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OUTSIDE COUNSEL

Ensuring Choice-of-Law Provision
Includes Non-Contractual Claims

onsider the following scenario: a major
bank has recently retained your law
firm to recover $100 million due under
a credit agreement. The borrowers, a
number of Texas corporations, opposing
enforcement of the credit agreement have asserted
counterclaims for fraud, breach of fiduciary duty,
negligent misrepresentation, tortious interference
with contract, violation of certain Texas statutes,
and other “lender liability” type claims. The
bank has advised you that a prominent law firm
prepared the credit agreement and underlying loan
documents, each of which contains the following
choice-of-law provision designating New York law
to govern the agreements: “The agreement shall be
construed in accordance with and governed by the
laws of the State of New York.” Assume arguendo
that Texas law on “lender liability” type claims is
more favorable to a borrower than New York law.
The critical issue is whether the choice-of-law
provision in the credit agreement applies to the
tort and statutory counterclaims. The answer to
this question is crucial to analyzing the validity of
the counterclaims and whether a motion to dismiss
under Federal Rule 12(b)(6) or CPLR 3211(a)(7)
can be made to dismiss any of the counterclaims.
Under New York law, in order for a contractual
choice-of-law provision to apply to non-contractual
claims, “the express language of the provision must
be ‘sufficiently broad’ as to encompass the entire
relationship between the contracting parties.”! A
contractual choice-of-law provision is “sufficiently
broad” to cover tort claims (as well as statutory
claims) arising from the contractual relationship
if it states that “any claim, controversy or dispute
arising under or related to this agreement”
is governed by New York law or words to like
effect.? Thus, the mere insertion of these key words
should be sufficient to ensure that New York law
(or other designated law) will govern tort claims
and statutory claims as well as contract claims.
Incredibly, this rule has been in effect for more
than a decade. Nevertheless, corporate attorneys
continue to rely on “standard” language used in prior
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agreements that do not contain this critical language.
Since the very purpose of a choice-of-law provision
designating New York law is to encompass any and
all claims, controversies or disputes arising under or
related in any manner whatsoever to the agreement
or the relationship between the parties, the attorney
must draft the provision to ensure this result. The
attorney’s failure to include the appropriate language
in a choice-of-law provision can be devastating to
the bank in an action under the credit agreement in
two principal respects: (1) it permits the defendants-
borrowers to raise claims that are legally insufficient
under New York law, but may be valid under the
law of the state of the defendants-borrowers: and

The issue turns on whether the
choice-of-law provision is a broad or
a narrow one.

(2) it substantially increases the legal fees in
prosecuting the action on the credit agreement
and defending against defendants-borrowers’ tort
and/or statutory claims.

Section 5-1401(1) of the New York General
Obligations Law mandates that a choice-of-law
provision in a contract involving $250,000 or more
designating that New York law governs the parties’
rights and obligations shall be given binding effect
regardless of whether the contract has a reasonable
relation to New York.” In the absence of fraud or
a violation of public policy, a contract’s choice-
of-law provision will be enforced.*

Scope of Provisions

New York federal and state courts determine
the scope of a choice-of-law provision under New
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York law, the law of the forum, not under the law
selected by the provision.” The court first must
determine whether there is an actual conflict
between New York law and the law of the state
designated in the choice-of-law provision.® No
choice of law analysis is necessary where there is
no meaningful conflict between the laws of the
competing jurisdictions.’

The agreement in our scenario contains a choice
of law provision that provides that “the agreement
shall be construed in accordance with and governed
by the law of the State of New York.” Although
this provision will be enforced with respect to
contract claims, New York federal and state cases
uniformly hold that such provision will not govern
tort claims or statutory claims arising from the
contractual relationship.®

Finance One Public Co., Ltd. v. Lehman Brothers
Special Financing Inc. is the Second Circuit’s latest
pronouncement on the scope of choice-of-law
provisions. There, the court construed a choice of law
clause stating that “this Agreement will be governed
by and construed in accordance with the laws of the
State of New York.™ It held that this choice of law
provision did not apply to tort claims:!©

Under New York law, then, tort claims are

outside the scope of contractual choice-of-

law provisions that specify what law governs
construction of the terms of the contract,

even when the contract also includes a

broader forum-selection clause. See Krock

v. Lipsay, 97 E3d at 645 (“Under New York

law, a choice-of-law provision indicating that

the contract will be governed by a certain
body of law does not dispositively determine
that law which will govern a claim of fraud
arising incident to the contract.”); Twinlab

Corp., 724 N.Y.S.2d at 496 (citing Krock).

Presumably a contractual choice-of-law clause

could be drafted broadly enough to reach

such tort claims. See Krock, 97 E3d at 645

(stating that a “sufficiently broad” choice-

of-law clause would reach claims of tort

arising incident to the contract). However,

no reported New York cases present such a

broad clause.

Capital Z Financial Services Fund II, L.P. v.
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Health Net Inc. is the Appellate Division, First
Department’s latest decision on the application
of a choice-of-law provision to tort claims.!! The
purchase agreement and voting agreement at
issue designated that the laws of Delaware “shall
govern all issues concerning the validity of this
Agreement, the construction of its terms and the
interpretation and enforcement of the rights and
duties of the parties.”"?

The court held that Delaware law also
governed the investors’ fraud claim because the
“challenged claims here fall squarely within the
broad terminology used in the choice of law
provision.” Specifically, the court held that “all
of plaintiffs’ claims require ‘construction of [the]
terms [of the Purchase and Voting Agreement] and
the interpretation and enforcement of the rights
and duties of the parties [under them].””"?

Thus, the issue turns on whether the choice-
of-law provision is a broad or a narrow one. Broad
choice-of-law provisions apply to disputes “arising
out of or relating to” the contract while narrow
provisions simply apply to the interpretation of the
contract." In the event of a narrow provision,'
the court will conduct a conflict of law analysis
which often will result in the court not applying
the law of New York (or the designated state) to
the non-contractual claims.

Representative Cases
Winter-Wolff Int’l v. Alcan Packaging Food &

Tobacco Inc., an action asserting various contract
and tort claims arising out of the termination of a
manufacturer’s representative agreement, reflects
the reluctance of courts to apply a narrow choice-
of-law provision to non-contractual claims.'®
There, the provision stated that the “laws of the
State of Illinois shall apply and bind the parties
to all questions arising hereunder.”'?

Relying on Krock and Finance One, U.S. District
Judge Denis Hurley, of the Eastern District of New
York, held that the “contractual language ‘arising
hereunder’ is not sufficiently broad to encompass
tort claims” because it did not provide that Illinois
law applied to “any and all disputes with respect to
the parties’ dealings.”'® After conducting a choice
of law analysis, the court held that New York law
governed the tort claims because it “has the greatest
interest in regulating this conduct.”’’

In E*Trade Financial Corp. v. Deutsche
Bank, AG, buyers of a bank’s wholly-owned
subsidiary and subsidiary’s affiliate sued the
seller bank for, inter alia, fraud, violation of the
California unfair competition law, negligent
misrepresentation and breach of contract.?®
Deutsche Bank contended that E*Trade could
not assert an unfair competition law claim under
Section 17200 of the California Code because the
Stock Purchase Agreement (SPA) provided that
“[t]his Agreement shall be governed by, and
construed in accordance with, the laws of the
State of New York.” U.S. District Judge Robert
Sweet, of the Southern District of New York,
rejected Deutsche Bank’s contention because

the narrow choice-of-law provision applied New
York law “for disputes only about the construction
or enforcement of the SPA,” not to “any actions
‘related to’ the transaction, such as tort or
other claims.”!

Tort claims also were held outside the narrow
choice-of-law provisions in Longview Equity Fund,
L.P. v. iWorld Projects & Systems Inc. (fraud claim
not covered by narrow provision)??; Hughes v.
BCI Int’l Holdings Inc. (claim for violations of
the Colorado Securities Act not covered by
narrow provision in Bridge Loan Agreements)?’;
Twinlab Corp. v. Paulson (provision stating that
the “validity, interpretation, construction and
performance” of the agreement would be governed
by New York law did not preclude assertion of
tort cause of action based on Florida’s civil RICO
Statute)**; Theo Bulmore v. Ernst & Young Cayman
Islands (tort claims arising from the collapse of three
hedge funds in an alleged valuation fraud scheme
do not fall within choice-of-law provision)?; and
Udayan D. Ghose v. CNA Reinsurance Co., Ltd.
(provision does “not extend to the defense of
fraudulent inducement” under a directors’ and
officers’ liability insurance policy).?

Conclusion

A choice-of-law provision that simply
provides that the agreement “shall be construed
in accordance with and governed by the laws
of the State of New York” will not cover tort
claims allegedly arising from the contractual
relationship. Tort claims and statutory claims
will be covered if the choice-of-law provision
states that “this agreement and any claim,
controversy or dispute arising under or related
to the agreement, the relationship of the parties,
and/or the interpretation and enforcement of the
rights and duties of the parties will be governed
by the laws of the State of New York without
regard to any conflicts of law principles” or words
to similar effect.

Since the purpose of a choice-of-law provision
designating New York law (or other state’s law) is
to encompass any and all claims, controversies or
disputes arising under or related to the agreement
or the relationship between the parties, the failure
to include such language can be devastating to
a client if another state’s law applied under a
conflicts analysis is materially different from New
York law. This unfortunate result can easily be
avoided by the use of certain key words in the
choice-of-law provision.?’
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