loss as other physical 1osses which are regularly
treated as compensable harm. The doctrines of pure economic loss, while
effective in avoiding open-ended litigation, occasionaly create several
problems on the front of ex ante efficiency. The question of whether the
avoidance of open-ended liability is worth the distortion of ex ante
incentives loses significance once alternative solutions are taken into
consideration.

In a nutshell, the problem of open-ended litigation is an important
one for the administration of justice. But, such an administrative problem
cannot justify the choice of an inefficient substantive rule, which would
create asizeable biasin the quantification of damages and in the creation of
incentives for efficient precaution. Other solutions, such as procedural
standing rules, for example, can be utilized to pursue the same normative
goa.” Put differently, if the true issue is one of open-ended liability, the

80 For example, legal systems could limit active legitimation for an action in torts to the
direct victims of atort, regardless of the economic or physical nature of the harm. This
would avoid the denounced problem of open-ended liability, barring downstream creditors
and other contracting parties of the victim from the exercise of remedies for the
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appropriate solution should focus on correcting the derivative litigation
problem, avoiding the creation of other problems on the front of individual
incentives.

As a methodological matter, once the avoidance of open-ended
liability is acknowledged as a driving rationale of the economic loss rule,
such pragmatic concern should be addressed openly, avoiding the
unnecessary and misleading use of other dogmatic constructs.8!

5. Conclusion

In spite of its historical resilience, the judicia propensity to limit
liability for various categories of pure economic lossstill lacksatheoretical
formulation to explain the many facets and patterns of application of the
exclusionary rule in European jurisdictions. The economic analysis of the
pure economic loss rule rai ses questions of the cogency and significance of
the theoretical and dogmatic arguments often invoked by judges and
academic writers. Generally, traditional theories are unable to explain the
current boundaries between compensabl e and non-compensabl e economic
losses.

We have presented arestatement of the exclusionary rule consi stent
with the economic model of optimal liability. Such reformulation requires
distinguishing between private losses that generate a corresponding social
loss and lossesthat are merely private, in the sense that, while generating a
prejudice for some individuals, generate an offsetting benefit for other
subjects, with no resulting social loss. Our hypothesisis that, although not
formally adopting this economic distinction, European courts are sensitive

compensation of pure economic losses. The measure of damages, however, should be
assessed taking into account the entire social loss, without any a priori exclusion of pure
economic losses.

81 Bussani & Palmer (2001) observe another interesting facet of the floodgates argument,
namely the geographical distribution of thelegal systemsthat invoke suchrationale. It does
not seem accidental that in countries where English and German legal cultures have a
decisive sphere of influence (e.g. English influence in Commonwealth countries and the
United States; Germanic influence in Austria and Portugal) the floodgates argument has
been received almost unquestioned. By contrast, in countries where French leadership is
acknowledged, one vainly searches for any trace or mention of floodgates anxiety.
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to these economic intuitions and attempt to implement an exclusionary rule
that could be stated in the following terms: “A plaintiff cannot recover
damages for a purely private economic loss.”

Behind theveil of rhetorical dogmatism, the analysisof actual cases
of pure economic loss reveals the judicial endorsement of sensible
pragmeatic efficiency goals. Due to the mixed use of dogmatic rhetoric and
judicial pragmatism, however, modern legal systems do not aways
coherently articulate the rationales for the exclusionary rule. As a result,
some of the considered judicia decisions are largely indefensible on the
basis of espoused traditional theories, but may be readily explained with the
use of economic analysis.

This paper has discussed the theoretical independence—as well as
the occasiona interrelationship—between the private and socia
components of the economic loss occasioned by atort. Liability rules for
pure economic loss cases need to balance the competing goals of (a)
maintaining optimal levels of expected liability and efficient ex ante
incentives; (b) avoiding open-ended and derivativelitigation; and (c) to the
extent possible, respecting entrenched legal dogmas and general principles
of civil liability.

The open recognition and practical balancing of these goalsrequires
thetheoretical reconceptualization of the exclusionary rule. Inthe process of
attempting an economics-based restatement of the economic lossrule, we
have come to the redlization that several practical contours of the
exclusionary rule—difficult to illuminate with traditional legal doctrines—
are consistent with the predi cates of economic analysis. European courtsare
not blind to the needs of striking a practical balance between limiting
litigation while maintaining effective deterrence, within the dogmatic
constraintsimposed by their legal tradition. It has been possible through the
comparative study of the rule to reassess and explain the economic and
pragmatic rationales of the rule and the economic soundness of the
emerging trends in the judicial solutions to the problem of pure economic
loss.
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