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The Red River County Courthouse in Clarksville,
~ a50-year-old community when its congtruction was
: begun in 1883, was designed by Ddlas architect
William H. Wilson. His style was generaly influ-
enced by the Renaissance Reviva, from which the
Capitol in Austin dso drew ingpiration. Itiscladin
honey-colored limestone, from a quarry in the town
of Honey Grove, 50 mileswest of Clarksville.

An |nter$t|ng historical note: by 1845 when Texas became
astate and a new constitution was written, new counties were
encouraged to encompass about 900 square miles. If a county
were kept to a 30-mile-square, the county seat, located within five
miles of the geographic center, could be reached in no more than
half aday by anyoneriding a horse or driving a team.

Courtesy of Texas Highways magazine
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Asmost of you know, the Texas Supreme Court heard oral argumentsin February in two cases of great interest
totheinsurance bar. Thefirgt, Lamar Homes, was argued on February 14, 2006 and addressed the issues of cover-
age for congtruction defects and the applicability of Article 21.55 to the insured’s claim for adefense.  Thisissue of
the Journal includes an article by Kipper Burke on coverage for construction defects.  The second case st for sub-
mission to the Court is Frank's Casing, which was argued on February 15, 2006. Frank's Casing was the subject of
an informative article in the previousissue of the Journal. Both Lamar Homes and Frank's Casing were the sub-
ject of excellent panel discussions at the recent 10th Annua Insurance Law Ingtitute co-sponsored by the Section
and UT Law School. We plan to continue to provide you with updates, andyses, and seminars addressing these
and other important insurance cases pending at the Texas Supreme Court, including asummary of the ora argu-
ments and the issues raised by the Court during argument.

BY VERONICA CARMONA CZUCHNA
Jordan & Carmona, PC.

Please mark your calendars and plan to atend this upcoming event sponsored by the Section. The Section’s
annual meeting and afternoon CLE program is scheduled on Thursday, June 15, 2006 during the State Bar conven-
tioninAugtin.  We encourage al membersto attend — it is an excellent opportunity to meet and mingle with other
members of the Section. The CLE program isfirst rate, approved for 3 hours of MCLE credit (including 1 hour of
ethics), and it is freel

Thank you to those of you who responded to the Section’s Member Survey.  We received many useful comments
and suggestions concerning our CLE offerings, the website, and the Journal. We now are considering whether and
how to implement some of the suggestions.

Findly, the Section is undertaking a project that relies, in large part, upon you, our members. Drafting acharge
in an insurance case is not always as smple as referring to the PIC.  Therefore, as an added benefit to our members,
we want to compile a database of jury questions, ingtructions and definitions that have been approved and submitted
by state and federd courtsin coverage and extra-contractud litigation in Texas.  If you have any jury questions that
you would like to provide for the database, please email them to me at vec@jordancarmona.com.  Thank you for
your contributions.

Veronica Carmona Czuchna
Chair, Insurance Law Section



IMPSON AND RANDALL L. SMITH

SAf Insureds Have No
Extra-contractual Duties

INTRODUCTION

Courts generdly agree that lighility insurers providing first
layer (“primary”) coverage must compromise and settle claims
when opportunities arise.  This duty results from the fact that
primary insurers typically reserve that settlement right exclu-
sively to themselves. That reservation creates tort duties of
care for insurersin addition to the express contractual duties
found in written insurance contracts.  Usually those same tort
duties are owed to “excess’ insurers, those who provide cover-
age above the primary coverage, enforceable under one or
more of severa different lega theories? In contrast, sdif-
insurers who control the defenses and/or settlements of claims
againg them owe no similar extracontractual duties to those
insurersthat provide layers of coverage above the amounts of
sdf-insurance.

Our conclusion isthat, athough there are no Supreme
Court of Texas decisions on the subject, Texas law will follow
thet of other jurisdictions and excessinsurers will have no right
of recovery from sdf insureds for wrongful claims handling.

In the process of reaching our conclusion, we review the com-
ponents of excess insurance programs and show how and why
duties are owed by primary insurersto their insureds and to
insurers who provide excess coverage above primary insurance

policy limits.

THE STATE OF THE LAW ON DUTIES
OWED BY SELF-INSUREDS

Few jurisdictions have ruled on whether self-insureds owe
any duties to insurers that provide coverage in excess of sdif
insured retentions (“SIRS’).*  However, even if excessinsurers
may recover from commercia primary insurers who wrongful-
ly fal to settle cases within primary policy limits, it does not
necessarily follow that self-insureds owe tort-based duties to
ettle lawsuits within SIRs.  As observed in Employers Mutual
Casualty Co. v. Key Pharmaceuticals, Inc.,*

The simplefact of the matter isthat policyholders,
even partialy self-insured policyholders, are not
primary carriers. Policyholders pay premiums to
excess carriers in order to have protection against
the risk of litigation (which risks include that of
guessing wrong in settlement negotiations); pri-
mary carriers do not, and therefore must be care-
ful asto how they balance their own interestswith
the competing interests of the excess carriers in
any given clam instance. We have found no basis
in the law, nor have we been pointed to any, for
concluding that, apart from the premiums it pays,
an insured also assumes a fiduciary duty of care
toward itsinsurer in the context of settlements.®

In future cases where courts examine duties of self-
insureds to settle, two California cases, styled Transit Casualty
Co. v. Spink Corp.® and Commercial Union Assurance
Companies v. Safeway Sores, Inc.,” will likely be considered.
In Spink, the intermediate appellate court concluded that duties
of good faith and fair dealing mutually apply to self-insureds,
just asthey do to traditional commercid liability insurers.
Therefore, self-insureds must commit their own funds to pro-
tect insurers “excess’ of self-insured retentions on the same
basis that commercia primary insurers must commit their
funds to protect both their insureds and excess insurers against
excess judgments.  The California Supreme Court later over-
ruled Spink in Commercial Union, holding that self-insureds
need not commit their own funds to protect the interests of
excessinsurers.  The court in Commercial Union reasoned
that self-insurers and commercid insurers owe mutua duties
of good faith and fair dealing based on each other’s reasonable
expectations. However, those expectations are not symmetricd:

One of the most important benefits of amaximum
limit insurance policy is the assurance that the
company will provide the insured with defense
and indemnification for the purpose of protecting

Fred A. Simpson is a partner in the Houston Litigation Section of Jackson Walker L.L.P, and Randall L. Smith isasolo insurance

practitioner in Houston, Texas.



him from liability. Accordingly, the insured has
the legitimate right to expect that the method of
settlement within policy limits will be employed
in order to give him such protection.

No such expectations can be said to reasonably
flow from an excess insurer to itsinsured. The
object of the excessinsurance policy isto provide
additional resources should the insured's liability
surpass a specified sum.  The insured owes no
duty to defend or indemnify the excess carrier;
hence, “the carrier can possess no reasonable
expectation that the insured will accept a settle-
ment offer as a means of “protecting” the carrier
from exposure. The protection of the insurer’s
pecuniary interestsis smply not the object of the
bargain.

In fact, the primary reason excess insurance is
purchased is to provide an avalable pool of
money, in the event that the decision is made to
take the gamble of litigating.?

The Cdifornia Supreme Court reasoned thet, if insurers
above the SIR amounts expect protection from salf-insureds,
those expectations must clearly be shown in appropriate policy
language® Thistype of remedy isnot easily obtainable, how-
ever, given basic competitive factors and the existing degree of
regulation placed on the insurance industry which may require
advance gpproval of insurer policy forms.

VARIOUS FORMS OF LIABILITY
INSURANCE COVERAGE

Loosdly stated, primary insurers provide lawsuit defenses
and initia (first-dollar) indemnification within stated policy
limits*® On the other hand, excess insurers offer an inexpen-
sive means to purchase higher policy limits at lower costs
under contracts that require insureds to maintain their primary
insurance coverage within those lower limits where losses
have greater frequency.*

The U.S. insurance industry provides two types of higher
coverage levelsthat are generally referred to as“ excess’ liabil-
ity insurance. Onetypeis“umbrelld’ insurance, the other is
pure “excess’ liability insurance  These coverages are not
the same, despite their generic reference as“excess’ liahility
insurance.  Only inquiry can show which iswhich.

THE NATURE OF UMBRELLA POLICIES

Umbrella policies are hybrid policy forms, having features
of both primary and “follow form” excess policies.®®

Umbrella policies differ from other excess policiesin that
umbrellapaliciesfill gapsin coverage both verticaly (by pro-
viding excess coverage) and horizontaly (with additiond pri-
mary coverage for alarger range of hazards).*

Theinsurance industry sells umbrella coveragesin two
different formats. complete policy forms, or (less frequently)
very smple certificates of umbrelainsurance containing lan-
guage such as.

Coverage shall follow all terms and conditions of policy
number , issued by (insurer), including all
renewals and rewrites thereof.

Thispolicy issubject to al agreements, limitations, and
conditions as contained in or as may be added to the
underlying insurance.®

Umbrella policies generdly provide a broad range of
insurance to fill unanticipated gapsin coverage. As one court
explained:

[an umbrellg] arrangement contrasts with the
method of providing Excess Lighility insurance
aong traditiond lines. Under the excess approach,
it is up to the insured . . . to choose those expo-
sures againgt which excess protection is desired.
The obvious disadvantage lies in the possibility of
awrong guess about the critical exposures. Under
the Umbrella Liability contract, the principd
guesswork is in the [underwriter’s] rating [of the
overd| risk].*®

Umbrella policies provide expanded coveragein two ways,”
(1) more dollars of coverage when primary policy limits are
exhausted, and (2) plugs for unexpected gapsin primary cov-
erages (except where gaps result from insolvencies of primary
insurers).® When insureds lack coveragein either of those
two Situations, umbrella policies might “drop down” and pro-
vide firg-dollar coverage for amounts that exceed any retained
limits* Umbrella policies therefore differ from “following
form” excess policies which generaly provide the same cover-
ages as underlying palicies (usualy not containing drop-down
provisions, however).

PRINCIPLES OF UMBRELLA COVERAGE

Umbrella policies may cover agreater range of hazards
than primary policies and provide defense dollars as well
For example, assume atort plaintiff asserts the following caus-
es of action againgt an insured: fraud; conversion; dander; and
invasion of privacy, in astuation where the insured's primary
policy provides:



If aclaim is made or a auit is brought againgt an
insured for damages because of bodily injury or
property damage caused by an occurrence to
which this coverage applies, we will: Pay up to
our limit of liability for the damages for which the
insured is legdly liable.

Assume further that the same insured’s umbrella policy
Sates:

We will indemnify any insured for ultimate net
loss in excess of the retained limit which the
insured shall become legally obligated to pay as
damages because of personal injury or property
damage.

However, the umbrella policy defines “persona injury”
more broadly than just “bodily injury” by adding words such
as. “bodily injury, sickness, disease, disability or shock; mentd
anguish or menta injury; false arret, detention or imprison-
ment, wrongful eviction, malicious prosecution or humiliation;
libel, dander, defamation of character or invasion of privacy.”
The umbrella policy’s defense clause is as follows:

When aclaim ismade which we cover, and which
isnot covered in theinsured’s underlying policies
wewill: defend any suit against any insured, even
if it is groundless or fraudulent. And we will
investigate, negotiate and settle on behdf of the
insured any claim or suit as we deem expedient.

Because the primary policy excludes al claims of bodily
injury and property damage that appear in this example, but
the umbrella policy coverstwo of the claims (dander and inva
sion of privacy), the defense clause of the umbrelapolicy is
triggered.

EXAMPLE OF UMBRELLA COVERAGE

Umbrella policies are not aways the top layers of cover-
age sructures designed by or for insureds. In multi-layered
insurance programs, brokers might sandwich umbrella policies
between primary insurance and/or layers of excessinsurance.
Such was the case in Westchester Fire Insurance v. Heddington
Insurance, Ltd.,* where Texaco contracted with GM’s Saturn
Corporation (“Saturn”) to supply antifreeze for use in Saturn
automobiles® Texaco filled antifreeze orders with a product
manufactured by “Lubripac,” a genera partnership between
Texaco Refining and Marketing (“ TRMI™) (2/3 owner) and
Rosewood L ubricants (“Rosewood”) (1/3 owner). Lubripac
purchased $1 Million of primary insurance from Travelers and
a$10 Million umbrella policy from Westchester (successor to
Internationa Insurance Co.)*

Texaco purchased excess products liability insurance
from Heddington, Texaco's “ captive’ insurer under a policy
in which Texaco and al its subsidiaries were named insureds.
That Heddington policy had limits of $20 Million, excess of
$10 Million in underlying limits. Texaco's subsidiary,
TRMI, aso purchased an excess policy from Heddington
with a$20 Million limit of liability, excess of $10 Million,
in which TRMI and its subsidiaries were named insureds.
Rosawood purchased an excess policy from JH. Blade, with
a$50 Million limit of liability, excess of $11 Million, that
listed the Lubripac partnership as an additional insured.
Coverage therefore looked like this:

INSURERS
Travelers ~ Westchester  Heddington  J.H. Blade

Lubripac - umbrella $10 Million

- primary  §$1 Million
Texaco - excess $20 Million

- underlying SIR $10 Million
TRMI - excess $20 Million

- underlying SIR $10 Million
Rosewood - excess $50 Million

Saturn sued, claiming Lubripac antifreeze damaged
Saturn automobiles. When insurers settled with Saturn for
$19 Million, Lubripac, TRMI and Rosewood executed an
agreement in which each released the other (and their insur-
ers) fromdl claims® Saturn, Genera Motors (Saturn’'s
parent), Lubripac, TRMI, and Rosewood all executed a
“Release and Indemnification Agreement” that provided for
Saturn and TRMI/Lubripac to share any salvage value of
damaged automobiles.®

Westchester paid $10 Million as part of the settlement
and then sued Heddington, Texaco and TRMI, arguing that
its umbrella coverage was excess to all other policies and
sdf-insurance retentions, seeking recovery of its $10 Million
payment toward the Saturn settlement (and a share of salvage).
Westchester claimed that Heddington’s policies should
apply before Westchester’s,* rationalizing that umbrella
coverage always exceeds other insurance, whether primary,
excess, contingent or contributing.? This rationalization
would shift Westchester’s layer of risk to Heddington,
leaving Lubripac with uninsured losses of between $1
and $10 Million.®

The court rejected Westchester’s argument, finding no
support in the language of the various palicies, the clarity of
the overdl insuring scheme showing the contrary.



TRUE EXCESS INSURANCE

Excess policiesthat are truly “excess’ (as opposed to
umbrella palicies) come into play only when underlying policy
limits are exhausted.® Excessinsurers set their premiums
with expectations that underlying insurers will absorb the cost
of defending their insureds and that claims may never exceed
primary limits® The insurance industry currently markets
four types of excess liahility policy forms:

- Stand aone excess insurance;

- Straight excess insurance;

- Follow form excessinsurance;

- Alleged follow form excess insurance.®

“Stand-alone’ excessinsurance is considered by insurers
to be “sdf contained” because the language of these policy
forms does not refer to the terms, condi-
tions or exclusions of any underlying
coverage®

“Straight” excess policies sit above
primary policies, covering specific risks.
For example, an insured might purchase
primary CGL coverage, primary com-
mercia auto coverage, and straight
excess coverage. However, if insureds
face greater auto-related risks than CGL-
related risks, brokers might place straight
excess policies above only their commer-
cia auto coverages®

“Follow form” excess policies bind
excess insurers to the terms, conditions
and exclusions of certain specified
underlying policies® Truefollow-form
excess palicies provide exactly the same coverages asthe
underlying policies they “follow.”

“Alleged follow-form” excess policies are those which
appear to be controlled by terms and conditions of underlying
policies, but not if conflicts arise between the terms and condi-
tions of one of these policies and underlying policies they pur-
port to “follow.” In those instances, the wording of the excess
policy controls®  Language from such a policy form shows
the priority if conflicts arise:

Except as otherwise provided herein theinsurance
afforded by thispolicy shdl follow theterms, con-
ditions and definitions as stated in the policies of
underlying insurance, except for limits of liability,
any renewa agreement and any obligation to
investigate or defend.

This coverage only applies to injury or damage
covered by the Primary Insurance. The defini-
tions, terms, conditions, limitations and exclu-
sons of the Primary Policies, in effect a the
inception date of this policy, apply to this cover-
age unlessthey areincons stent with provisions of
this policy or relate to premium, subrogation,
other insurance, an obligation to investigate or
defend, the amount or limits of insurance, pay-
ment of expenses, cancellation or any renewa
agreement.¥

PRIMARY INSURERS’ RESPONSIBILITY
FOR PROPER DEFENSE.

In multi-layered
Insurance programs,
Insureds look to
all ther insurers
for protection...

In multi-layered insurance programs, insureds look to al
their insurers for protection, but excess
insurers look to primary insurers for pro-
tection againg judgments in excess of pri-
mary insurers policy limits.  Thisis
because primary insurers usualy control
defenses of lawsuits and settlements of
clams. When judgments exceed primary
policy limits, excessinsurerstypicaly
examine the conduct of primary insurers
and/or their chosen defense counsdl to
determine if any wrongful conduct caused
clams or judgments to exceed primary poli-
cy limits and invade excess palicy limits.

Theories of Inter-Insurer Liahility

Formerly, courts struggled with rela-
tionships between primary and excess
insurersin order to establish guidelines for
controlling the conduct of primary insurers.  Early lawsuits
brought by excessinsurers against primary insurers dedlt with
the redlity that there are no contractual relationships between
primary and excessinsurers. Lacking contractud relation-
ships, excessinsurers had no basis to recover, even though pri-
mary insurers wrongful conduct caused them harm.  Courts
fashioned theories of liability to allow excess insurersto recov-
er from primary insurers who wrongfully refuse to settle
underlying tort lawsuits to the detriment of insureds (and/or to
the excessinsurers). Thetwo principd theories are “direct
action” and “equitable subrogation,” but amgority of courts
recognize only the later.®

THE NATURE OF SUBROGATION

Subrogation is the substitution of one person in place of
another asto alawful claim, demand, or right, so that he who
is subgtituted succeeds to the rights of the other in relaion to a



debt or claim, and its rights, remedies, or securities® The
legd fiction of equitable subrogation comesinto play when
excessinsurers pay losses.  Excessinsurersthen stand in the
shoes of thelr insureds, acquiring any causes of action thelr
insureds may have againgt primary insurers who caused dam-
age to those insureds.

The elements of equitable subrogation claims againgt pri-
mary insurers are; (a) insureds suffer losses covered by pri-
mary policies; (b) excess insurers indemnify insureds; (c)
insureds could assert causes of action against their primary
insurers but for the fact that insureds are not injured (because
excess insurers paid the insureds' losses); (d) excess insurers
suffer damages from wrongful acts or omissions of primary
insurers, (€) justice demands that courts shift losses from
excess insurersto primary insurers; (f) damages of excess
insurers are in stated sums, usually amounts they paid to satis-
fy excess judgments (assuming payments were reasonable and
not voluntary); and (g) insureds committed no wrongful acts.®
Once dl these dements exigt, the equitable subrogation doc-
trine entitles excess insurers (subrogees) to assert insureds
rights (subrogors) againg primary insurers.

HOW OTHER COURTS FIND REMEDIES

Because excess insurers only stand in the shoes of their
insureds, “the primary concern to excess carriers with proceed-
ing againgt the primary carrier on the basis of subrogation or
assignment of claim isthat by doing so, the primary carrier can
assart againgt the excess carrier al defenses which the primary
carrier has againgt theinsured.”#  For example, if insureds fail
to cooperate with their primary insurers, primary insurers can
defeat subrogation claims by asserting their insured’s breach of
contract asadefense.  To avoid this perceived inequity, some
jurisdictions, not including Texas, apply a“direct duty” theory
of lighility in which primary insurers owe duties of care direct-
ly to excessinsurers®

DIRECT DUTY THEORY

An early case recognizing the harsh effects of equitable
subrogation was Hartford Accident & Indem. Co. v Michigan
Mutual Ins. Co.,* in which the excessinsurer (Hartford) asserted
bad faith by the primary insurer (Michigan Mutua). Michigan
Mutual insured D.A.L. Congtruction, whose employee was
injured. Michigan Mutua aso insured D.A.L.’s parent com-
pany, DeFoe Corporation.  Theinjured employee sued only
DefFoe. Hartford demanded Michigan Mutua to implead
D.A.L. asathird party defendant, but Michigan Mutua refused.®

The lawsuit settled for greater than Michigan Mutual’s
policy limit, thereby exposing Hartford. Hartford claimed
that if Michigan Mutual had impleaded D.A.L. as athird

party defendant, liability would have attached to D.A.L.
and Hartford's policy would not have been reached.

To complicate matters, D.A.L. was named as an additional
insured under both Michigan Mutual’s policy and Hartford's
policy. Michigan Mutual argued that Hartford could not
subrogate against its own insured, D.A.L.

The court resolved mattersin Hartford's favor by finding
that Michigan Mutua owed Hartford a fiduciary duty
because Michigan Mutual controlled the defense. Asa
fiduciary, Michigan Mutual was held to an exacting stan-
dard of utmost care and good faith. Hartford's right of
action against Michigan Mutual was based on that inde-
pendent and direct duty.

The court in American Centennial Insurance Co. v.
American Home Assurance Co.,* also invoked a direct
duty theory. In that case, American Home insured
Continental Air Transport Company, Inc./Parmelee
Transportation Company under a primary policy with a
$1 Million limit, and American Centennial provided excess
coverage. A tort plaintiff wasinjured in Continental’s air
transport bus and demanded $300,000. American Home
responded with a $100,000 offer which the tort plaintiff
rejected. Shortly before trial, the plaintiff demanded
$1.5 Million. American Home countered with $300,000.
A jury returned a verdict against Continental for
$7.7 Million.

American Centennial sued American Home alleging
afiduciary duty was owed to the excess insurer and that
American Home breached that duty by failing to settle.
American Home filed amotion to dismissfor falure to sate a
cause of action, contending that primary insurers owe no such
direct duties to excess insurers.

When the federd district court imposed a direct duty on
the primary insurer, the court cited an earlier case under
[llinois law*” which held that:

[clourts across the country are increasingly
amenable to recognizing that a primary carrier
owes adirect duty to an excesscarrier, . . . lllinois
law will impose a duty of care when: (1) the
alleged tortfeasor could reasonably have foreseen
that his conduct would injure the plaintiff, and (2)
policy considerations judtify placing the risks and
the burden of care on the dleged tortfeasor. [cita-
tionsomitted] As discussed below, both of these
considerations indicate that, if faced with the pre-
cise issue raised in the cases at bar, the Illinois
Supreme Court would impose a duty of care on
American Home®



The court then applied the law of the earlier case to the
present facts before it, steating:

A primary liability carrier who knows of the
existence of excess ligbility carriers knows that
ajudgment against the insured in excess of the
primary policy limit will harm the excess carri-
ers. Furthermore, it isvery reasonably foresee-
able to a primary carrier that its unreasonable
refusal to settle aclaim against the insured with-
in its policy limit could result in a judgment in
excess of itspolicy limit.  Thus, it is reasonably
foreseeable that a primary carrier’s unreason-
able refusal to settle a claim against the insured
may injure excess carriers of whose existence
the primary carrier is aware during the settle-
ment negotiations.”

The court noted severa reasons for
imposing adirect duty of care on aprimary
insurer in favor of an excess insure,
including:

encouraging] . . . settlements when
an offer exigts at or near the policy
limits, discouraging gambling with
the excess carrier’s money, hoping
to keep excess liability insurance
premiumslow, reducing the necess-
ty for the excess carier to partici-
pate in the defense of the action to
protect its rights, and reflecting the
duties of the primary carrier to per-
form the duty which it has delegated
to itsdf, that is, providing primary
coverage.

The court left little doubt that primary insurersin lllinois
must settle if circumstances are such that ordinary reasonable
and prudent insurers would do so.

The direct duty theory has two advantages. First,
direct duty allows excess insurers to recover even though
insureds engage in culpable conduct that would destroy
the excess carrier’s bad faith claim under equitable subro-
gation.*® Second, direct duty permits courts to “apportion
liability between primary and excess insurers based on
principles of comparative negligence.”** The direct duty
theory obligates primary insurers to consider the financial
interests of excess insurers, and any wrongful conduct of
insureds will not completely bar excess insurers’ claims.*

The court l€ft little

doubt that primary

Insurersin lllinois
must settle...

If prudent insurers
would do s0.

—— )~ C——

TRIANGULAR RECIPROCITY

Because equitable subrogation limits excess insurersto
those rightsinsureds may have against primary insurers, at
least one jurisdiction imposes a duty of due care under princi-
ples known as “triangular reciprocity,” which gppearsto offer
the same results as the direct duty theory.®  Thistheory was
formulated because equitable subrogation fails to provide
evenhanded justice where insureds violate the rights of pri-
mary insurers®  This theory, which does not appear in Texas
law, rests on the reciprocal duties of reasonable care owed by
insureds, primary insurers and excess insurers, one to another,
sharing losses according to the measure of each party’s com-
parative fault. Contrasted with the al-or-nothing results from
equitable subrogation, triangular reciprocity apportions losses
according to whether the wrongful conduct of the primary
insurer or the insured, over which the excess insurer had no
control, contributed to the invasion of
excess carrier limits.  Thus, triangular
reciprocity isintended to prevent unjust
denials of recoveriesto excessinsurers
when acts of either primary insurers or
insureds contribute to any bad-faith fail-
uresto settle clams™

NO CAUSE OF ACTION

Courtsin gpproximately sixteen
jurisdictions, including afedera court in
Texas, have found that excess insurers
may not recover from primary insurers
for any failures to accept reasonable pali-
cy limit settlement offers® A few exam-
ples show the reasoning behind this
minority position.

In Federal Insurance. Co. v. Travelers Casualty. & Surety
Co.5 a congruction worker was killed and his family sued
Pearce Construction Company for wrongful death. Travelers
insured Pearce under a$1 Million primary policy, and Federa
insured Pearce under a$10 Million excess policy. When tort
plaintiffs offered to settle for $350,000, Travelersrefused. At
trid, the jury found Pearce ligble and awarded tort plaintiffs
$4.6 Million. Travelers paid its policy limit and Federa paid
$3.6 Million. Federd and Pearce sued Travelers, dleging: (1)
refusal to settle resulting in extracontractual damages, (2) neg-
ligent and/or wanton failure to settle; and (3) assumption of
dutieswrongfully performed.® The federa didtrict court
granted summary judgment for Travelers, noting that the
Alabama Supreme Court never “‘ expressy adopted the doc-
trine of equitable subrogation between a primary and excess
insurer’” and never held that “‘a primary insurance carrier
owes aduty of good faith to an excessinsurance carrier of its



insured.”” The Eleventh Circuit sent certified questions to the
Alabama Supreme Court.

The Alabama Supreme Court ruled that primary insurers
owe no duties of good faith to excess insurers with respect to
settlements of lawsuits, focusing on the fact that primary insur-
ersreserve rights to control defenses and settlements of poten-
tidly covered clams. Helplessness of insuredsin such cir-
cumstances caused the Alabama Supreme Court to impose
duties of good faith and fair dealing on primary insurers who
reserve those exclusive rights, but those duties flow only to
insureds. The court found that primary/excessinsurer rela-
tionships lack sufficient public policy consderations to justify
the imposition of an additional duty of good faith and fair dedl-
ing on primary insurers.

Federd argued that even if Alabama
law recognizes no direct duty of good
faith and fair dealing with respect to set-
tlements, Alabama law does recognize the
doctrine of equitable subrogation which
Federd may use as Pearce's subrogee on a
claim for bed faith failure to settle. The
Alabama Supreme Court dso rejected this
argument because;

when equitable subrogation is
sought to assert a bad-faith-failure-
to-settle claim in a primary-insur-
erlexcess-insurer scenario, like the
oneinvolved here, aunique analysis
must be undertaken. It is well-sat-
tled that an insurer that, through
subrogation, "stands in the shoes of
itsinsured and may assert only claims that would
be vdidly asserted by the insured.” [Citation
omitted] . .. “Itisalsowell-settled that abad-faith-
falure-to-settle clam does not exist where the
insured is subject to no persond loss from afina
judgment.”=

Insureds have no bad faith claims againgt insurers where
insureds face no “fina judgment ordering the payment of
money that [the insured] personally--and not hisinsurer--
would have to pay;” equitable subrogation would therefore
never gpply to an excessinsurer “whose insured is subject to
no such fina judgment. Simply put, equitable subrogation can-
not exist to provide a conduit to assert what are conclusively
nonexistent rights.”®

Rocky Mountain Fire & Casualty Co. v. Dairyland
Insurance Co.® involved asingle vehicle auto accident in
which an injured passenger sued the driver who was insured

Courtsin the various
jurisdictions impose
liability on primary
Insurers for failing to
Seitle under a variety
of standards.

by Dairyland. Rocky Mountain also insured that driver asa
permissive user of an automobile owned by another person.
By operation of both insurers “other insurance” clauses,
Dairyland’s policy, with a$10,000 limit of ligbility, became
primary and Rocky Mountain's policy was excess. When the
tort plaintiff offered to settle for $12,000, Rocky Mountain
agreed to pay $2,000 toward settlement but Dairyland refused
to pay itspolicy limit. The case went to trial and the jury
found the driver ligble and awarded the tort plaintiff $21,500.

Rocky Mountain, as subrogee of the insured’s rights,
sued Dairyland, claiming Dairyland owed a duty to consider
settlements in good faith, and that Dairyland breached that
duty. Thefedera court rejected Rocky Mountain's claim,
based on the holdings of the following case out of the

Arizona Supreme Court.

In Universal Underwriters Inurance
Co. v. Dairyland Mutual Insurance Co.,%
Jones drove a car for his employer, but
the car was owned by Meyer. Jones
struck Nugent, causing injury. Dairyland
insured Meyer’s vehicle, and Universal
insured Jones employer. Dairyland, with
a$10,000 limit of liability, refused to
defend Jones.  After Universal assumed
Jones defense and settled Nugent's lawsuit
for $30,000, Universd sued Dairyland to
recover the settlement amount, atorney
feesand costs. Thetrid court rendered
judgment for Dairyland and the court of
appeals affirmed.

The Arizona Supreme Court reversed
thetrial court’s decision, holding that athough primary insur-
ers owe duties of good faith and fair dealing to their insureds
in defending and paying claims or judgments, no contractua
relationship exists between primary insurers (Dairyland) and
excessinsurers (Universd) that would alow excess insurersto
maintain bad faith actions againgt primary insurers for their
refusal to defend and settle claims againgt their insureds. The
existing Arizona law aso precluded excess insurers from
bringing direct actions againg primary insurers.

TEXAS LAW

Courtsin the various jurisdictions impose liability on pri-
mary insurersfor failing to settle under avariety of standards.®
Texas courts apply the negligence standard established in 1929
by the Supreme Court of Texas as the Sowers doctrine® clari-
fied by the same court’'s 1994 holding in Garcia® The result-
ing standards are these: (1) underlying tort lawsuits against
insureds mugt fall within coverage, (2) tort plaintiffs must



specificaly offer to settle for policy limits, (3) insurers need
not make settlement nor solicit settlement offers, and (4) any
tort plaintiffs settlement offers must be those that prudent
insurers would ordinarily accept, given the potentia in each
case for exposing insureds to excess judgments.

Excess insurers may succeed with equitable subrogation
claims brought against primary insurers for their refusal to
accept reasonable offers to settle within policy limits, but
only if the excess insurers prove that any tort plaintiffs
settlement offers satisfy the Garcia factors, and all other
conditions are met.®

In Westchester Fire Insurance Co. v. American Contractors
Insurance Co. Risk Retention Group,*” American Contractors
insured Phillips 66 with primary limits of $250,000.
Westchester provided athird level starting at $2 Million up to
$4 Million. A subcontractor’s employee sued Phillips when
he suffered a progressive, permanent, and incurable injury.
American Contractors hired an attorney to defend Phillips who
sent the insurer an unfavorable assessment of Phillips' chances
for success, but American Contractors neverthel ess concluded
that Phillipswould prevail at trial.  Settlement negotiations
were unsuccessful and the underlying tort lawsuit went to tria
where the jury found Phillips liable in the amount of $5
Million, plus approximately $2.5 Million in prejudgment inter-
est. Theinsurerslater settled for $4.3 Million of which
Westchester paid $1.3 Million. Westchester then sued
American Contractors for equitable subrogation, arguing that
American Contractors mishandled settlement negotiations,
never intending to negotiate in good faith. Plaintiffs only
offer to settle was for $1.8 Million which, athough probably
reasonable, was far in excess of American Contractors
$150,000 policy limit. Therefore, no Sowers duty wastrig-
gered. Although equitable subrogation can shift to primary
insurers the exposure risks faced by excessinsurers, this risk-
shifting only occurs when tort plaintiffs make reasonable offers
to settle within policy limits of the primary insurers® The
trid court granted summary judgment for American
Contractors.®

In Birmingham Fire Insurance Co. of Pa. v. American
National Fire Insurance Co.,” Avaa of Texas owned the
Plymouth Park Shopping Center operated by Intershop Real
Edtate. Birmingham provided primary insurance to Avala and
Intershop, and American provided excessinsurance. When
unknown assailants killed a patron in Plymouth's parking lot,
the deceased's family sued Avalaand Intershop.  Although
lawyers considered the case “very dangerous’ with potentid
for amultimillion dollar verdict againgt Avala and Intershop,
Birmingham offered only $250,000 to settle againgt the tort
plaintiffs demands ranging from $3.5 Million to $5.0 Million.
At trid, ajury found damages in excess of $10 Million.

Birmingham tendered its policy limit to American which then
settled with the deceased’s family for $7.9 Million. When
American sued Birmingham under Sowers, ajury found
Birmingham negligently failed to settle the case. On apped,
Birmingham claimed “[t]he district court erred in submitting
appellants negligence to the jury and in entering judgment on
the negligence action because, as amatter of law, appellants
have no liability with respect to negotiation of settlement.”™
Birmingham argued that Stowers governs only the rejection of
reasonable settlement offerswithin policy limits™ The court of
apped s reversed in favor of Birmingham because insurers owe
no duty to solicit settlement offers from tort plaintiffs under
Garciawhere the Supreme Court of Texas held that “an insurer
cannot breach a duty by not tendering a settlement offer.””

In Employers National Insurance Co. v. General Accident
Insurance Co.,” two window washers died when their scaffold
fel. Severd pededtrians below were dsoinjured. Tort plain-
tiffs sued Jobs Building Services (the window washing con-
tractor) and othersin multiple lawsuits. General insured Jobs
under a policy with aprimary limit of $1 Million, and
Employers provided excess insurance of $5 Million. Generd
defended Jobs.  When the tort plaintiffs offered to settle dl
clams againgt Jobs for $950,000 prior to tria, General offered
$150,000. Thetort plaintiffs thereafter increased their
demands to $6 Million.

Employers policy provided for Generd to control the
defense unless Generd tendered its policy limit to Employers.
Employers met with the tort plaintiffs attorney without
Generd’s knowledge and agreed in principle to a settlement.
Employers later informed Generd of the settlement talks and
demanded that Genera tender its policy limit. Jobs, Generd
(under protest), and Employers agreed to settle for $3 Million
of which  Employers paid $2 Million.

When Employers sued General, the court observed thet,
under Texas law, an excess insurer may have a cause of action
againgt aprimary insurer that fails to accept a reasonable settle
offer within the primary insurer’s policy limit when it becomes
reasonably clear that the value of the tort claims exceed the
primary policy limit. Equitable subrogation therefore permits
an excess insurer to sue under Sowersif theinsured could sue
the primary insurer for aloss occasioned by the primary insur-
er's negligent failure to settle.™

Generd argued that it acted reasonably when it predicted
that ajury would find Jobs no more than ten percent liable,
basing its prediction on advice of defense counsdl.  The appd-
late court disagreed, opining that ajury would likely find Jobs
liable for more than ten percent of the fault and that Generd
wrongfully relied on defense counsel’s evaluation.  Genera
aso aleged that, when Employers negotiated with tort plain-
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tiffs attorney, Employers acted in bad faith by coercing a set-
tlement. The court found that Genera acted unreasonably by
not accepting a settlement offer within Generd’s policy limit,
causing Employers to become involved by necessity.
According to the court:

Generd’s gamble with the money of both its
insured and Employerswould be considered risky
by even therisk seekers. The size of the gamble
is not just an after-the-fact assessment.  Genera
had sufficient facts to caculate the risks and in
fact was being continually apprised by other par-
tiesabout the extent of thoserisks. Itisirreevant
whether it made its caculaion using the upper
limit of [defense counsd’s] ten percent estimation
of liability or [the tort plaintiffs attorney’s|
eighty-five percent of a lower figure. A fully-
informed, disinterested attorney would find that
the likely upper limit of liability exceeded
$1,000,000. Generd’s failure to act was negli-
gent, violating its duties to both Jobs and deriva
tively to Employers.™

The court also found Generd violated the standard of care
which requires primary insurers to determine reasonable
ranges of likely outcomes in underlying tort lawsuits and, if
such ranges exceed primary policy limits, primary insurers
must include excessinsurersin the defense. Generd failed in
these duties, causing $2,050,000 in damages which Employers
could recover from Generd.

SUMMARY OF DUTIES OWED BY
PRIMARY INSURERS

Courts generdly find ways to provide equitable relief for
excess insurers who are injured by the wrongful acts of lower-
tier insurers, and/or counsdl who ineptly handle defenses or
settlement negotiations of underlying tort lawsuits.  Only the
means and methods for relief vary from jurisdiction to jurisdic-
tion, with a handful refusing to grant excessinsurers any relief.
The clear maority view isthat primary insurers must settle
clamswithin their policy limitsif opportunities arise to do so.
A few jurisdictions require primary insurers to aggressively
seek those opportunities.  The reported cases show how
excessinsurers may recover for wrongful acts by insurers
below them that cause damage to their common insureds.

DEMONSTRATIVE CASE ON HOW HIGHER-
TIER EXCESS INSURERS’ HAVE FEW RIGHTS
IN SITUATIONS WHERE SELF INSUREDS
CONTROL THE DEFENSE/SETTLEMENT

In Liberty Mutual Insurance Company v. American Home

Assurance Company,” the issue was whether “lower-tiered”
excess insurers can belidble in direct actions or in claims
under principles of equitable subrogation for losses of “higher-
tiered” excessinsurers resulting from the failure of lower tiered
insurers to settle lawsuits within lower tiered insurers policy
limits™ However, in this case, the “primary” insurer,
American Home, was actualy excess over the sdlf-insured
retention of itsinsured, Canadian Nationa Railway Company
(“CNR").”®

CNR owned Chicago Central Railroad Company. CNR
had two layers of liability insurance coverage above its $5
Million self-insured retention (“SIR”).®  American Home pro-
vided afirst layer of insurance coverage of $20 Million, and the
next and top coverage layer totaled $75 Million, provided by
Liberty Mutud and other insurers®  Coverage looked like this:

INSURERS

American Home
Excess $20 Million
Underlying SIR $5 Million
Excess $75 Million
Underlying SIR and

Liberty Mutual (and others)

American Home’s coverage $25 Million

A Chicago Centrd train struck a Ford Explorer.  Three of
the Explorer’s occupants (the “Velarde™ plaintiffs) were
severely brain damaged. A lawsuit ensued and CNR took
control of the defense. The Ve arde plaintiffs, with claimsva-
ued a between $5 Million and $18 Million (and a settlement
value estimated at $10 Million), demanded $30 Million, but
were open to negotiation. (CNR's SIR plusAmerican Home's
coverage totaled $25 Million, as shown above.)

When CNR offered to tender its $5 Million SIR to
American Home, American Home demanded that CNR settle
al clamsfor CNR's $5 Million SIR.  CNR responded by
advisng American Home thet the VVelarde plaintiffs already
had rgjected that offer.

At the Velarde plaintiffs' trial, defense counsel suggested
to the jury that a verdict of $12 Million would be appropriate,
but the jury returned a verdict of $54 Million. Liberty Mutua
received first notice of the claim four days after the jury ver-
dict and immediately sued American Home for equitable sub-
rogation aleging: (1) breach of contract, (2) failure to notify
Liberty Mutua of the claim with a potential for an excess ver-
dict, and (3) failure to settle within American Home's excess
layer of coverage.



Liberty Mutua moved for summary judgment claiming
that American Home breached its duty to Liberty Mutua by
failing to settle the Velarde plaintiff’s claims for American
Home' s policy limit.®# American Home responded thet it
owed no duty to Liberty Mutual because American Home had
no control over the defense or settlement negotiations, arguing
there was no evidence that Liberty Mutual’s potential damages
were proximately caused by any fault of American Home®

Prevailing Illinois law, according to earlier cases of
Cramer v. Insurance Exchange Agency® and Haddick v. Valor
Insurance,® holds that duties to settle run only between parties
to contractua relaionships, and that insurers’ dutiesto settle
are compelled by the exclusive contral insurers contractualy
reserve to themselves over defense and settlement matters®
The Cramer court discussed why duties run as they do:

In the typica ‘duty to settle’ case, the third party
has sued the policyholder for an amount in excess
of the policy limits but has offered to settle the
clam againg the policyholder for an amount
equal to or less than those palicy limits®

In this circumstance, the insurer may have an
incentive to decline the settlement offer and pro-
ceedtotrid. Theinsurer may believe that it can
win averdict initsfavor. In contrast, the policy-
holder may prefer to settle within the policy limits
and avoid the risk of trid. The insurer may
ignore the policyholder’s interest and decline to
settle®

Asfor whether any common law duties or other equitable
duties existed between American Home and Liberty Mutual,
the Illinois federa digtrict court concluded that the lllinois
Supreme Court would not recognize any such duties between
American Home and Liberty Mutua because there were no
contractua relationshipsinvolved. Furthermore, American
Home had no control over either defense or settlement. The
court noted three reasons for refusing to recognize a direct
duty between excessinsurers®

1. Excessinsurers depend on primary insurers to
properly defend underlying tort lawsuits.  For this
reason alone, placing duties on excess insurers to
settle cases within their policy limits would be
inequitable. Furthermore, excess insurers would
not have the benefits of having conducted discov-
ery or controlling defenses of those lawsuits. It
would be more difficult for excessinsurersto con-
duct settlement discussions because the insurers
would have no dependable information. In such
Stuations, excess insurers may not know enough

about cases to determine whether certain settle-
ment demands are reasonable.

2. Courts must consider the feasibility of enforc-
ing rules that impose duties upon insurers that
have only partial control over defenses or seitle-
ments. If courts began to impose duties on
excessinsurersthat only partialy controlled either
defenses or settlements, courts would have to
parse through a fact-intendgve recongtruction of
defenses of underlying claims in order to deter-
mine who was at “fault.” In other words, courts
would have to determine if excess insurers had
enough control over settlements and defenses to
take respongibility for failures to settle.

3. Insurers have greater power than insureds to
bargain for their rightsand duties. Although courts
might find that there are reasons to protect
insureds against insurers where insurers perhaps
have unequal bargaining power, there are no Sm-
ilar policy argumentswhen partiesto contractsare
large insurance companies.

Liberty Mutua’s goa was to step into the shoes of CNR
so that Liberty Mutual could assert claimsthat CNR, asthe
insured, could have brought against American Home.*®
Although American Home participated in settlement negotia-
tions, American Home argued that it had no control over the
defense, and it should therefore owe no duty to settle to anoth-
er excess insurer under the doctrine of equitable subrogation.*
Inthis case, (a) the virtud primary insurer of CNR was CNR
itself because of its $5 million SIR; (b) CNR’s chosen attorney
controlled the defense, conducting discovery, and preparing for
and conducting the trid; (c) specific provisons of American
Home's palicy granted CNR the right to settle any claim for
any amount including the limit of American Home's policy;
(d) American Home had no contractual duty to defend claims
againgt CNR; and (e) American Home did not hire the defend-
ing attorney, nor did it assume any active role in the case until
eleven days beforetrid.®? Because of American Home's inac-
tive role, no duty existed under adirect duty theory, nor was
there justification for relief to be granted under principles of
equitable subrogation.

Liberty Mutud’s rights may have been different had the
Vearde plaintiffs demanded settlement within the policy limits
of American Home, but perhaps not, due to the fact that
American Home had no control of the defense or settlement
activities.

But what if tort plaintiffs demanded more than the com-
bined amounts of the SIR and American Home's palicy limit?

|



CNR, asinsured, would likely have had an obligation to advise
Liberty Mutua of the claim, but would American Home also
have had aduty to advise Liberty Mutua if CNR failed to give
such notice? If so, to whom would American Home have
owed that duty? To CNR and/or to Liberty Mutual? If
Liberty Mutua refused to pay the excess over $25 Million
because of alack of notice of a potentia claim, would CNR
have had a claim against American Home for the uncovered
€xcess judgment?

CONCLUSION

The authors have found no dtatistics on the increased use
of sdf-insurance in contemporary commerce, but they observe
asubstantial increase®  Although most jurisdictions find
means to compensate higher tier insurers for misconduct of
commercia primary insurers, there is no body of reported law
that assigns the same responghility to self-insureds who con-
trol their own defenses and settlement of claims.

The absence of that body of law by itself convinces us that
Texas law would not likely find that self-insureds owe any
duties to excessinsurers under an equitable subrogation theory,
and Texas does not follow any direct duty theory. (Also, the
Garcia factors do not gpply because thereis no primary insur-
er)* However, sufficient other rationale appearsin Texas law
to support our prediction:

1. The only reported Texas case on the subject
(1992) shows that the Cdifornia case of
Commercial Union Assurance Companies V.
Safeway Stores, Inc. is persuasve. The Dadlas
Court of Appeds found that a self-insured owes
no common law duty to make or accept settlement
offersin order to protect the financia interests of
excess insurers.®

2. That same Dadllas case showsthat where a sdlf-
insured has a contractua right to control clams
(including settlements), the “primary” insurer
cannot force the sdlf-insured to settle, and that
insurer owes no duties to other insurers with lay-
ersof coverage above.®

3. A corporation chartered under the Texas
Business Corporation Act is expresdy forbidden
to engage in the insurance business, therefore the
sdf-insured will not likely be found to be a pri-
mary insurer.”

4. " Sdf-insurance’ has a distinct meaning recog-
nized by Texas courts. “The practice of setting
agde a fund to meet losses instead of insuring

againg such through insurance,”* further suggest-
ing that self-insureds are not insurers under the
law.

5. Sdf-insurance has been found not to congtitute
“other valid and collectible insurance’ in Texas®
providing further proof that self-insureds do not
have the same characteristics as insurers.

———— - E———
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Insurance coverage questions regarding claims for defec-

I. INTRODUCTION

tive construction have received significant trestment from the
courtsin Texas over the past five years.  The decisions gener-
aly concern whether the alegationsin the pleading or facts
proven at tria are sufficient to trigger the insuring agreement
inacommercid generd liahility policy. The vast mgority of
the opinions concern whether the allegations are sufficient to
dtate an “occurrence” sufficient to trigger an insurer’s duty
under the policy. Severa cases have aso considered whether
alegations of defective construction are sufficient to state
“property damage.” What has resulted is a confusing mess of
law that is neither predictable nor stable.

The Texas Supreme Court is currently considering two
separate cases that deal with theseissues.  In Lamar Homes v,
Mid-Continent Casualty Company,? the court has accepted
three questions certified by the United States Court of Appeals
for the Fifth Judicid Circuit® Thefirst two questions are:

1. When ahomebuyer sues his general contractor
for congtruction defects and aleges only damage
to or loss of use of the home itsdlf, do such alle-
gations dlege an “accident” or “occurrence” suf-
ficient to trigger the duty to defend or indemnify
under aCGL policy?

2. When ahomebuyer sues hisgenera contractor
for congtruction defects and aleges only damage
to or loss of use of the home itsdlf, do such alle-
gations dlege “property damege’ sufficient to
trigger the duty to defend or indemnify under a
CGL palicy?

The third question deals with the applicability of Article
21.55 of the Texas Insurance Code to claims for defense.®

RISTOPHER “KIPPER” BURKE

ofects nder o Commereial

¢ Goniasion

The briefing schedule has been issued, and the caseis set for
ora argument on February 14, 2006.°
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In the second case, Employers Mutual Insurance
Company v. Gehan Homes, the insurers filed petitions for
review on whether a construction defect was sufficient to state
an “occurrence’ under acommercia generd liability policy.’
At the time of writing, the Texas Supreme Court had received
full briefing in Gehan Homes but has not acted on the petition
for review? Because the questions it will answer in Lamar
Homes are potentidly dispositive of theissuesin Gehan
Homes, it islikely the court will take no action on the petition
for review until after it has decided Lamar Homes.

This article will analyze the “occurrence” and “property
damage’ questions asthey relate to claims for defective con-
struction.  For purposes of thisarticle, it isimportant to digtin-
guish between claims involving damage only to what the con-
tractor built on that project and claims where the contractor’s
work damaged something other than what was provided. For
the discussion contained here, congtruction defects will involve
only thefirgt of these two scenarios— damage caused by the
contractor’swork solely to what the contractor provided pur-
suant to that sales or building contract.

Il. THE POLICY PROVISIONS

The commercia generd lighility policy contains severa
sectionsincluding (1) the insuring agreement, (2) the exclu-
sions, (3) the definitions, (4) the conditions, and (5) endorse-
ments. For acomplete understanding of the issues related to
coverage issues related to congtruction defect claims, the insur-
ing agreement, certain exclusions, and certain definitions need
to be analyzed.

The insuring agreement at issue in a standard commercia
generd liability policy states the following:

Mr. Burke* is afounding shareholder in the San Antonio firm of Miller & Burke, PC. He devotes significant attention to insur-
ance coverage issues, including coverage claims related to defective construction.



1. Insuring Agreement.

a Wewill pay those sumsthat the insured
becomes legally obligated to pay as dam-
ages because of “bodily injury” or “ property
damage’ to which this insurance applies.
We will have the right and duty to defend
any “suit” seeking those damages.

b. Thisinsurance appliesto “bodily injury”
and property damage” only if:

() The“bodily injury” or “property
damage’ is caused by an “occur-
rence’ that takes place in the
“coverage territory”; and

(2 The“bodily injury” or “property
damage’ occurs during the policy
period.

The policy contains numerous exclusions that are poten-
tidly applicablein a construction defectscases.  However,
only afew of the exclusions are germane to the issuesin this
paper. Many of the other exclusionswill come into play ina
congtruction defect case.  However, for purposes of the discus-
sion regarding whether any construction defect claims consti-
tute an “occurrence” or “ property damage’ only the following
exclusions are necessary for afull understanding of the issues.

2. Exclusons.
This insurance does not apply to:
a. Expected or Intended Injury

“Bodily injury” or “property damage’
expected or intended from the standpoint
of the insured.

b. Damageto Your Work

“Property damage’ to “your work” arising
out of it or any part of it and included in the
“products-completed operations hazard.”

This exclusion does not apply if the dam-
aged work or the work out of which the
damage arises was performed on your
behalf by a subcontractor.

The following definitions are relevant to the discusson
aswell:

SECTIONV — DEFINITIONS

“QOccurrence’ means an accident, including continuous or
repested exposure to substantidly the same genera harmful
conditions.

a  “Products-completed operations hazard” includes dl
“bodily injury” and “property damage’ occurring away
from premises you own or rent and arising out of “your
product” or “your work” except:

(1) Productsthat are ill in your physical possession; or

(2) Work that has not yet been completed or abandoned.

b. “Your work” will be deemed completed at the earliest of
the following times:

(1) Whendll of thework called for in your contract has

been completed.

(20 Whendl of thework to be done at the Site has been

completed if your contract calls for work at more than
one ste.

(3) When that part of the work done at ajob Site has been

put to its intended use by any person or organization
other than another contractor or subcontractor working
on the same project.

Work that may need service, maintenance, correction,
repair or replacement, but which is otherwise complete,
will be treated as completed.

“Property damage’” means.

a

Physical injury to tangible property, including al
resulting loss of use of that property. All such loss of
use shdl be deemed to occur & the time of the physicd
injury that caused it; or

Loss of use of tangible property thet is not physicaly
injured. All such loss of use shall be deemed to occur
at the time of the “occurrence” that caused it.

“Your work” means.

a

Work or operations performed by you or on your
behdf; and

Materids, parts or equipment furnished in connection
with such work or operations.
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“Your work” includes:
a.  Warranties or representations made at any time with
respect to the fitness, quaity, durability, performance
or use of “your work,” and

b. The providing of or failure to provide warnings or
ingructions.

lll. THE STANDARDS OF REVIEW

A. Duty to Defend

In determining whether an insurer has a duty to defend,
the court looks solely to the face of the pleadings and the poli-
cy provisons. National Union Fire Ins. Co. v. Merchants Fast
Motor Lines, Inc., 939 SW.2d 139, 141
(Tex. 1997); Argonaut Southwest Ins.
Co. v. Maupin, 500 SW.2d 633 (Tex.

488, 493 (Tex. App. — Houston [1st Dist.] 2000, no pet.);
American Alliance Ins. Co. v. Frito-Lay, Inc., 788 SW.2d 152,
153-54 (Tex. App. — Dalas 1990, writ dism'd) (contrasting
duties to indemnify and defend under liability policy). While
the duty to defend indulges dl inferencesin favor of the
insured, the duty to indemnify requires that the insured prove
that the damages fal within the scope of coverage. See
Hartrick v. Great American Lloyds Ins. Co., 62 SW.3d 270,
275-76 (Tex. App. —Houston [1st Dist.] 2000, no pet.) (finding
that unlike the duty to defend, which arises when a petition
seeking damages aleges facts that potentially support claims
covered by aliability policy, the duty to indemnify arises from
proven, adjudicated facts).  See also Cowan, 945 SW.2d a
821 ("The duty to indemnify istriggered by the actua facts
establishing liability in the underlying suit.”). No duty to
indemnify arises unless the underlying litigation establishes lia-
bility for damages covered by the insuring
agreement of the policy. See Employers
Cas. Co. v. Block, 744 SW.2d 940, 944

1973) (stating that under the “ complaint Ta| (Tex. 1988) (disapproved on other
alegation” rule developed in Texas I n ﬁaer mni ng grounds by State Farm Fire & Casualty
jurisprudence, the duty to defend is deter- W\ ,h I Co. v. Gandy, 925 SW.2d 696, 714 (Tex.
mined by the alegations of the petition ether an insurer 1996)); Heyden Newport Chem. Corp. v.
orsarsuiou o peran 1105 8 QUL 10 defend, - o e while T
or faldty of the dlegations). Theinsurer is legd determination of ultimate liability is
under alegd duty if, and only if, the peti- the COI’l]Jrﬁ: l OOka S(r)ll ely required before the insurer becomes obli-
tion aleges facts construing a cause of gated to defend the suit [,]" the insurer
action within the coverage of the policy. tO t €laceo t c pays because the insured "has been adju-
Trinity Universal Ins. Co. v. Cowan, 845 pl eadl ngs and the dicated to be legaly responsible’).

S.\W.2d 819, 821 (Tex. 1997); Shug
Harbor Ltd. v. Zurich Ins. Co., 968 F.2d
538 (5th Cir. 1992). The duty is deter-
mined without regard to whether the facts
dleged againg the insured are true or
false and without regard to what the insured and insurer know
the truefactsto be. Heyden Newport Chem. Corp. v. Southern
General Ins. Co., 387 SW.2d 22, 26 (Tex. 1965). In acase of
doubt as to whether the alegations of the complaint Sate a
cause of action within the coverage of aliability policy suffi-
cient to compel the insurer to defend the action, such doubt
will be resolved in theinsured'sfavor. 1d. Animportant limi-
tation on thisruleis that the insurer is not required to read fac-
tua alegationsinto the pleadings that could have been made,
but were not.  Cowan, 945 SW.2d at 821.

B. Duty to Indemnify

In Texas, the duty to defend and the duty to indemnify are
distinct and separate duties.  Farmers Texas County Mut. Ins.
Co. v. Griffin, 955 SW.2d 81, 82 (Tex.1997). The standards
by which those two duties are examined are markedly differ-
ent. Pilgrim Enters,, Inc. v. Maryland Cas. Co., 24 SW.3d

policy provisons.

IV. “OCCURRENCE” INTHE
TEXAS SUPREME COURT

Under the terms of the palicy, an
insurer only agreesto pay for damages caused by an “occur-
rence” An “occurrence’ is defined by the policy to mean “an
accident including continuous or repeated exposure to substan-
tidly the same genera harmful conditions.” The Texas
Supreme Court has analyzed similar definitions on severa
occasions.

The Texas Supreme Court has held that, where an
insured's acts “are voluntary and intentional and the injury is
the natural result of the act,” the injury was not caused by an
“occurrence” within the meaning of the policy even though the
particular injury may have been unexpected, unforeseen, and
unintended. Argonaut Southwest Ins. Co. v. Maupin, 500
SW.2d 633, 635 (Tex. 1973).  Under that definition, the
Court must first determine whether specific acts aleged to
have caused the plaintiff'sinjuries in the underlying suit were
“voluntary and intentiond.”  If s, the Court must next deter-
mine whether the injuries alleged were a“ natura result” of the



acts. SeeWessinger v. Fire Ins. Exch., 949 SW.2d 834, 838
(Tex. App. Ddlas 1997, no writ) (describing anaysis of
whether injuries were caused by “accident” under Maupin as
“two-step” process).  See also Folsom Investments, Inc. v.
American Motorigts Ins. Co. 26 SW.2d 556, 559 (Tex. App. —
Dallas 2000, no pet.).

In Cowan, the Texas Supreme Court reaffirmed Maupin
with refinement of the definition of “accident.”  Trinity
Universal Ins. Co. v. Cowan, 945 SW.2d 819, 828 (Tex.
1997). The court in Cowan explained that the “natural result”
of anact isan injury of atype that could be “reasonably antici-
pated from the use of the means, or an effect” that the insured
could be “charged with ... producing.” Cowan, 945 SW.2d at
827-828 (quoting Republic Nat'l Life Ins. Co. v. Heyward, 536
S.\W.2d 549, 555-56 (Tex. 1976). |n other words:

When aresult isnot the natural and probable con-
sequence of an act or course of action, it is pro-
duced by accidental means. The naturd result of
an act isthe result that ordinarily follows, may be
reasonably anticipated, and ought to be expected.
This standard is objective. A person is held to
intend the natural and probable results of his acts
evenif hedid not subjectively intend or anticipate
those conseguences.

W\essinger, 949 SW.2d at 837-38.

The Texas Supreme Court has not examined anything
even remotely analogous to a congruction defect case.  In fact,
the Texas Supreme Court has not addressed whether aroutine
breach of contract, without anything more, would be sufficient
to trigger an “occurrence” under a standard ligbility policy.
Thus, while the above standard is the only one the court has
announced, that does not mean that in pure breach of contract
cases, such asacdlam solely for defective congtruction, the court
would not adopt a different standard.  The Texas Supreme
Court has been more than willing to treat the two aress differ-
ently for liability and damages, so there is no reason to believe
it will not treat them differently for coverage. The easiest way
the court could address the contract Scenario isto confirm a party
to a contract who fails to perform properly under that contract
presumptively foresees the damages that flow from that breach
of contract as a matter of law. See Arthur Andersen & Co. v.
Perry Equip. Corp., 945 SW.2d 812, 816 (Tex. 1997); Wade &
Sons, Inc. v. American Sandard, Inc., 127 SW.3d 814, 823
(Tex. App. —San Antonio 2003, pet. denied). The court should
date that factua allegations thet the insured's failured to comply
with its contractua obligations in a congtruction defect matter
areinsufficient to state an occurrence as a matter of law.
However, even utilizing the court’s stated standard results in
there being no occurrence for congtruction defect clams.

V. THE OCCURRENCE CASES INTHE
LOWERTEXAS APPELLATE COURTS AND
FEDERAL DISTRICT COURTS.

The lower appellate courts and the federd district courts
have had a difficult time in determining whether alegations of
defective congtruction are sufficient to trigger an occurrence.
Any attempt to harmonize the opinionsisfutile An exami-
nation of the cases holding both ways shows that the correct
interpretation of the policy isthat thereis no “occurrence”
when the damage is solely to the subject matter of the contract
between the builder and the homeowner.

A. THE CORRECT RESULTS —CASESFINDING
NO “OCCURRENCE” FOR CONSTRUCTION
DEFECT CLAIMS

Numerous Texas courts have properly concluded that the
carrier had either no duty to defend or no duty to indemnify
the insured from claims for faulty workmanship. See Jim
Johnson Homes, Inc. v. Mid-Continent Casualty Company, 244
F.Supp.2d 706 (N.D. Tex. 2003); Devoe v. Great American
Ins., 50 SW.3d 567 (Tex. App. —Austin 2001, no pet.); Lamar
Homes, Inc. v. Mid-Continent Casualty Company, 335
F.Supp.2d 754 (W.D. Tex. 2004); Michigan Mutual Ins. Co. v.
Alliance Congtruction, Inc., 2005 WL 2297505 (W.D. Tex.
Sept. 21, 2005); Mid-Arc v. Mid-Continent Casualty Company,
2004 WL 1125588 (W.D. Tex. Feb. 24, 2004); \esta Fire
Insurance Corporation v. Nutmeg Insurance Company, A-00-
CA-468-SS (W.D. Tex. Sept. 29, 2003); Tealwood
Congtruction, Inc. v. Scottsdale Ins. Co., 2003 WL 22790856
a *5-*6 (N.D. Tex., Nov 19, 2003); Malone v. Scottsdale Ins,
Co., 147 F.Supp.2d 623 (S.D. Tex. 2001); Acceptance Ins. Co.
v. Newport Classic Homes, Inc., 2001 WL 1478792 (N.D. Tex.
Nov. 19, 2001). Seealso Thomv. State Farm Lloyds, 10
F.Supp. 693, 702 n.9 (S.D. Tex. 1997) (expressing reservations
as to whether alegations of negligent construction would be an
“occurrence” under several policies).

In Jim Johnson Homes, Inc., the homebuilder brought an
action againg its commercid liahility insurance carrier assert-
ing that the carrier had an obligation to defend the builder in
arbitration proceedings brought by the homeowner for whom
the builder Homes had agreed to build ahome.  Jim Johnson
Homes, Inc., 244 F.Supp.2d. a 709. The homeowners com-
plained of improper construction, congtruction deficiencies,
and design deficiencies. 1d. a 711. In holding that the insur-
ance carrier had no duty to provide coverage to the home-
builder, the court reasoned that the substandard construction
did not condtitute an accident and noted that “[n]one of the lan-
guage of the insurance policy suggests that the policy was
intended to serve as a performance bond aswell asatypica
ligbility insurance contract.” 1d. at 715.  Furthermore, the



court stated that the claims made by the homeowners are not
claims of accidental damage to property, with the consequence
that no “occurrence’ hastaken place. 1d. at 715-16. Infind-
ing that there had been no “occurrence’ as defined by the poli-
cy, the court stated:

Alternative, conclusory dlegations of negligence
such as the Jeters made in their demand cannot
serveto overcome the specific facts, asset forthin
the demand, when, as here, those facts quite clear-
ly demondrate that the red complaint is tha
plaintiff [homebuilder] did not live up to his con-
tractua obligations to build their house properly.
Artful pleading suggesting that plaintiff's [home-
builder’'s] acts were negligent or reckless cannot
overcome the basic facts underlying [the] claims.
The dlegation that plaintiff [homebuilder] was
negligent issmply an embellishment on, and are-
characterization of, the basic breach of contract
and fraud clamsthe Jeters assert in their demand.

Id. a& 716-17 (citations omitted). In concluding its analysis
that no “occurrence’ had been aleged, the court declared,

The focus here, asit should bein al cases of this
kind, is not on the characterization given by the
homeowners of their claim against their builder,
but is on whether the evidence would support
findings invoking the insurance coverage.

Id. a 717.

In Devoe, the Devoes contracted with Tri-Mark
Development Corporation to condruct acustom home.  Devoe,
50 SW.3d a 568. The Devoes complained of improper and
deficient workmanship. 1d. Theinsurer declined to defend,
citing in part that no occurrence had been dleged. 1d. The
Devoestook adefault judgment, and then sued Gresat
American as third-party beneficiaries under the insurance con-
tract. 1d. The Devoe court declined to adopt the theory that
“shoddy workmanship” could be considered an occurrence.
The court stated:

[The Devoes] do not alege any event or series of
events that could be construed as an accident.
The Devoes home was constructed over aperiod
of time as a voluntary and intentiona act by the
insured, and the alleged deficient and substandard
congtruction did not congtitute an accident or an
occurrence under the plain-meaning rule even if
the resulting, poorly constructed home was unex-
pected unforeseen, or unintended by the insured.

Id. at 572 (citing Argonaut Southwest Ins. Co. v. Maupin, 500
S\W.2d 633, 633 (Tex. 1973)). Accordingly, the court upheld
thetrid court's summary judgment in favor of Great American.

In Lamar Homes, the court confronted alegations of a
failure to design and/or congtruct the foundation in agood and
workmanlike manner. Lamar Homes, 335 F.Supp.2d at 758.
The homeowners further aleged that the foundation deflected
excessively resulting in cracks in the sheetrock and stone
veneer. |d. The homeowners aleged that these failures were
caused by Lamar Homes negligence. Id. Judge Yeske con-
cluded that the homeowners had not alleged an occurrence
under the terms of the palicy.

Each of these courts properly concluded that because the
factud alegationsin each case were that the insured failed to
adequately congtruct the home, those facts failed to alege an
occurrence.  The Jim Johnson Homes court reasoned that the
congtruction work had been conducted over aperiod of time,
and the allegations of the homeowners merely contained com-
plaints about things done voluntarily and intentionaly by the
homebuilder.  Similarly, the Devoe court determined thet based
upon the fact that the insured presumptively foresaw the dam-
agesto the home as aresult of their alegedly deficient per-
formance; the insurance policy did not provide coverage for
thet loss. The Lamar Homes court noted that the Texas Supreme
Court’s specific pronouncementsin JimWalter Homes v. Reed
rejected the notion that conclusory allegations of negligence
would be sufficient to state an accident.  The Texas appellate
court in Hartrick, aswell asthe federa digtrict courtsin Malone,
Tealwood, Vesta Fire, and Newport Classic Homes reached the
same concluson. See, eg., Malone, 147 F.Supp.2d at 627-28
(relying on Hartrick to find insurer had no duty to defend dle-
gations of negligent construction); Newport Classic Homes,
2001 WL 14789791 a *4 (finding allegations that insured
failed to build home in a good and workmanlike manner and
failure to build home in compliance with loca building code
did not state an occurrence within meaning of the policy). The
cases that properly examined Texas law concluded that a com-
mercia generd lighility policy does not cover congtruction
defect claims because they fail to alege an occurrence.

The lower court cases including Jim Johnson Homes,
Devoe, and Lamar Homes correctly apply the Texas Supreme
Court's andysis to determine that there has been no occurrence.
Those cases focus first on whether the insured intended to act
asrequired by Cowan. The courts then consider the foreseen
consequences of those actions, applying the Texas Supreme
Court’s specific directive that these types of damages are pre-
sumed to have been foreseen.  These courts have properly
determined that the petitions aleging damage only to what the
contractor was hired to build fail to alege an occurrence under
Texaslaw.



B. THEWRONG RESULT —CASESFINDING AN
OCCURRENCE FOR CONSTRUCTION
DEFECT CLAIMS

In the cases finding a duty to defend or indemnify for
defective congruction claims, the courts have adopted ether a
“negligence equals occurrence” position or have adopted the
“the insured did not expect or intend the damage” theory.
Neither of these two theories regarding the interpretation of
occurrence are a correct gpplication of the exigting Texas
Supreme Court precedent. In fact, both theories violate well-
ettled principles established by the Texas Supreme Court. In
addition, many of the cases assert that if there is no “occur-
rence’ then the subcontractor exception to exclusion | isren-
dered meaningless.  Numerous examples support the insur-
anceindugtry’s interpretation of “occurrence’ yet till trigger
the subcontractor exception to exclusion|. Asaresult, the
courts conclusions that the subcontractor exception would be
rendered meaninglessiswrong.

1. Allegationsof “negligence” are NOT sufficient
totrigger coverage.

a. Texas Supreme Court hassaid to look to
facts, not legal theories.

Insureds routinely argue that
an dlegetion that it “ negligently
congtructed” the residence or
“negligently supervised” its sub-
contractors alleges an “occur- )
rence” However, thisapproachis ~
simply wrong.®®  In determining
the duty to defend, it is the facts
alleged which control. National

Union Firelns. Co. v. Merchant's Yl
Fast Motor Lines, Inc., 939 SW.2d NARE ==
139, 141 (Tex. 1997); Adamo v. | i G
Sate Farm Lloyds Co., 853 SW.2d [ | i E‘

673, 676 (Tex. App—Houston
[14th Digt.] 1993, writ denied).
Thelegd theories of recovery pled by a plaintiff do not affect
the duty to defend. Adamo, 853 SW.2d 673. Stated another
way, the label that the plaintiff puts on the cause of action is
not contralling.  See National Union, 939 SW.2d at 141.
Numerous Texas cases have held that smply using of the term
"negligence” or smilar terms does not trigger a duty to defend
where the facts alleged clearly do not involve accidental injury.
See, eg., American Nat. General Ins. Co. v. Ryan, 274 F.3d
319 (5th Cir. 2001) (alegations of negligence did not control
and did not alege an occurrence); Folsom Investments, Inc. v.
American Motorigts Ins. Co., 26 SW.3d 556, 559-60 (Tex.
App.—Dadlas 2000, no pet.) (alegations of negligent hiring,

training, supervision, and retention of the employee were
insufficient to alege an occurrence).  The rationale behind
such arule is Ssmple — coverage decisions are based upon the
substance of the pleadings, not on the form of the pleading.
Despite this sound rationale, severa courts have adopted the
faulty premise that negligence equas occurrence.

Calli Homes, Main Srreet Homes, Gehan Homes encour-
aged reliance on the “negligence equals occurrence” argument
in the congtruction defect area*  In Calli Homes, the court
stated that an alegation of “negligently performed work” was
sufficient to state an occurrence.  See Great American Ins. Co.
v. Calli Homes, Inc., 236 F.Supp.2d 693, 699-702 (S.D. Tex.
2002). In Main Street Homes, the court discussed the allega-
tions of negligence asiif that legd theory aone was sufficient
to state an occurrence under the commercia genera lighility
policy. See Main Street Homes, 79 SW.3d 687, 694 (Tex.
App. —Austin 2002, no writ) (stating “the petition’s allegations
againg Main Street include alegations of negligence’).* In
Gehan Homes, the Dallas Court of Appedals stated that it could
not ignore the “ negligence alegations’ in the statement of
4 ‘ clams. Gehan Homes, 146

[, SW.3dat842. The Gehan
7 Homes court looked at the neg-
ligence allegations despite it's
recognition that the Texas

= Supreme Court had specificaly
__ dtated that the court should not
look to the legal theoriesto
make its determination. Id.
Rather than accepting this man-
date from the Texas Supreme
Court, the Ddlas Court of
Appedls, in afootnote, asserts
that mogt of the cases that limit
! review to the factual alegations “tend to
involve claims of intentiona conduct.” 1d. a
842 n.5. With respect to the occurrence andy-
ss, thismay betrue. However, the Texas
Supreme Court has never looked at legal theo-
riesto determineif thereisaduty to defend.
The Ddllas court of gppeals was doing something thet the
Texas Supreme Court has never done, and in fact has specifi-
cally directed the court not to do. See National Union Fire
Ins. Co. v. Merchants Fast Motor Lines, Inc., 939 SW.2d 139,
141 (Tex. 1997).%

Gehan Homes assarts that most cases that have declined to
look a the legal theories were intentional tort cases. It then
declines to follow those cases without providing any discussion
of why it is believes those cases are distinguishable regarding
the duty to defend. In fact, there is no reason to differentiate
between intentiona tort cases and construction defect cases



regarding whether court should look to legal theories rather
than factsin determining the duty to defend. The Texas
Supreme Court has determined that if the facts show solely
intentional conduct, then the claim cannot be converted into an
accident smply by dternately dleging negligence. See
Cowan, 945 SW.2d at 821, 828 (discussing facts showing
intent despite pleading of negligence). The same can be said
for a congruction defect claim.

The Texas Supreme Court has clearly defined the distinc-
tion between a breach of contract claim and aclaim for negli-
gence. In Montgomery Ward & Company v. Scharrenbeck, the
Texas Supreme Court examined a situation where a defectively
repaired water heater started afire that damaged the remainder
of thehome. Scharrenbeck, 204 S.W.2d 508, 508-09 (Tex.
1947). The court determined there could be arecovery in
negligence noting that a*contract may
cregte the state of things which furnishes
the occasion of atort.” 1d. a 510. The
court later reaffirmed and summarized
Stharrenbeck’srationae. See
Southwestern Bell Tel. Co. v. DeLanney,
809 SW.2d 493, 494 (Tex. 1991). In
Del.anney, the court distinguished
between damage solely to the water
heater (an economic loss for which there

The facts showing a
contract clamare
Cleal’ly dlgl ngui Shable that language does not magically transform

it promised, or it did what it promised. Additionally, thereisa
good reason why there is no standard of care question. By
entering into the contract, the contractor has presumptively
foreseen all of the damages that relate to the performance of
the contract. See Arthur Andersen & Co. v. Perry Equip. Corp,,
945 SW.2d 812, 816 (Tex. 1997); Wade & Sons, Inc. v.
American Sandard, Inc., 127 SW.3d 814, 823 (Tex. App. —
San Antonio 2003, pet. denied). Damages to that which you
contracted to provide are as a matter of law conclusively fore-
seen.® |f the parties contemplated the risk by entering into an
agreement, those risks cannot be re-characterized astort dam-
ages. SeeJimWalter Homes v. Reed, 711 SW.2d 617, 618
(Tex. 1986). Asthe Texas Supreme Court determined in Jim
Walter Homes, aplaintiff’s recovery for abuilder’s failure to
complete its contract is limited to contract, and not tort.*
Seeld.

Inserting the phrase “failed to use rea:
sonable care”’ in place of theword “ was
negligent” shows why the negligence
equals occurrence line of reasoning is
wrong. Just because the contractor may
have “failed to use reasonable care’ in per-
forming its obligations under the contract,

the factua dlegationsinto an accident. A

IS no recovery in negligence) and damage from the faCtS genera contractor, by entering into the
to the remainder of the home because of . contract, assumes the liahility that those
the defective water heater (damages for Sh()VV| ng a working to complete the project will do so

which there could be arecovery in negli-
gence). Delanney, 809 SW.2d at 494.

The facts showing a contract claim
are clearly distinguishable from the facts
showing a negligence claim, just asthe
facts showing an intentional tort are clearly distinguishable
from those showing anegligence clam. The Gehan Homes
court failed to recognize that efforts to recast an intentional tort
case as a negligence matter isindistinguishable from efforts to
recast a breach of contract case asanegligencecase. Thereis
smply no justification for treating them differently in deter-
mining the coverage available for a construction defect claim.
Accordingly, recasting a breach of contract claim as a negli-
gence claim isinsufficient to trigger an occurrence under a
commercia generd liability policy.

b. Facts showing breach of contract should not be
converted to tort claims smply by mention of the
word “negligence”

In breach of contract cases, the fact finder never even con-
Sdersthe standard of care theinsured used in performing its
contractua obligations” Either the insured failed to do what

negligence claim...

according to the contract and itsimplied
warranties. The contract requires the
generd contractor to hire competent indi-
viduals and adequately supervise those it
hiresto complete the contract. If not, the
generd contractor must pay the costs asso-
ciated with correcting itsfailure. Failing to act reasonably in
the performance of your contractua dutiesis not sufficient to
make the damages unforeseen.  Thus, thereis no occurrence.

c. A claim of negligent supervison does not trigger
cover age for a congtruction defect claim.

Some builders argue that allegations of “negligent supervi-
sion” are sufficient to trigger aduty to defend, citing King v.
Dallas Fire Insurance Company.? A proper reading of King
does not support such aconcluson. In King, the Texas
Supreme Court set forth facts that the insured failed to (1) runa
crimina background check, (2) determine whether the employee
had a propensity for violence, and (3) provide training on how
to peaceably respond to Stuations on the condruction ste. Id.
a 187. Anemployee of the insured intentionally attacked and
injured the plaintiff. 1d. at 186. Noting that the separation of
insureds provision in the commercia genera liability policy



created separate insurance policies for the insured and the
insured's employee, the court determined that the insured's
standpoint controls in determining whether there has been an
“occurrence’ that triggers the duty to defend. 1d. at 188.

By arguing that allegations of negligent supervison are
sufficient to trigger a duty to defend, the building industry
must believe that King looked solely at the legd theory, rgject-
ing well-established Texas law without explicitly saying so.
Thisissmply not true. Rather, the court focused on the factual
allegations regarding the claims againgt the insured and what it
dlegedly failed to do. The court then determined that the
injury to the third party was an accident based upon those facts.
The court concluded that from the standpoaint of the insured,
because the facts showed the insured did not expect or intend
his employee to commit an intentional tort, that these alega-
tions were sufficient to alege an occurrence.  1d. at 192-93.

King is also readily distinguishable from a construction
defect case regarding claims of negligent supervison. Most
importantly, the employee in King committed an intentional
tort that was outside of the course and scope of his employ-
ment, whereas in congiruction defect claims, the subcontractors
are acting wholly within their course and scope of their duties.
The subcontractors are smply doing the job that they had been
hired to do. Moreover, the builder hires the subcontractors to
congtruct the home, and the builder oversees the construction
at each step of creation® Thus, thisis not a case like King,
where the intentiond act of the employee was not attributable to
the insured employer. Instead, the acts of the subcontractors
in congtructing a faulty home are wholly attributable to the
contractor because subcontractors build the home, act within
their course and scope of their duties, and are under the direct
supervison and control of the contractor.  Thus, King issSmply
not on point at least asit relates to the “negligent supervision
equals occurrence” argument.

d. Thebuilding industry’'s approach wrongfully
encour ages pleading non-viable causes of action
and it encouragesinsuredsto leave non-viable
causes of action in the lawsuit solely to requirean
insurance company to provide a defense.

If the negligence allegations are sufficient to trigger a duty
to defend in a breach of contract case, it would encourage
pleading of causes of action that are absolutely not viable
under well-established Texas law solely to involve the insurance
company in the defense of theclaim.  Thisis not amythical
problem.2 Many attorneys plead negligence causes of action
solely for the purpose of involving an insurance company in
the defense of claims. But, the problems do not end at the
pleading stage.

Insurers routingly assume the defense of congtruction
defect claims under areservation of rights. Many times dur-
ing the course of discovery it is determined that the plaintiff is
seeking damages solely to the homeitsalf. Thus, the plaintiff
has no cause of action for negligence.  The insurer, recogniz-
ing that a meritorious defense to the negligence claim exists,
asks defense counsel to file a maotion for summary judgment
on that claim. Without a reservation of rights letter, the
insured would wholeheartedly agree to the motion.  But,
because of the negligence equals occurrence argument,
defense counsel must explain to the insured that while the
summary judgment motion is meritorious, it could have a
negative impact on the insurer’s duty to defend. If the
motion is granted the insurer may very well withdraw from
the defense.  The insured, not wanting to lose the defense,
instructs its counsel not to file the motion. Thus, because
the insured fears losing his defense based upon the legd the-
ory of negligence, a cause of action that should have been
removed by summary judgment ends up going to the jury
unnecessarily.? In fact, the building industry’s interpreta-
tion of the policy encourages the plaintiff and the insured to
work together to keep the insurer involved in providing the
defense.  For the courts to adopt the interpretation of the
policy offered by the building industry, they encourage this
type of gamesmanship.*

2. Thesandard requiring an insured to “ expect or
intend” to cause damagein order for their to be
no “occurrence’ violatesthe Texas Supreme
Court’sdecison in King v. Dallas Fire and renders
the “ expected or intended” injury exclusion in the
policy meaningless.

In addition to the problems associated with the negligence
equals occurrence argument, another mgjor error in many
courts andysisisin framing the issue as whether the insured
“expected or intended” to cause the damage® This postion
runs afoul of the Texas Supreme Court’s opinion in King v.
Dallas Fire, a case those same courts rely upon heavily. The
King court rested its decision in large part on the fact that the
insurer could not offer any interpretation of the policy that
gave meaning to the expected or intended injury exclusion.
King v. Dallas FireIns. Co., 85 SW.3d 185, 192 (Tex. 2002).
The court found the insurer’s position unreasonable because it
had offered no interpretation that would give meaning to this
exclusonin the policy. 1d.

The courts that have framed the issue as whether the
insured expected or intended to injure the plaintiff have created
the exact same problem that the insurer had in King.  Only
thistime, it isthe insureds that cannot offer any interpretation
of the palicy that affords the expected or intended injury exclu-
son meaning.® If an occurrence is only stated when the



insured did not “expect or intend” the injury, then thereisno
conceivable ingtance in which the exclusion would ever apply.
No claims could survive the definition of occurrence and ill
trigger the expected or intended injury exclusion, which ren-
ders the exclusion meaningless in direct violation of the Texas
Supreme Court.  SeeKing, 85 SW.3d at 189, 192-93. Thus,
the Texas Supreme Court has dready ruled that the interpreta-
tion offered by the insureds is unreasonable as a matter of law
because it failsto give effect to each term in the insurance con-
tract. Because courts are charged with giving effect to al pro-
visionsin the policy, the courts that have adopted the standard
that thereis an occurrence unless the insured “ expected or
intended” the injury have rendered this exclusion in the policy
meaningless. |d.

This building industry’s characterization of what conti-
tutes an occurrence serioudy misinterprets the Texas Supreme
Court’s pronouncements regarding that
issue. The Texas Supreme Court
requires the parties to look at both the
intent of the actor and the reasonably
foreseeable reault of that act. The
builders have argued thet if thereisno

The palicy only

The building industry has also asserted a standard that is
unworkable because it requires the court to litigete liability
factsin order to determine whether there is aduty to defend.
The Gehan Homes court states that the second prong of the
Texas Supreme Court’s test is whether “an action is intention-
aly taken but is performed negligently and the effect is not
what would have been intended or expected had the deliberate
action been performed non-negligently.” Gehan Homes, 146
SW.3d a 841. In addition to being horribly confusing, this
characterization of the second prong isfatally flawed.®
Asking whether the damage would have been the natural result
had the insured acted in a non-negligent manner requires the
court to determine whether the insured acted negligently in the
firgt place. Thus, at the duty to defend stage, the court would
need to litigate the liability question in order to determine cov-
erage. Theonly way to determineif the insured was negligent
isto have atria ondl thefacts. Moreove, if theliability case
is submitted to the jury properly only asa
breach of contract case, the jury would
never make a determination of whether the
insured acted negligently.

An example shows why this stan-

alegation of intentionally defective con- provi des cover age dard iswrong. Assume the insured
gruction, that this satisfies the definition builder ingtructs its subcontractor not to
of occurrence?  However, this andysis for darnages put flashing around a certain part of the
ignores the court’singtructions. The first home because the builder heard arep-
prong does not ask whether the insured awar ded utable builder say it was unnecessary.

intended to perform in any particular
manner, rather it asks whether the insured
intended to perform et al. Only after the
determination is made that the insured
intentionally acted, do you then examine
the result of the conduct.

Take thefiring of agun for example.
Assume that the gun wasfired intentionally. If the firing of
the gun werein afield that another hunter happened to be
crossing camouflaged but was injured by the shot, then thereis
little doubt that thiswould qualify asan “accident” because the
intentional act (firing the gun) caused an unexpected injury
(the hunter being injured). But, if the field was filled with
children playing and one was hurt, the injury would be antici-
pated because the law will presume that a person firing agun
into a crowded field anticipates that someone will be hurt.
The standard is an objective one®  In the same way, the
builder intended to act (to build the home) and foreseesasa
matter of law the damage for afailure to build the home cor-
rectly. Incontrast, if theinsured did not intend to act in the
firgt place, (i.e. the gun went off when it was being cleaned),
then thereis an accident.  Thus, the court’s that have framed
the issue in construction defect cases as whether the insured
expected or intended the damage are smply wrong.

“ because of...
property damage’

During a heavy rain, the fact thet the flash-
ing was not used dlows water to seep in.
It does not rise to the level of an intention-
a tort because the insured did not intend
to cause damage. But, if the second
prong is whether the insured acted non-
negligently, then someone (presumably a
jury) would have to determine whether the
failure to flash was “non-negligent.”  If the failure to flash was
not negligent (meaning a reasonably prudent builder would not
have used flashing), then the resulting property damage would
be the naturd or probable result of theinsured's failure to
flash. Accordingly, there would be no occurrence (and appar-
ently no negligence liability in the underlying lawsuit). But, if
the failure to flash was negligent, then there would be an
occurrence because the resulting property damage would not
have occurred had the builder put in the flashing.® Thus,
according to the standard advocated by the building industry,
the occurrence issue is wholly dependent upon a determination
of theliability question in the underlying lawsuit.

In contragt, the insurer’s position is objective as directed by
the Texas Supreme Court and does not require litigating the lia-
bility question. These facts would not state an occurrence. The
congruction of the homeisan intentiond act asisthe builder’s



decison to leave out theflashing.  And, the presumptively fore-
seen effect of failing to adequately flash isthat there will be
water intruson into the home.  Thus, under the correct standard
as offered by the insurers, there would be no occurrence.

3. Ifthereisno“occurrence’ in congtruction defect
cases, the subcontractor exception would beillusory.

Another erroneous position adopted by Texas courtsis that
if thereisno “occurrence” or “property damage” for congtruc-
tion defect claims then the subcontractor exception would be
illusory. See Lennar Homes v. Great American Ins. Co., 2005
WL 1324833 at *11 (Tex. App. — Houston [14th Dist.] June 2,
2005, n.p.h.); Archon Investments, Inc. v. Great American
LloydsIns. Co., 2005 WL 2037177 at *6 (Tex. App. — Houston
[1st Dist.] August 25, 2005, n.p.h).* In order to show that a
provision is not illusory, a party need only show one example
that is sufficient to trigger the exception. In this case, two
simple examples show that the insurance industry’s interpreta:
tion of the policy provides meaning to the subcontractor
exception contained in the policy.  In order to show that the
subcontractor exception istriggered, there are five steps that
must be completed.

1. An“occurrence” (damage caused by the contractor’s
work to something other than the contractor provided
by the damaging causing project);

2. “Property damage’ (physical injury to something
other than what the insured was hired to do for the
damaging causing project);

3. Triggersexcluson | (“property damage’ to the
insured’'s work);

4. The property damage fals within the “ products
completed operations hazard;” and

5. Triggers the exception to the exclusion (subcontractor
is the one performing operations or the work damaged
was that of subcontractors).

Thefirst example involves afairly common issuein
neighborhoods where lots must be graded before homes are
built. The builder constructs two custom homes on separate
lots pursuant to separate contractsto build.  During prepara:
tion of the lot for Home A, the builder’s subcontractor grades
the land on one side to divert surface water away from the
foundation of HomeA. Both homes are completed and deliv-
ered to their purchasers.  Severa months later, during an espe-
cidly heavy rain, the grading on lot A causes surface water to
travel into lot B, causing significant structural damage to home
B. The ownersof home B sue the builder dleging that the
diversion of water caused damage to their homes.

Taking each step individually shows that this scenario
satisfies each step in the analysis that triggers the subcon-
tractor exception. Firgt, the contractor’s work on home A
caused damage to something other than its contract to build
homeA — it caused damage to home B.  Home B was not
the same project as project A where the improper grading
was performed.  The damage to the structure qualifies as
property damage because the contractor’s work on home A
caused physical injury to home B. Home B qualifies asthe
insured’swork, so it triggers the excluson. Home B aso
falls within the definition of the “products completed opera-
tions hazard” (it has been completed and put to its intended
use). Finaly, the subcontractor exception is triggered
because the work that caused the damage was performed by
a subcontractor. Thus, every step necessary to the exception
is satisfied.

The second example that triggers the subcontractor
exception involves a contractor building home B near a
garage its subcontractors built while constructing homeA.
The garage is completely on lot A and is being used by the
homeowner who bought home A. During the course of
constructing home B, an employee of the builder — not an
employee of the subcontractor — damages the garage. This
would qualify as an occurrence — damage caused by the con-
tractor’s work to something other than what the contractor
was providing pursuant to the contract to build home B. It
qualifies as “property damage’ because there was physica
injury to something other than what the contractor was
building. It falls within the exclusion because the garage
qualifies as the insured’s work under the policy. The garage
had been completed and put to itsintended use so it fals
within the * products completed operations hazard.” It
would trigger the exception because the damaged work was
that of a subcontractor.

These two simple examples conclusively establish that
the insurance industry’s interpretation of the policy offers
meaning to the subcontractor exception.®® The courts that
have made the statement that the insurer’s interpretation of
the policy fails to give meaning to the subcontractor excep-
tion are demonstrably wrong. The coverage may not be as
broad as the insureds would like, but this interpretation of
the policy gives meaning to the subcontractor exception —a
fact that the building industry can no longer ignore. In fact,
it isthe building industry’s interpretation that is unreason-
able because has the practical effect of making the general
contractor's CGL carrier the de facto insurance carrier for
every subcontractor for any property damage that occurs to
the project itself after it is completed.® This approach seri-
oudly undermines the insurers ability to determine with
whom they will contract. Thisis further proof that the
interpretation is unreasonable.



V. CONSTRUCTION DEFECT CLAIMS DO
NOT STATE PROPERTY DAMAGE AS
DEFINED BY THE POLICY

The policy only provides coverage for damages awarded
“becauseof ... property damage” The policy defines prop-
erty damage to include the "physical injury to tangible proper-
ty" and the "loss of use of tangible property thet is not physi-
caly injured." Courts generdly have interpreted property
damage to require (1) actua damage to tangible property or (2)
loss of use of property with tangible monetary value. See
Shug Harbor, LTD. V. Zurich Ins,, 968 F.2d 538 (5th Cir.
1992). But, any dameges awarded for a congtruction defect
claim are not awarded because of “property damage. Rather,
they are awarded because of economic loss under well-estab-
lished Texas law.

Under Texaslaw, injury soldly to the product of theinsured's
work congtitutes economic loss.  Mid-Continent Aircraft Corp.
v. Curry County Spraying Serv,, Inc.,, 572 SW.2d 308, 313
(Tex. 1978). An economic loss affects only a party’s pocket-
book, as opposed to persond injury or physical injury to other
property. See, eg., Two Riversco. v. Curtiss Breeding Serv.,
624 F.2d 1242 (1245-46 (5th Cir. 1980). Economic loss
includes the injury to the product itself. Alcan Aluminum
Corp. v. BASF Corp., 133 F.Supp.2d 482, 503 (N.D. Tex.
2001). When no physica injury results to persons or other
property, injury to the defective product itsdlf is an economic
loss. Mid-Continent Aircraft Corp. v. Curry County Spraying
Serv, Inc., 572 SW.2d 308, 313 (Tex. 1978); Rocky Mountain
Helicopters, Inc. v. Bell Helicopter Co., 491 F.Supp. 611, 620
(N.D. Tex. 1979). Asthe Texas Supreme Court stated:

Direct economic loss may be said to encompass
damage based on insufficient product value; thus,
direct economic loss may be* out of pocket” —dif-
ference in value between what is given and
received —or the“loss of bargain” —the difference
between the value of what is received and its
value as represented.  Direct economic loss aso
may be measured by costs of replacement and
repair. Consequentia economic lossincludes all
indirect loss, such asloss of profits resulting from
inability to make use of the defective product.

Nobility Homes of Texas, Inc. v. Shivers, 557 SW.2d 77,
78 n.1 (Tex. 1977) (quoting Note, Economic Lossin Products
Liability Jurisprudence, 66 Colum. L.Rev. 917, 918 (1966)).
Damage to the product itself is essentialy alossto the purchaser
of the benefit of the bargain with the seller.  Mid-Continent
Aircraft Corp. v. Curry County Spraying Serv., 572 SW.2d
308, 312-13 (Tex. 1978).

A commercid generd liability policy does not cover dam-
ages for purely economicloss. Seg, eg., Gibson & Assocs,
Inc. v. Home Ins. Co., 966 F.Supp. 468, 474 (N.D. Tex. 1997);
AlU Ins. Co. v. Mallay Corp. 938 F.Supp. 407, 411 (SD. Tex.
1996); Sate Farm Lloyds v. Kesder, 932 SW.2d 732, 736
(Tex. App. — Fort Worth 1996, writ denied); TerraInt’l, Inc. v.
Commonwealth Lloyds Ins. Co., 829 SW.2d 270, 272 (Tex.
App. —Dalas 1992, writ denied); Houston Petroleum Co. V.
Highlands Ins. Co., 830 SW.2d 153, 156 (Tex. App. —
Houston [1st Dist.] 1991, writ denied). Likewise, other juris-
dictions routinely hold that economic damages are not covered
by liability policies. See, eg., Allsate Ins. Co. v. Chaney, 804
F.Supp. 1219, 1222-23 (N.D. Cal. 1992); Reliance Ins. Co. v.
Povia-Ballentine Corp., 738 F.Supp. 523, 526-27 (SD. Ga.
1990) (distinguishing between damage to condominium as not
covered with damage caused by condominium that would be
covered); Rockwood Ins. Co. v. Federated Capital Corp., 694
FSupp. 772, 775 (D. Nev. 1988) (finding no property damage
despite alegation of “negligent construction”); Gary L. Shaw
Builders, Inc. v. Sate Automobile Mutual Ins. Co., 355 S.E.2d
130 (Ga. Ct. App. 1987); Century Indemnity Co. v. Golden
Hills Builders, Inc., 561 S.E.2d 355, 358 (S.C. 2002) (collecting
cases and noting that economic loss to the property itself is not
covered while damage to property other than the work itself
would be covered). If the property isnot completed, then
thereisno claim for property damage®

This Fort Worth Court of Appeals has addressed the inter-
section of these two concepts in a caseinvolving a defective
foundation finding no property damage. In Kesder, the pur-
chasers of ahome sued the seller after discovering foundation
problems the buyers aleged had not been disclosed.  State
Farm Lloyds v. Kesder, 932 SW.2d 732, 734 (Tex. App. — Fort
Worth 1996, writ denied). The buyers based their claims on
the legd theories of breach of contract, breach of warranty, and
DTPA violations. The new homeowner sought the costs to
repair the property to the condition in which the sellers repre-
sented it, aswell aslossof usedamages. Id. at 737. The
court stated, “ economic damages are not property damage as
defined by liability insurance policies” The Kesder court
completed the analysis by noting that the sellers “did not get
the property they bargained for.”

The Kesder opinion applies with equa force to claimsfor
defective construction. The contract to build contains represen-
tations regarding that the home the builder will provide will be
free from defects.  Like the buyersin Kesder, the homeowner
in acondruction defect case is seeking the costs to repair the
structure to the condition in which the builder represented it
would be built. Jugt like the buyersin Kesder, the homeown-
ersin the congtruction defect scenario have not received what



they bargained for from the builders. Thus, Kesder supports
the conclusion that congtruction defects do not state damages
because of property damage as required by the policy, and sev-
erd courts have correctly recognized this correct conclusion.®

In JHP Development, the court attempted to distinguish
Kesser on the grounds that the defendant in Kesser did not
cause any damage, rather they only misrepresented that no
damage was present.  But, in JHP Development, the insured
had represented in the contract that it would provide condo-
miniums free from defects, and it falled to do 0. Thereisno
reason to distinguish between Kesder and a congtruction defect
case on those grounds both are grounded in the economic loss
caused by theinsureds’ false representations, not by any con-
duct causing damages® Because the Texas Supreme Court
has specifically limited a plaintiff’s recovery in a construction
defect case to economic losses, the claimed damages are not
transformed into property damage merely because the insured
played somerolein causing them.*

VI. THE INSURER’S APPROACH IS
CONSISTENT WITH DECISIONS FROM
THROUGHOUT THE UNITED STATES.

Texas courts strive for consistency with other jurisdictions,
especialy in respect to coverage under commercid generd lia
bility policies. See National Union Fire Ins. Co. v. CBI Indus,,
Inc., 907 SW.2d 517, 522 (Tex. 1995). Thus, looking a the
decisions from other jurisdictions on these issues where a con-
sensus is being developed is very important.  No less than 26
dtates® have adopted one or both of the insurance industry’s
interpretation of the policy in construction defect litigation.®
Infact, under Mississippi law, the United States Court of
Appeds for the Fifth Circuit has found that there is no cover-
age for a congtruction defect claim based on a two-step analy-
ssdamilar to the gpplicable standard in Texas. See ACS
Congtruction Co. v. CGU, 332 F.3d 885 (5th Cir. 2003). Thus,
by finding no occurrence or property damage for a construc-
tion defect claim, Texas courts are following the mgjority of
the courts nationwide that have examined thisissue.

Vil. CONCLUSION

When interpreted as not providing coverage for a con-
struction defect claim, the policy is appropriately considered to
be what it was intended to be —aliability policy covering tort
damagesincurred by third parties. The insurance industry’s
arguments follow the Texas Supreme Court’s pronouncements
on coverage issues, and supports the policies underlying the
Texas Supreme Court’s pronouncements on ligbility and dam-
agesissues. It givesmeaning to al the provisions and exclu-

sionsin the policy and endorses substance over form.

Clear standards are necessary for both insurers and
insureds to determine whether a duty to defend exists
under a policy of insurance. The above analysis provides
as bright aline rule as is possible in these types of cases.
When the petition alleges damages solely to the subject
matter of the contract between the homebuilder and the
homeowner, then there is no coverage for the claimed dam-
ages. When, in contradt, the petition alleges damagesto
something other than what the parties contracted for, then
thereis coverage. For example, if the congtruction defects
cause mold damage to grow on the personal property of the
homeowner, then there would be coverage for the cost to
repair or replace the damaged items. Another example is
when the homeowner puts in some improvements (carpet,
hardwood floors, etc.) after the sale of the home, if those items
were damaged then coverage would be owed for those items.
But, when there is damage solely to what the contractor
provided, there is no coverage for that claim.

Theinsurer’s interpretation of the policy provides cover-
age for those damages that are classically tort damages but not
those damages that are classic breach of contract damages.
The critica Situation that most courts have failed to recognize
isthat the policy provides coverage for when the insured had
performed pursuant to two separate contracts and one causes to
the other. This coverage would be available if two different
builders had completed the homes.  And, the correct interpre-
tation of the policy extends coverage to the Situation where one
builder completed both homes.  The policy does not, however,
cover the costs for the insured to complete a contract as prom-
ised. For congtruction defect clamsinvolving only damage to
that provided by the builder pursuant to that contract, thereis
smply no coverage.

— T ———————

1. Mr. Burkeisafounding shareholder in the San Antonio firm of Miller &
Burke, PC. He devotes significant attention to insurance coverage issues,
including coverage claims related to defective congtruction.  He has repre-
sented numerous carriers relating to coverage for defective construction,
including arguing the issues discussed in this paper before a Texas appellate
court aswell as the United States Court of Appeds for the Fifth Circuit. His
practice aso includes other commercia litigation, persona injury litigation,
wrongful death litigation, aswell ascivil appeals. For more detalls, visit
www.millerburke.com.

2. Cause No. 05-0832 in the Texas Supreme Court.  The certified question
isfrom Cause No. 04-51074 in the United States Court of Appealsfor the
Fifth Circuit. See Lamar Homes, Inc. v. Mid-Continent Casualty Co.,
F3d__, 2005WL 2432029 (5th Cir. Oct. 3, 2005).

3. The Texas Supreme Court accepted the certified questions on November
4,2005. See http://www.supreme.courts.state.tx.us/opinions/Event 2?



Info.asp?Event| D=450013.

4. See Cetification Order, Lamar Homes, Inc. v. Mid-Continent Casualty
Co., 2005 WL 2432029 *12 (5th Cir. Oct. 3, 2005) (also available a
http:/Aww.cab.uscourts.gov/opinions/pub/04/04-51074-CV 0.wpd.pdf) (here-
after Certification Order).

5. Cetification Order at *12. Question threeis prefaced on an affirmative
finding to the first two questions and asks “does Article 21.55 of the Texas
Insurance Code apply to a CGL insurer’s breach of the duty to defend?’
While the appropriate analysis of article 21.55 isthat it does not apply to
claimsfor abreach of the duty to defend, that discussion is beyond the scope
of thisarticle

6. See http://www.supreme.courts.state.tx.us/opinions/Case.asp?
Filingl D=26539.

7. See http://www.supreme.courts.state.tx.us/opinions/Case.asp?
FilinglD=25654. Gehan Homes also concerns whether certain claims for
menta anguish are sufficient to state a“bodily injury” under the terms of the
policy. If the claims for mental anguish are sufficient to state a“bodily
injury” under the terms of the commercia generd liability policiesat issuein
that case, then the court would not need to decide whether the dlegations of
faulty congtruction were sufficient to state an “occurrence.”

8. See hitp://www.supreme.courts.state.tx.us/opinions/Case.asp?
FilinglD=25654 for the latest on the status of that case.

9. Aswill be demondtrated later, the framing of thisissuein thisway is criti-
cal to the proper understanding of the commercia generd liability policy.
While most claimsinvolve the Situation where the contractor’s work pur-
suant to one contract causes damage its work pursuant to the same contract,
for a complete understanding of how the policy works, that Situation needs to
be distinguished from situations where the contractor’s work pursuant to one
contract causes damage to the contractor’s work completed under a separate
contract. Failing to recognize this critica distinction has created law that is
serioudy flawed. For example, the Wisconsin Supreme Court has stated
that the insurer’s interpretation of the occurrence would render many of the
exclusionsin the policy meaningless. See American Family Mut. Ins. Co. V.
American Girl, Inc. 673 N.W.2d 74, 78 (Wis. 2004). The Fourteenth
Digtrict Court of has accepted this as persuasive.  See Lennar Homes, Inc.

V. Great American Ins. Co., 2005 WL 1324833 (Tex. App. — Houston [14th
Dist.] June 2, 2005, n.p.h.). But, if either court were to have considered the
circumstance where the contractor’s actions pursuant to one contract dam-
aged the contractor’s work pursuant to another contract, it would have to rec-
ognize that the insurer’s definition did not render the businessrisk exclusions
illusory.

10. Itistruethat the breach of contract/tort distinction is not specificaly
enumerated in the commercia generd liability policy. If you accept that the
contractua liability exclusion in the policy only appliesto claims where the
insured assumes the tort liability of athird party, thereis no exclusion for
breach of contract in the policy.

11. Certification Order at *5 -- *6 noting conflict among intermediate Texas
courts of gppeal aswell as lit among federd district courtsin Texas.

12. For example, if abuilder has not followed the plans and specifications,
severa courts would find that this is not sufficient to establish an “occur-
rence’ under the CGL policy. But, if the petition were to alege generaly
substandard or deficient construction, those courts would find an “occur-

rence’ hasbeen dleged. The major problem with this analysisisthat by not
following proper “standard” or “sufficient” construction techniques, the
builder isfailing to comply with the plans and specifications of the construc-
tionindustry. Oir, if the plans and specifications are followed, but problems
il arise, the plans and specifications are likely the problem.  If the builder
provides the plans and specifications, then the builder hasfailed to provide
sufficient and proper plans and specifications for the job.

13. Asone New York court has phrased it, a construction digputeis“ not
transformed into an accident...so as to be covered by comprehensive generd
liahility policy by the smple expedient of aleging negligent performance or
negligent congtruction.” George A. Fuller Co. v. U.S Fiddlity and Guar.
Co.,200A.D.2d 255 (N.Y.App. 1994).

14. This has become the method by which most courts determine that there
isan occurrence for defective construction cases.  See, eg., Home Owners
Mgmt Enterps,, Inc. v. Mid-Continent Casualty Co., 2005 WL 2452859 *5 -
*6 (N.D. Tex. Oct. 3, 2005); Luxury Living, Inc. v. Mid-Continent Casualty
Co., 2003 WL 22116202 (S.D. Tex. Sept. 10, 2003). Interestingly, the
builders strenuoudy argue that there is no breach of contract/tort distinction
in the policy to avoid explaining why coverage should exist for atruly
breach of contract claim. And yet, those same builders argue the fact thet a
tort (i.e,, negligence) is dleged that that one word doneis sufficient to state
an occurrence under the terms of the policy.  The building industry cannot
have it both ways.

15. The author of the Main Sreet Homes opinion was Judge Yeskd. Heis
aso the author of thetrial court opinion in Lamar Homes.  See Lamar
Homes v. Mid-Continent Casualty Co., 335 F.Supp.2d 754 (W.D. Tex. 2004).
When confronted with the appropriate arguments regarding coverage, Judge
Yeskel issued an opinion that directly conflictswith his previous opinioniin
Main Street Homes.  This serioudy callsinto question the continued vaidity
of Main Street Homes.

16. Note that National Union had nothing to do with whether the insured
intended injury. The question presented dealt with whether the plaintiff’s
claims stated the use of an auto. National Union, 939 SW.2d at 141.

17. The pattern jury charge asks the following question "Did

fail to comply with the contract it had with 7' COMM. ON
PATTERN JURY CHARGES, STATE BAR OF TEX., TEXASPATTERN
JURY CHARGES-BUSINESS, CONSUMER, EMPLOYMENT PJC 101.2
(2000). Seealso Mustang Pipeline Co., Inc. v. Driver Pipeline Co., Inc.,
134 SW.3d 195, 199 (Tex. 2004).

18. Thereisacritica ditinction between what is presumptively foreseen
and what is reasonably foreseegble. In hisarticle, Lee Shidlofsky assarts
that the test articulated by the insurersis predicated on determining whether
damages are reasonably foreseeable.  See Lee H. Shidlofsky, Demystifying
CGL Coverage for Residential Construction Claims, Vol. 1, No. 5, Journa of
Tex. Ins. Law 37, 43 (February 2004) (hereinafter Demystifying CGL
Coverage). Mr. Shidlofsky assertsthat “the very act that triggers liability
would dso preclude coverage” Thisissmply not true.  Whether damages
are reasonably foreseeable is afact issue to be resolved by the fact finder.
However, there is no issue as to whether any damages are reasonably fore-
seeablein aconstruction defect case. By entering in the contract, the builder
has agreed that a failure to complete the contract as promised will result in
liability. Thus, any damages for afailure to complete the contract are fore-
seen asamatter of law. That iswhy thereis no tort recovery for a breach of
contract case.



19. Itisaso interesting to note, that when attempting to insulate themselves
from punitive damages, the building industry argued that they could not be
liablein negligence. Now, when confronted with coverage issues, the build-
ing industry is taking the position that tort claims — specificaly negligence
clams—are sufficient to trigger aduty to defend. The building industry
seeks to have it both ways — one way for coverage and the other way to
avoid liahility for punitive damages.

20. 85 S\W.3d 185 (Tex. 2002).

21. Thebuilding industry’s position creates outrageous results.  Consider a
builder who signs a contract, hires subcontractors, then never goesto the
project again. Certainly, if thereis a problem during construction the builder
will have breached its contract. Likewise, if there were aviable claim for
negligent supervision of its subcontractors, the builder likely would have vio-
lated that duty aswell. But, if abuilder conscioudly decides not to supervise
the subcontractors work at all, under the building industry’s interpretation it
would be sufficient to state an occurrence.  Thisis true despite the fact that
its duties as a generd contractor are in large part to supervise the work of
subcontractors to ensure proper performance.

22. Theauthor is even aware of certain homeownersinsurance carriers,
who have subrogation claims against builders for construction defects who
take this approach. Despite the fact that the carriers have paid only damages
to repair the home, they sue the builder for breach of contract, breach of war-
ranty, and negligence. The negligence dlegation is amost dways very
sparse, but the subrogation attorneys argue that the allegation is necessary to
trigger at least adefense. Moreover, there are others pleadings that have
evolved over time to alege damage to persona property, despite the fact thet
the claim file and other discovery conclusively establishes that the only dam-
ages are for damagesto the homeitself. These are classic breach of contract
damages, and not negligence damages.

23. Thiscreates further problems post-judgment. Many times, defense
counsdl, not wanting to lose the defense on appedl, will not move for a
directed verdict at the close of evidence. If the jury finds the builder not
only breached its contract, but also was negligent, many times the judgment
will be entered based upon those findings but will not specify which theory
any of the damages are awarded under. On appeal, the defense counsel may
try to argue the economic |oss rule precludes any recovery in negligence asa
matter of law. But, if they have failed to raise the issue a the trid court (for
fear of losing the defense), it isnow waived. In essence, anon-vigble cause
of action could end up being the basis for the judgment solely because of this
gamesmanship.

24. Atitsworg, thereis actualy an affirmative agreement by the insured
with the plaintiff not to move for summary judgment on the negligence
clamsin order to force the insurer to continue defending.  But, thereislittle,
if anything, that the insurer can do to prevent thisconduct. By rejecting this
approach, the courts actualy prevent this from occurring.

25. For example, the Gehan Homes court framed the issue as “whether the
resulting damage was unexpected or unintended.” Gehan Homes, 146
SW.3d at 843. Likewise, the Lennar Homes court framed the issue as
whether the damage was “ unexpected or unintended from [the insured]’s
standpoint.” Lennar Homes v. Great American Ins. Co., 2005 WL 1324833
at *12 (Tex. App. — Houston [14th Digt.] June 2, 2005, n.p.h.). The Firgt
District Court of Appeals used the same standard.  See Archon Investments,
Inc. v. Great American Lloyds Ins. Co., 2005 WL 2037177 at *5 (Tex. App. —
Houston [1<t Dist.] August 25, 2005, n.p.h) (finding occurrence because

insured “could not have intended that the negligent work of its subcontrac-
tors’ caused damage).

26. Theinsurers offers areasonable interpretation of the policy that provides
meaning to the expected or intended injury exclusion. Asan example, the
insured contracted to build ahomeonlot A. But, because of faulty informa-
tion it received from athird party, it erroneoudly clearslot B, knocking down
agarage that was located there. The owner of ot B suesthe builder clam-
ing that the builder was negligent in destroying the garage.  The damageto
the garage would qualify as an occurrence and property damage under the
insurer’sinterpretation of the policy, but the damages would be excluded
because the insured expected or intended to knock down the garage on ot B.

27. Demystifying CGL Coverage at 44. Seealso Archon Invest., Inc. v.
Great American LloydsIns. Co., _ SW.3d__, 2005 WL 2037177 *7
(Tex. App. —Houston [1st Dist.] Aug. 25, 2005, n.p.h.) (finding pleadings
stated both intentiona and unintentiond acts and therefore the insurer had a
duty to defend); Mid-Continent Casualty Co. v. JHP Development, Inc., 2005
WL 1123759 (W.D. Tex. April 21, 2005) (finding absence of alegations that
insured “intentionally caused the damage’ was sufficient to state an occurrence.

28. See Cowan, 819 SW.2d 827-28 (noting insureds' subjective intent not
relevant to the question of occurrence).  This also makes Mr. Shidlofsky’s
claim that the expected or intended injury exclusion istriggered only when
the insured subjectively intended to cause damage wrong.  See Demydtifying
CGL Coverageat 46. If theinsured subjectively expected or intended to
cause damage, then the insured would also have objectively expected or
intended to cause injury aswell.

29. Mr. Shidlofsky aso bases his entire occurrence argument upon this
flawed standard.  See Demystifying CGL Coverage at 43-44.

30. To interpret this standard otherwise would require even worse results.
The standard would devolve into whether the insured completed its contract
properly. The builders would really like for the court to find thet afailure to
perform perfectly pursuant to the contract, and not really non-negligently.
Had the builder performed perfectly, there would never be any damages.
Therefore, every time there is a congtruction defect claim that is not an inten-
tional tort there would be an occurrence because the damages would not be
the natural or probable result had the insured acted perfectly. Thisclearly
violates the Texas Supreme Court’s two step process in determining whether
an occurrence has been alleged.

31. Thisfaulty argument was adopted by severa courts of appeals outside
Texas. SeeKalchthaler v. Keller Congtr. Co., 591 N.W.2d 169, 174 (Wis.

Ct. App. 1999); O’ Shaughnessy v. Smuckler Corp., 543 N.W.2d 99, 102-03
(Minn. Ct. App. 1996), abrogated on other grounds by Gordon v. Microsoft
Corp., 645 N.W.2d 393 (Minn. 2002). The argument was recently adopted
by the Wisconsin Supreme Court.  American Family Ins. Co. v. American
Girl, Inc., 673 N.W.2d 65, 74 (Wis. 2004). However, because the court
failed to recognize the situation when a contractor’s work pursuant to one
contract damages the work pursuant to another contract, it failed to recognize
that the insurer’s position did not render the subcontractor exception in the
policy meaningless. Moreover, this same problem rebuts the Lennar Homes
court’s argument regarding the reasoning underlying the addition of the
Broad Form Property Damage Endorsement to the policy.  See Lennar
Homes, 2005 WL 1324833 a *11. Because dl of the insured’swork was
excluded under the predecessor CGL policy, the revisionsto the policy
broadened coverage, not to act asavirtua performance bond for the insured's
work, but to provide the coverage that an insured would have had if there 29



had been two separate companies that had entered into the contracts. The
revisions were designed to broaden coverage to provide classic tort liahility,
and not to make the CGL policy respond to claims of faulty construction.

32. There are numerous other examples that can be imagined that satisfy the
insurance industry’s occurrence argument yet il trigger the subcontractor
exception. The key factor is whether the damaged project was completed
under a separate contract than the one that caused the damages.  Oncethis
distinction is recognized, there are numerous other examplesthat illustrate
the insurer’s interpretation does not render the subcontractor exception as
illusory.

33. Inthe generd contractor Situation, the building industry’s interpretation
essentialy inserts an additional insured endorsement adding all subcontrac-
tors asinsureds for al damages to the property after it iscompleted. This
interpretation would dleviate the need for subcontractors to obtain insurance
for their work, and would eliminates the need for additional insured endorse-
ments where the contractor pays an additional premium to have subcontrac-
tors named as additional insureds.

34. To be considered “property damage” under the commercia generd lia
bility policy, the property alleged to be damaged has to have been undam-
aged or uninjured at some point intime.  See Travelers Inderm. Co. v. Miller
Building Corp., 2003 WL 21357206 (E.D.N.C. 2003); William C. ick
Condtr. Co. v. Pennsylvania Nat'| Mutual Casualty Ins. Co., 52 F.Supp.2d
569, 582 (E.D. N.C. 1999), aff'd, 213 F.3d 634 (4th Cir. 2000).

35. See Great American Lloyd's Ins. Co. v. Mittlestadt, 109 SW.2d 784
(Tex. App. — Fort Worth 2003, no pet.); Jim Johnson Homes, 244 F.Supp.2d
at 708. But see Lennar Homes, 2005 WL 1324833 at *13 - *16 (finding
coverage for cost to replace property damaged by water, but not to repair the
defect that dlowed the water to intrude); Gehan Homes, 146 S\W.3d at 844;
JHP Development v. Mid-Continent Casualty Co., 2005 WL 1123759 *5
(W.D. Tex. April 21, 2005); Home Owners Mgmt. Enterps,, Inv. v. Mid-
Continent Casualty Co., 2005 WL 2452859 *7 (N.D. Tex. Oct. 3, 2005).

36. Because the builders have coverage only for the work of their subcon-
tractors under their own interpretation of the policy, this makes the argument
that Kesder is distinguishable even weaker.  The insured must necessarily
argue that it's subcontractor caused the damage to trigger the subcontractor
exception to exclusion |, but for purposes of triggering the definition of prop-
erty damage, the insured must assert that it caused the damages to make the
case digtinguishable from Kesder.  Thisisyet another inconsstent position
the insured must take in order to trigger coverage under the policy for con-
struction defect claims.

37. While dtill wrong, at least some court recognize a distinction between
damages that are caused by a congtruction defect.  See Lennar Homes, 2005

WL 1324833 &t * 16 (distinguishing between costs to replace defect and costs
to repair damaged caused by defect). In other cases, the courts Ssmply
award al damages, even those for the faulty work itself.  See Home Owners
Mgnmt. Enterps,, Inc. v. Mid-Continent Casualty Co., 2005 WL 2452859 *7
(N.D. Tex. Oct. 3, 2005).

38. U.S Fiddity & Guar. Co. v. Warwick Development Co. Inc., 446 S.O0.2d
1021 (Ala 1984); United Sates Fidelity & Guar. Corp. V. Advance Roofing
& Supply Co., 788 P2d 1227, 1233 (Ariz.1989); . Paul Fire & Marine
Ins. Co. v. Coss, 145 Ca.Rptr. 836, 839 (Ca Ct. App.1978); Union Ins. Co.
V. Hottenstein, 83 P3d 1196, 1202 (Col. App.2003); Brosnahan Builders Inc.
V. Harleysville Mut. Ins. Co., 137 F.Supp 2d 517, 526 (D. Del 2001) (apply-
ing Delaware law); Home Owners\Warranty Corp. v. Hanover Insurance Co.,
683 S0.2d 527, 529 (Fla. App.3rd DCA 1996); Custom Planning &
Development v. American Nat. Fire Ins. Co., 606 S.E.2d 39, (Ga. App.
2004); Indiana Insurance Company v. Hydra, 615 N.E.2d 70, 73-74 (Ill.
App. Ct. 1993); Amerisure, Inc. v. Wurster Congt. Co., Inc., 818 N.E.2d 998,
1005 (Ind. App. 2004); Pursdll Congtruction, Inc. v. Hawkeye-Security Ins.
Co., 596 N.w.2d 67, 71 (lowa 1999); Sandard Fire Insurance Company V.
Chester-O'Donley & Assoc., 972 SW.2d 1, 9 (Tenn. Ct. App. 1998) (apply-
ing Kentucky law); U. S FireIns. Co. v. Milton Co., 35 F.Supp 2d 83, 86
(D.D.C. 1198) (applying Maryland law); Hawkeye-Security Insurance v.
\ector Condtruction Co., 460 N.W.2d 329, 331 (Mich. Ct. App. 1990);
American Sates Insurance Company v. Mathis, 974 SW.2d 647, 649-650
(Mo. Ct. App. 1998); Auto-Owners Insurance Company v. Home Pride
Companies, 684 N.W.2d 571, 578-580 (Neb. 2004); McAllister v. Peerless
Ins. Co., 474 A.2d 1033, 1036-1037 (N.H. 1984); J.Z.G. Resources Inc. v.
King, 987 F.2d 98 (2nd Cir. 1993) (interpreting NY law); Win. C. Vick Congt.
Co. v. Penn. Nat. Mut. Cas. Ins. Co., 52 F.Supp2d 569 (E.D. N.C. 1999);
Heile v. Herrman, 736 N. E. 2d 566, 568 (Ohio Ct. App. 1999); Solcar
Equipment Leasing Corp. v. Penn. Manuf. Assoc. Ins. Co., 606 A.2d 522,
527-528 (Pa. Super. Ct. 1992); L-J Inc, v. Bituminous Fire and Marine Ins.
Co,__ SE2d__ (SC.2004) (unpublished opinion); Vernon Wiliams &
Son Congtruction v. The Cont'l Ins. Co., 591 SW. 2d 760, 762-764 (Tenn.
1979); H.E. Davis & Sons, Inc. v. North Pacific Ins. Co., 248 F.Supp.2d 1079
(D. Utah 2002); Erie Insurance Property and Casualty Co. v. Pioneer Home
Improvement, Inc., 526 S.E.2d 28 (W. Va 1999); Burlington Ins. Co. v.
Oceanic Design & Congtruction Inc., 383 F.3d 940 (9th Cir. 2004) (interpret-
ing Hawaii law); ACS Congtruction Co. v. CGU, 332 F.3d 885 (5th Cir.
2003) (congtruing Mississippi law).

39. There are severd articles that discuss amore nationwide approach to the
occurrence arguments regarding defective congtruction claims.  See Linda B.
Foster, Point/Counterpoint: No Coverage Under The CGL Policy For
Sandard Construction Defect Claims, 22 Construction Lawyer 18 (Spring
2002); Clifford J. Shapiro, Point/Counterpoint: No Coverage Under The
CGL Policy For Sandard Congtruction Defect Claims, 22 Construction
Lawyer 13 (Spring 2002).
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BY CHRISTOPHER W. MARTIN
Martin, Disere, Jefferson & Wisdom, L.L.P.

2006 is shaping up to be alandmark year for Texas Insurance Law. Asthisisgoing to print, the Texas
Supreme Court has before it amost a dozen very significant cases that will impact insurance claims and insurance
lawsuits for many yearsto come. More than sixty lawsuits have aready been filed arising out of Hurricane Rita
and such suits are expected to steadily increase over the next few months.  Aswe each navigate our repective
clients through the maze of Texas Insurance Law in 2006, the substantative law should become clearer in some
respects yet more complicated in others as new issues arise. It isagood time to be an insurance lawyer in Texas.

The Chair of our Section, Veronica Czuchna, continues to do a great job in leading the Counsel and the entire
Section.  Tremendous work goes on behind the scenes which no one can appreciate unless they have doneit (or
seen it done) on aweekly basis. Therole of Section Chair is not smply afigurehead but someone who must
work very hard to keep the Section moving forward, responding to changing issues, and attuned to our member
needs. Veronicais succeeding in every area.

Specid thanks to Kim Steele and Gwen Pilgrim of Sedgwick, Detert, Moran & Arnold in Dalaswho
volunteered to assist in editing the articlesin thisissue of the JTIL. Thisissue would not be in your hands without
their willingness to help with the thankless job of editing the Journal before it goesto print. Kim and Gwen,
thank you for your valuable assistance.

Findly, we aways need good articles that will both inform and educate our members.  If you areinterested in
writing an article, or if you have materials you could very easily turn into an article, please let me know. We il
have some space available in our other 2006 issues of the JTIL.

Chrigtopher W. Martin,
Martin, Disere, Jefferson & Wisdom, L.L.P.
Editor-In-Chief

Graphic design for the Journal of Texas Insurance Law is
provided by Peretti Design, 713-502-6153.
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