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CNA has provided insurance solutions to construction businesses worldwide for over 
100 years. This depth of experience, combined with our understanding, of the 
industry, has made CNA the preferred choice of more contractors than any other 
insurance company.  

The construction industry faces a variety of risks and exposures. CNA and your local 
insurance agent or broker can provide the insurance that best meets your individual 
company's needs. Together we can work with you to reduce your exposures and 
protect your assets.  

CNA construction products are tailored to small, medium and large businesses. Our 
core strengths—comprehensive property and casualty, surety and professional 
liability coverage—combined with financial strength, offer outstanding value to all 
construction businesses.  

For small and medium businesses, CNA offers basic coverage such as Workers’ 
Compensation, Commercial Property and Commercial Umbrella. Your local insurance 
agent can review the entire CNA product line to show how you can create truly 
customized protection.  

For larger construction businesses, our Risk Management team can help reduce loss 
costs, enhance productivity and facilitate communications to employees. We offer a 
variety of benefits including claim service, cost management services, fraud 
protection, information services, risk control, and work place productivity seminars 
and planning.  

CNA's Surety operation, the largest publicly traded surety company in the U.S. 
provides all types and sizes of contract and commercial surety bonds in all 50 states, 
and many foreign countries with a focus on small and middle market contractors with 
bonded backlogs up to 150 millions. We are known for our consistent and reliable 
approach to meeting our clients' needs.  

In partnership with Victor O. Schinnerer & Company, Inc., CNA has provided 
professional liability protection to architects, engineers, and contractors for more 
than 45 years through our AEC Design Liability coverage. We offer professional and 
pollution liability programs to address continually evolving project delivery 
techniques and methods. Whether your firm is providing value engineering, design, 
design-build or construction management services we can tailor a program to meet 
your needs.  

Maintain and protect your business and your assets by obtaining customized 
insurance coverage, selected especially for you. To find out how, visit www.cna.com 
or contact your local independent CNA agent. 
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Clifford J. Shapiro
Chair, Construction Law Group

Sachnoff & Weaver, Ltd.

Mr. Shapiro is copresenting Preconference Workshop 3, “Construction Defect Trends and Develop-
ments,” on Monday. His areas of emphasis in his legal practice include construction claim resolution and
litigation, insurance coverage, and commercial litigation. He represents developers, owners, contrac-
tors, subcontractors, suppliers, and design professionals in connection with construction-related claims
and disputes. His cases involve all manner of projects and structures including office buildings, ware-
houses, and multi-story/multi-building residential developments. 

He represents construction industry clients to obtain insurance coverage and payment of defense costs
in connection with construction defect and other claims. He represents construction industry and other
clients in connection with first-party property insurance coverage claims. He represents business clients
in commercial disputes and employment-related matters. 

His professional activities include the American Bar Association Forum on the Construction Industry,
Construction Litigation Committee, and Insurance Coverage Litigation Committee. He is the author of
Chapter 3, “Insurance Coverage for Construction Defects: Selected Hot Topics,” of the 2003 Construc-
tion Law Update (Aspen 2003), “It Was an Accident: Inadvertent Construction Defects Constitute An
‘Occurrence’ under Commercial General Liability Policies,” Journal of Insurance Coverage, Autumn
2000; “Real Estate Commitment Litigation,” Chapter 9, Real Estate Litigation (Illinois Institute for Con-
tinuing Legal Education); and other articles. He is a frequent lecturer on construction and insurance
coverage topics. 

Mr. Shapiro earned his J.D. degree with high honors from George Washington University Law School
(where he was a member of The George Washington Law Review) in 1982, as well as a B.A., magna
cum laude, from Washington University in St. Louis in 1979.
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CONSTRUCTION DEFECT TRENDS AND 
DEVELOPMENTS

HOT TOPICS INVOLVING LIABILITY 
INSURANCE COVERAGE

Clifford J. Shapiro
Sachnoff & Weaver, Ltd.

I. Introduction

II. Do I Want To Seek Insurance Coverage For A Construction Defect Claim?
Importance of the Duty To Defend.

III. How To Analyze Whether There Is Coverage (Or At Least Potential Coverage) For A 
Construction Defect Claim.

IV. Does The Claim Involve An “Occurrence?”

A. A Brief History Of The Construction-Specific Policy Exclusions

B. The Courts Remain Split

C. The New ISO Endorsements

V. Does The Claim Assert “Property Damage”

A. “Physical Injury To Tangible Property”

B. Non-Physical Injury/The “Incorporation Doctrine”

C. “Loss Of Use”

VI. Is The Construction Claim Barred By A Policy Exclusion?

A. Exclusions J(5) and J(6) – The Work In Progress Exclusions

B. Exclusion (k)—“Your Product”

C. Exclusion (l)—“Your Work” (The Completed Operations Exclusion) 

D. Exclusion (m)—“Impaired Property”
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VII. What Special Coverage Issues Arise In Connection With Progressive Damage Claims?

A. “Trigger” Issues—Allocation of Indemnification Obligations

B. “Trigger” Issues—Allocation of Defense Costs

C. Allocation Issues In The “Additional Insured” Context

D. “Known Loss” And “Loss In Progress”

E. The “Notice Trap” 

VIII. Do I Have Coverage As An “Additional Insured” And, If So, What Does It Cover?

A. The Scope Of Additional Insured Coverage

B. “Other Insurance”/”Excess Insurance” Clause Issues

C. Designating Which Of Several Insurance Policies Must Respond To A Particular Claim 
(“Targeted Tender”)

D. Is There “Completed Operations” Coverage For Additional Insureds?

E. Allocation Of Defense Costs In The “Additional Insured” Context

IX. Can The Insurance Company Seek To Recover Back Defense Costs?

X. Conclusion
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CONSTRUCTION DEFECT TRENDS AND 
DEVELOPMENTS

HOT TOPICS INVOLVING LIABILITY 
INSURANCE COVERAGE

I. Introduction

The areas of disagreement between policyholders and insurance companies in connection with
construction defect claims have become more clear during the past five years. Insurance compa-
nies today often deny the existence of insurance coverage for construction defect claims on the
following grounds: First, they argue that such claims do not arise out of the kinds of “business
risks” intended to be covered by the commercial general liability (“CGL”) insurance policy. This
argument usually includes the dual assertion that construction claims do not arise out of an acci-
dental “occurrence” or involve “property damage” within the meaning of the CGL policy. Second,
insurance companies often deny the existence of insurance coverage for construction defect
claims based on the construction-specific exclusions found in the typical CGL insurance policy. Fi-
nally, many insurance companies assert other policy based defenses, including “late notice” and
“known loss.”

In response, policyholders typically argue that coverage at least potentially exists for some part
of the claim, and that the carrier is therefore required to provide them with a defense in connec-
tion with the underlying claims. With respect to the “business risk” argument, policyholders as-
sert that construction defect claims involve an accidental “occurrence” because construction de-
fects are, by their very nature, almost always unintentional and fortuitous. Further, such claims
involve “property damage” as defined by the policy if the alleged defects cause “physical injury”
to or “loss of use” of tangible property. Policyholders bolster this argument by pointing to chang-
es to the CGL policy form that specifically anticipate the “occurrence” of construction defects,
and which exclude coverage for some, but not all, kinds of property damage caused by construc-
tion defects. Based largely on these changes to the policy forms, policyholders argue that insur-
ance company efforts to deny coverage on “business risk” grounds unfairly deprives them of the
insurance coverage that they purchased.

While the battle lines outlined by these arguments are perhaps more clearly drawn, whether or
not insurance coverage exists for a particular construction defect claim may well be less clear to-
day than it was five years ago. Judicial decisions addressing the key issues, while greater in
number, continue to use analysis that is often faulty with inconsistent results. This leaves both
policyholders and their insurers without clear guidance from the courts. In addition, the insur-
ance industry recently responded to certain of the construction coverage issues by issuing new
policy endorsements that can significantly narrow the scope of insurance coverage for construc-
tion defect claims. These developments, and the current “hard market” for insurance, have
caused increased uncertainty, and a heightened level of tension and mistrust between construc-
tion industry policyholders and their insurers. 

A policyholder confronted with a construction defect claim today is therefore in a tough spot. On
the one hand, if the policyholder is able to trigger coverage, it can dramatically improve its situ-
ation in the underlying litigation or arbitration. On the other hand, a policyholder that seeks to
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enforce its rights under the insurance policy may become embroiled in complex insurance cover-
age litigation. It will then be fighting, and paying for, two uncertain court battles rather than one.

This article is intended to help policyholders and/or their counsel better understand the insurance
issues that often arise in connection with a construction defect claim. The article identifies and
addresses key questions that policyholders should consider in connection with the possible appli-
cation of insurance coverage for such claims. Included is a discussion of the importance of the
duty to defend, the primary coverage issues under the CGL policy’s insuring agreement, and the
policy exclusions that most often potentially apply in the construction defect context. The article
also discusses coverage for progressive damage cases, and issues that can arise when the poli-
cyholder is named on its subcontractor’s insurance policy as an “additional insured.” The article
provides legal analysis and practical advice on how best to determine whether it makes sense to
pursue insurance coverage, and how best to protect and use the policyholder’s insurance rights
to help resolve construction defect claims.

II. Do I Want To Seek Insurance Coverage For A Construction Defect Claim? 
The Importance Of The Duty To Defend.

The typical commercial general liability policy imposes two separate and distinct duties on an in-
surer: the duty to defend and the duty to indemnify. Simply put, the duty to defend requires the
insurer to pay the legal fees and costs (often including expert witness fees) that the insured in-
curs in defending against an underlying construction defect claim brought by a third party. The
duty to indemnify, on the other hand, requires the insurer to pay the actual judgment or settle-
ment amount for any covered loss incurred in the underlying action.

Different legal standards apply to determine whether there is a duty to defend and whether there
is a duty to indemnify. A defense must be provided for the policyholder whenever the allegations
in the underlying litigation give rise to any potential insurance coverage under the policy.1 In
most jurisdictions, the insurance company is required to determine whether to provide a defense
by comparing the allegations of the underlying complaint with the relevant insurance policy pro-
visions.2 The allegations of the underlying complaint and the insurance policy provisions are con-
strued liberally in this context, with any doubt as to the existence of potential insurance cover-
age, and hence the existence of a duty to defend, resolved in favor of the insured.3 If coverage
potentially exists even for only part of the claim or lawsuit, the insurance company in most juris-
dictions must provide the insured with a defense for the entire action.4

In contrast, an insurer’s duty to indemnify arises only if the insured’s conduct and the resulting
loss or damage actually fall within the CGL insurance policy’s coverage.5 Moreover, the duty to

1Employers Ins. of Wausau v. Ehlco Liquidating Trust, 708 N.E.2d 1122, 1135 (Ill. 1999); Allstate Ins. Co. v. Zuk,
574 N.E.2d 1035, 1037 (N.Y. 1991).

2See Harken Exploration Co. v. Sphere Drake Ins. PLC, 261 F.3d 466, 471 (5th Cir. 2001); United Fire & Cas. Co. v.
Shelly Funeral Home, Inc., 642 S.W.2d 648, 656 (Iowa 2002); Kazi v. State Farm Fire & Cas. Co., 15 P.3d 223, 228
(Cal. 2001); Agoado v. Realty Corp. v. United Int’l Ins. Co., 733 N.E.2d 213, 215 (N.Y. 2000); Crum & Forster Man-
agers Corp. v. Resolution Trust Corp., 620 N.E.2d 1073, 1079 (Ill. 1993). Some jurisdictions also consider sources
outside of the complaint that are actually known by the insurer. See, e.g., Waller v. Truck Ins. Exch. Inc., 900 P.2d
619, 627 (Cal. 1995).

3Employers Ins. of Wausau v. Ehlco Liquidating Trust, 708 N.E.2d 1122, 1136 (Ill. 1999); Illinois Emasco Ins. Co. v.
Northwestern National Cas. Co., 785 N.E.2d 905 (Ill. App. 2003) (holding that the “insurer may refuse to defend
only when the complaint, considered in light of the insurance policy, precludes the possibility of coverage”). 

4See, e.g., United States Fidelity & Guaranty Co. v. Wilkin Insulation Co., 578 N.E.2d 926, 930 (Ill. 1991).
5Traveler’s Ins. Co. v. Eljer Manufacturing Co., 757 N.E.2d 481, 492 (Ill. 2001); Palmer v. Truck Ins. Exch., 988 P.2d
568, 576 (Cal. 1999).
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indemnify only becomes ripe for consideration by the court after the insured actually has in-
curred liability for the underlying claims (i.e., after judgment has been entered or a settlement
has been finalized in the underlying action).6 As such, the duty to defend is much broader than
the duty to indemnify.

The importance of defense coverage in the construction defect context should not be underesti-
mated. Insurance industry statistics have shown that the cost to defend the average general in-
surance claim is nearly 50 percent of the amount paid for liability. In complex commercial cases,
some reports place the cost of defense as high as 77 cents for every 23 cents paid out to claim-
ants. Construction litigation, given the large number of facts and the complexity of the legal is-
sues involved, is likely to find itself closer to the latter than the former statistics.

It is not uncommon for liability insurers to disclaim (at least initially) the existence of any insur-
ance for a construction defect claim and, on this basis, refuse to provide the policyholder with a
defense. However, as explained above, an insurer may rightfully refuse to defend only if the alle-
gations in the underlying action are such that there is no possible coverage for any part of the
underlying claims. A total declination of coverage by the liability insurer therefore can, and often
does, trigger disagreement and litigation between the insurer and the policyholder. 

Insurance coverage disputes usually are resolved through declaratory judgment actions in which
the parties request the court to declare their respective rights and obligations under the insur-
ance contract. Normally, the court determines first whether the insurer owes the insured a duty
to defend. While this issue can be complex due to the various coverage parts and exclusions con-
tained in the insurance policy that may apply (see discussion below), the determination of
whether a duty to defend exists is extremely important. If the insurer prevails, it will have no ob-
ligation to provide the insured with any defense or indemnification coverage under the insurance
policy for the claims at issue. On the other hand, if the policyholder prevails, it will obtain impor-
tant monetary and strategic benefits in connection with the underlying construction claim, in-
cluding the following:

• Payment of Defense Costs/Leverage To Contest Claims Vigorously

Obviously, there is a financial benefit to the policyholder if the defense in the construction case is
provided by the insurance company. But the impact is also often strategic. The policyholder is
now in a position to zealously defend the lawsuit with far less impact on its bottom line. The pol-
icyholder will be able to challenge fully the claims against it, and will not need to accept an unfa-
vorable settlement offer simply to avoid the high out-of-pocket costs of litigation. In addition,
policyholders that are able to trigger the duty to defend are often able to agree with the insur-
ance carrier that the “defense” of a construction case should include the cost of pursuing liability
claims against others who may be responsible for the problems that led to the claims in the first
place (e.g. subcontractors).

• Potential Ability To Retain Independent Counsel—Conflict Of Interest

Insurance companies that are required to provide a defense generally seek to control the de-
fense by retaining defense counsel for the policyholder.7 The policyholder, particularly in a signif-

6Certain Underwriters At Lloyd’s of London v. Superior Court, 16 P.3d 94, 102 (Cal. 2001); Traveler’s Ins. Co., supra,
757 N.E.2d at 491-92; Compass Ins. Co. v. City of Littleton, 984 P.2d 606, 621 (Colo. 1999).

7Defense counsel selected by the insurance company generally are either insurance company employees or outside
“panel” counsel that are closely aligned with the insurance company. These attorneys generally are paid a salary by
the insurance company or a below-market hourly rate. In addition, the insurance company often imposes stringent
case handling and billing guidelines that may affect how the defense of the case is handled.
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icant or complex case, will often want to select its own defense counsel. Policyholders that are
able to trigger a duty to defend often can retain counsel of their own choosing to defend the case
at the insurance company’s expense.

This is because insurers almost always provide a defense in construction defect cases under an
express “reservation of rights.” This preserves the insurance company’s right to assert that the
carrier is not required to indemnify the insured under the terms of the policy in the event the in-
sured is found liable in the underlying case. But it also can create a conflict of interest because
the insurer’s interests could be furthered in this circumstance if the counsel selected by the in-
surer provided less than a vigorous defense for potentially uncovered claims.8 In this circum-
stance, the policyholder has the right not to waive the conflict of interest and to insist on retain-
ing independent defense counsel at the carrier’s expense.9 It is generally in the policyholder’s
best interest to proceed in this manner, as the policyholder will then be in the more favorable po-
sition of controlling the defense of the underlying litigation with its own defense counsel at the
insurance company’s expense.10 

Of course, it is not a simple exercise to convince insurance carriers of this position. Even when
agreement is reached it often requires significant negotiations regarding, among other things,
the billing rates the insurer will pay for independent defense counsel. To avoid having to litigate
the issue, it may make sense for the policyholder to agree to share a portion of the defense costs
with the insurance company. It also may be possible to avoid this area of disagreement by
“agreeing to disagree” regarding the rates that should be paid, establishing interim rates that the
carrier will pay during the course of the litigation, and establishing an alternative dispute mecha-
nism for resolving the final amount of fees that will be paid at the conclusion of the matter.

• Enhanced Ability To Settle The Construction Claims

Triggering the duty to defend often provides the policyholder with more favorable opportunities
to pursue settlement of the underlying construction case, at least partially with insurance com-
pany funds. If the party bringing the lawsuit initiates early settlement negotiations, the insurer
may wish to entertain them to avoid the anticipated cost of defending the case. In complex cas-
es, defense costs may approach or exceed the underlying amount for which the insured may be
liable, thus providing the insurance carrier with incentive to participate in a reasonable settle-
ment agreement. Moreover, it is not uncommon for a construction case to involve multiple par-
ties and insurance carriers. In this circumstance, it is often possible to negotiate settlement
packages under which several insurance companies (and sometimes the parties) each pay a por-
tion of the amount that is required to resolve the matter. This solution often can resolve both the
construction claims and the insurance coverage disputes. 

• Potential Estoppel—If Insurer Breaches The Duty To Defend

Asserting insurance rights can potentially lead to coverage for a construction claim under the
“estoppel doctrine.” Once timely notice of a lawsuit is provided to the insurer, the insurer in sev-
eral jurisdictions has only two options: (1) provide the insured with a defense while reserving the

8In Illinois, for example, a conflict of interest has been found to exist where the insurer is obligated to provide a de-
fense for two or more insureds who have adverse interests, where proof of certain facts would shift liability from
the insurer to the policyholder, and where the allegations against the insured include both covered and uncovered
claims. See, e.g., Murphy v. Urso, 430 N.E.2d 1079, 1082 (Ill. 1981); Maryland Cas. Co. v. Peppers, 355 N.E.2d 24,
30-31 (Ill. 1976).

9Maryland Cas., 355 N.E.2d at 31.
10See generally Todd R. Smyth, Duty of Insurer To Pay For Independent Counsel When Conflict of Interest Exists Be-

tween Insured and Insurer, 50 A.L.R. 4th 932 (1986).
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right to contest coverage at a later point in time, or (2) refuse to provide the insured with a de-
fense and file a declaratory judgment action.11 If the carrier fails to take one of these two steps
and later is found to have owed the policyholder a defense, the carrier will be “estopped” from
raising any policy defenses—even policy defenses that would have been valid.12 An insurance
carrier that breaches the duty to defend in such a jurisdiction generally will be required to pay
any amounts for which the policyholder is found liable in the underlying construction case up to
the policy limits.13 

Other jurisdictions disagree with this rule and instead impose a rebuttable presumption of cover-
age. In these jurisdictions, an insurer that breaches the duty to defend will still be liable for the
damages caused by the breach, but will be able to avoid indemnification obligations if it can
prove that insurance coverage for the loss did not exist.14

III. How To Analyze Whether There Is Coverage (Or At Least Potential Coverage) For A 
Construction Defect Claim.

CGL policies of insurance use a modular structure. The typical CGL policy contains a broad insur-
ing clause or coverage grant that is followed by no fewer than 20 exclusions detailing the myriad
of circumstances in which the insurer will not cover claims. To complicate matters further, certain
of the exclusions contain “exceptions” which restore coverage that would otherwise be excluded
for certain kinds of claims. In this manner, the policy initially provides coverage for broad risk,
and then narrows and defines the actual coverage by shifting various identified risks back to the
policyholder in the policy exclusions.15 To understand the scope of intended coverage, it is there-
fore necessary to consider the policy as a whole.

In attempting to determine whether a claim is covered, it is often helpful to consider the types of
harms that potentially result from defective construction work as seen through the lens of the
CGL insurance policy. Generally, the CGL policy differentiates coverage for damage that occurs
while the construction work is underway from damage that occurs after operations are complete.
The policy also differentiates, in certain critical ways, damage caused by the insured from dam-

11See, e.g., Employers Ins. of Wausau v. Ehlco Liquidating Trust, 708 N.E.2d 1122, 1134-35 (Ill. 1999). The policy
basis stated for this rule is that insurance companies are not permitted to abandon their insureds, and must there-
fore either provide a defense in the underlying case or seek judicial resolution of whether a defense is owed.

12Id. at 1135. See also St. Paul Fire and Marine Ins. Co. v. Vigilant Ins. Co., 919 F.2d 235, 240 (4th Cir. 1990) (ap-
plying North Carolina law and holding insurer could not litigate whether underlying events occurred during policy
period); Conanicut Marine Serv., Inc. v. Ins. Co. of North America, 511 A.2d 967 (R.I. 1986); Bedoya v. Illinois
Founders Ins. Co., 688 N.E.2d 757, 766 (Ill. App. Ct. 1997); Missionaries of Co. of the Mary, Inc. v. Aetna Cas. &
Surety Co., 155 Conn. 104, 230 A.2d 21 (1967).

13While application of the estoppel doctrine varies somewhat by jurisdiction, the primary judicial inquiry tends to be
on the timing of the insurer’s response to tender of the claim and whether the underlying action was concluded (by
judgment or settlement) by the time coverage litigation commenced. The longer the insurer waits to take one of
the two required actions in response to the tender of a claim, the more likely the estoppel doctrine will apply. Car-
riers that fail either to provide a defense under a reservation of rights or to commence a declaratory judgment ac-
tion until after the underlying action is concluded are most likely to be held subject to the estoppel doctrine, and
thereby barred from raising any policy defenses to coverage that might otherwise exist. In Illinois, for example, an
insurer that fails to file a declaratory judgment action until after the conclusion of the underlying litigation is pre-
sumptively estopped as a matter of law from asserting its coverage defenses. Id. at 1138. It is not a prerequisite
for invoking estoppel, however, that the underlying action be concluded. If enough time passes during the course
of the underlying litigation, this alone might be enough to estop an insurer from asserting its coverage defenses.
Employers Reinsurance Corp. v. E. Miller Ins. Agency, Inc., 773 N.E.2d 707, 719-20 (Ill. App. Ct. 2002).

14See, e.g., Sentinel Ins. Co., Ltd. v. First Ins. Co. of Hawaii, 76 Haw. 277, 294-297, 875 P.2d 894, 911-914 (1994);
Polaroid Corp. v. Travelers Indem. Co., 414 Mass. 747, 765 n.22, 610 N.E.2d 912, 922 n.22 (1993).

15See Maryland Cas. Co. v. Reeder, 270 Cal. Rptr. 719, 722 (Cal. Ct. App. 1990).
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age caused by subcontractors. In general, the coverage distinctions in these two key contexts
can be summarized as follows:

• In situations where the alleged damage occurs before operations are complete, the
policy generally excludes coverage for the “particular part” of work performed by
the insured or its subcontractors that is defective, but generally provides coverage
for physical injury to other property that is damaged because of the defective part
of the work. 

• In the completed operations context, the policy generally excludes coverage for
physical injury to property caused by the insured’s own work, but provides cover-
age for physical injury to property that is caused by the work of a subcontractor.

Importantly, these are the intended coverage distinctions found in the policy when its terms are
properly considered as a whole. As will be seen, judicial decisions in certain jurisdictions continue
to fail to recognize the intended scope of the CGL insurance policy in the construction defect con-
text. Even in jurisdictions that correctly acknowledge the existence of insurance coverage for
damage caused by inadvertent construction defects, properly drawing the coverage distinctions
intended by the policy exclusions is often problematic and leads to divergent outcomes. 

To properly determine whether insurance coverage exists or potentially exists for a construction
defect claim, two critical questions must be asked: First, does the claim assert a liability that falls
within the basic coverage grant in the insuring agreement of the policy? This requires analysis of
whether the claim alleges any “property damage” caused by an “occurrence.” Second, if so, are
there any exclusions or conditions which deprive the policyholder of coverage for the claim? This
inquiry requires careful analysis of the construction-specific exclusions (and the exceptions to
these exclusions) contained in the CGL policy. In addressing these questions, it is also important
to keep in mind that a claim that potentially falls within coverage should be sufficient to trigger
the duty to defend.

IV. Does The Claim Involve An “Occurrence?”16

The standard insuring clause in a CGL policy promises to pay all sums the insured becomes “le-
gally obligated to pay” because of “property damage” caused by an “occurrence.” An “occur-
rence” is usually defined broadly to include “an accident, including continuous or repeated expo-
sure to conditions, which results in bodily injury or property damage neither expected nor
intended from the standpoint of the insured.”17 Virtually all courts agree that the term “occur-
rence” has a broader meaning than the term “accident” because the definition of “occurrence”
expressly includes exposure to continuing conditions, as well as a discreet event.18 

The term “accident,” however, is not defined in the policy, and whether construction defect claims
give rise to an “occurrence” has been a hotly debated issue for many years. It is difficult to over-

16Portions of the material in this section appeared in substantially similar form in C. Shapiro, Point/Counterpoint: In-
advertent Construction Defects Are An “Occurrence” Under CGL Policies, The Construction Lawyer, Vol. 22, No. 2
(Spring 2002) and/or C. Shapiro and N. Posner, It Was An Accident: Inadvertent Construction Defects Are An “Oc-
currence” Under Commercial General Liability Policies Of Insurance, Vol. 3, No. 4 Journal of Insurance Coverage
(Autumn 2000), which was also published in the March/April 2000 issue of Coverage.

17The most recent ISO policy forms remove the “neither expected nor intended from the standpoint of the insured”
part of the “occurrence” definition from the insuring clause, and now include this language in an exclusion to cov-
erage found elsewhere in the policy.

18See, e.g., Bituminous Cas. Corp. v. Gust K. Newberg Constr. Co., 578 N.E.2d 1003, 1009-10 (Ill. App. Ct. 1991);
Hawkeye-Security Ins. Co. v. Vector Constr. Co., 460 N.W.2d 329, 332 (Mich. Ct. App. 1990); High Country As-
socs. v. New Hampshire Ins. Co., 648 A.2d 474, 477-78 (N.H. 1994).
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state the significance of this issue as the outcome in any given case is coverage determinative. If
the claim is determined not to arise out of an “occurrence,” it necessarily falls outside the cover-
age grant contained in the CGL policy and there can be no insurance coverage for the claims as a
matter of law. This conclusion eliminates even potential insurance coverage, and therefore also
eliminates any obligation under the duty to defend. On the other hand, if the policyholder estab-
lishes that the claim involves property damage caused by an “occurrence,” it is much more likely
that the coverage issues will be analyzed through reference to the policy exclusions, which great-
ly increases the likelihood that a court will find there to be at least potential coverage, and there-
fore a duty to defend. 

Frankly, the debate and confusion surrounding the “occurrence” issue is quite odd. It is very
clear (at least to this author) that the current CGL policy form specifically anticipates the acci-
dental “occurrence” of damage caused by faulty workmanship, and then narrows and defines the
scope of this insurance coverage with the construction-specific policy exclusions. It appears that
the confusion surrounding the “occurrence” issue has been fueled by the historical development
of the CGL policy forms, which started out with exclusions that barred virtually all insurance cov-
erage for construction defect claims but were then changed to provide coverage for certain of
these claims. Because the early policy exclusions eliminated coverage in the construction defect
context, certain courts and commentators asserted that the CGL policy simply does not cover the
“business risk” associated with the cost to repair property damage caused by construction de-
fects. Unfortunately, after the policy exclusions were changed to provide insurance coverage for
certain kinds of claims involving construction defects, insurance companies continued to argue
that construction defect claims involve “business risk” that is not covered by the CGL policy.
While several courts rejected this argument, other courts accepted this position to hold that con-
struction defect claims do not arise out of the kind of accidental “occurrence” covered by the CGL
insurance policy. 

The discussion below provides a brief review of the history of the CGL policy form highlighting
certain of the changes that are most relevant to construction defect claims. The article then dis-
cusses the current split in the case law. Finally, new ISO policy endorsements that eliminate cer-
tain key areas of insurance coverage relevant to construction defect claims are addressed.

A. A Brief History Of The Construction-Specific Policy Exclusions

Much of the coverage analysis in the construction context stems from the 1973 standard
form exclusions for damage to “work” and “products.” These exclusions read as follows
(emphasis added):

This insurance does not apply to:

(n) property damage to the named insured’s products arising out of such products or
any part of such products;

(o) property damage to work performed by or on behalf of the named insured arising
out of the work or any portion thereof; or out of materials, parts or equipment fur-
nished in connection therewith.

These so-called “business risk” exclusions were interpreted broadly by the courts to ex-
clude construction defect claims from coverage. Under provisions (n) and (o) in the 1973
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form, many courts excluded property damage arising out of an insured contractor’s work
or that of its subcontractors during or after the course of construction.19

Commencing in 1976, an insured could purchase, for an increased premium, an endorse-
ment to the 1973 policy known as the Broad Form Property Damage Endorsement or BF-
PD. This endorsement was particularly important for construction contractors as it typical-
ly was added to their liability policy. The 1976 BFPD deleted the original exclusion (o) and
replaced it with three more specific exclusions that effectively broaden the 1973 form. Two
of these exclusions, 2(d)(i) and 2(d)(ii), applied when physical damage arose during oper-
ations or when physical damage was caused by work that had been put in place. The third
provision, 2(d)(iii), involved the replacement or repair of faulty work.

Each of these revised exclusions utilized the new phrase “that particular part” to limit their
own scope. The exclusions provided (with emphasis added) that the insurance did not ap-
ply:

(d) To that particular part of any property …

(i) upon which operations are being performed by or on behalf of the named in-
sured at the time of the property damage arising out of such operations; or

(ii) out of which any property damage arises, or,

(iii) the restoration, repair or replacement of which has been made or is neces-
sary by reason of faulty workmanship thereon by or on behalf of the insured.

The new exclusions raised two primary issues. First, whether the damage for which cover-
age was sought fell exclusively within “that particular part” of the damage that was ex-
cluded. Second, whether the exclusion applied to exclude coverage for both damage to
work in progress and damage to completed operations.

The primary battleground between policyholders and their insurers centered on the “faulty
workmanship” exclusion in Exclusion 2(d)(iii). It removed from coverage the cost to repair
defective work itself. However, the exclusion was carefully crafted not to eliminate insur-
ance coverage for damage to other property caused by defective work. By its terms, the
exclusion only pertained to that particular part of any property that had to be restored, re-
paired or replaced by reason of faulty workmanship thereon. To be excluded from cover-
age, therefore, the particular part of the property which sustained damage had to be ei-
ther: (1) the faulty portion of the insured’s work itself, or (2) the particular part of the
property which is not itself the insured’s work but which is being worked on by the insured

19Most courts found the “work” exclusion contained in Exclusion (o) to be unambiguous, and applied the exclusion to
exclude coverage for the cost to repair or replace damage to or arising out of the insured’s own work and work
performed “on behalf of” the named insured by subcontractors. In addition, Exclusion (o) was held to apply to
both damage that occurred while the work is in progress and to damage that occurs after the work is completed.
See, e.g., Western Casualty & Surety Co. v. Brochu, 475 N.E.2d 872 (Ill. 1985); Knutson Constr. Co. v. St. Paul
Fire & Marine Ins. Co., 396 N.W.2d 229 (Minn. 1986); Weedo v. Stone-E-Brick, Inc., 405 A.2d 788 (N.J. 1979).
While many courts refused to apply the damage to “products” exclusion contained in Exclusion (n) to a completed
construction project to bar coverage, certain other courts held that completed buildings and structures built by a
contractor were the general contractor’s “product” within the meaning of the exclusion, and that coverage was
therefore barred for damages caused to the building by deficiencies in workmanship and materials. Compare Fejes
v. Alaska Ins. Co., Inc., 984 P.2d 519, 526 (Alaska 1999) with Fireguard Sprinkler Systems, Inc. v. Scottsdale Ins.
Co., 864 F.2d 648, 654 (9th Cir. 1988).
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in a faulty manner.20 This complex structure was difficult to apply in the construction con-
text and gave rise to litigation regarding the scope of the phrase “that particular part.”21

Confusion and disagreement also grew as to whether the faulty workmanship exclusion
only concerned work in progress, or whether it also applied to property damage claims
that arose after the work was complete.22 With respect to completed operations, the BFPD
endorsement deleted exclusion (o) of the standard 1973 form, and replaced it with lan-
guage designed to broaden coverage for property damage caused by the work of subcon-
tractors. The revised exclusion stated, in pertinent part:

This insurance does not apply:

* * *

With respect to the completed operations hazard and with respect to any classifica-
tion stated in the policy or in the company’s manual as “including completed opera-
tions,” to property damage to work performed by the named insured arising out of
such work or any portion thereof, or out of such materials, parts or equipment fur-
nished in connection therewith. (Emphasis added.)

In this manner, the BFPD for the first time expressly differentiated coverage based on
whether the property damage occurred before or after operations were complete. The BF-
PD narrowed the “work” exclusion in the completed operations context by eliminating the
phrase “on behalf of the named insured” found in exclusion (o). This alteration was in-
tended to broaden coverage for property damage caused by the work of subcontractors.
However, not all courts agreed.23

20See Scott C. Turner, Insurance Coverage of Construction Disputes, ß 30.04, (2d.Ed. 1999)(hereinafter “Insurance
Coverage of Construction Disputes”).

21It was particularly difficult to apply the faulty-work exclusion to cases where a general contractor was responsible
to the owner for the work of subcontractors but was not actually doing the work. Generally, where differentiation
between the work to be performed by the insured contractor and the subcontractor was clear, the exclusion was
held to apply to exclude coverage only for that particular portion of the work on which operations clearly were be-
ing performed. However, the courts generally did not permit the policyholder to divide the work artificially in an ef-
fort to avoid the intended reach of the exclusion. Cases holding that the faulty workmanship exclusion applied to
bar coverage only for damage that is caused to “that particular part” of the property which contains defective work
that must itself be repaired or replaced (and that coverage therefore existed for resulting property damage to oth-
er parts of the insured’s and/or its subcontractor’s work) include: Baugh Constr. Co. v. Mission Ins. Co., 836 F.2d
1164, 1172 (9th Cir. 1988); W. E. O’Neil Constr. Co. v. National Union Fire Ins. Co., 721 F. Supp. 984, 995 (N.D. Ill.
1989). Decisions denying coverage on the ground that the damage for which coverage was sought was within
“that particular part” of the property that had to be restored, repaired or replaced because of faulty workmanship
include: Transcontinental Ins. Co. v. Ice Systems of America, 847 F. Supp. 947 (M.D. Fla. 1994); Rafeiro v. Amer-
ican Employers Ins. Co., 85 Cal. Rptr. 701 (Cal. Ct. App. 1970).

22See Mid-United Contractors v. Providence Lloyd's Ins. Co., 754 S.W.2d 824 (Tex. Ct. App. 1988). According to
most commentators, the better view was that the drafters intended these exclusions not to apply to completed op-
erations losses. See, e.g., Patrick J. Wielinski & Jack P. Gibson, Broad Form Property Damage at 91 (3d ed. 1992)
(hereinafter “Broad Form Property Damage”)

23Courts addressing the effect of the modifications contained in the BFPD reached sharply conflicting conclusions.
Several courts followed the intent of the drafters and held that the BFPD endorsement broadened coverage. These
courts held that the modified “work” exclusion contained in the BFPD continued to exclude coverage for damage to
a contractor’s own work that is the result of the contractor’s own defective work, but did not deny coverage for
damages caused by defective work performed by a subcontractor. See, e.g., W.E. O’Neil Constr. Co. v. National
Union Fire Ins. Co., 721 F. Supp. 984, 996 (N.D. Ill. 1989); Maryland Cas. Co. v. Reeder, 270 Cal. Rptr. 719 (Cal.
Ct. App. 1990). See generally Broad Form Property Damage at 69-74. Other courts, however, flatly rejected this
analysis and held that deletion of the phrase “or on behalf of the named insured” in the BFPD is meaningless with
respect to coverage. According to these courts, the BFPD did not provide coverage for damages to completed op-
erations caused by the work of the insured or its subcontractors. See, e.g., Knutson Constr. Co. v. St. Paul Fire &
Marine Ins. Co., 396 N.W.2d 229, 236-37 (Minn. 1986). Most commentators agree that the Knutson analysis is
wrong. Broad Form Property Damage at 84-85.
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The trend toward narrowing the property damage exclusions in the construction context
was made clear with the introduction of the 1986 CGL policy. That form expressly clarified
in favor of coverage certain key aspects of the BFPD that had generated litigation and dis-
agreement among policyholders and insurance companies. First, the 1986 policy makes
clear that the “work” exclusion for property damage to completed operations does not ap-
ply where the property damage is to or arises out of the work of subcontractors. Exclusion
(l) in the 1986 form exempts property damage with a new exception:

“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 damaged work or the work out of which the
damage arises was performed on your behalf by a subcontractor. (Emphasis add-
ed.)

The new exception to the exclusion demonstrates that property damage caused to a con-
struction project by the faulty work of a subcontractor is an “occurrence” otherwise cov-
ered by the insurance policy.24

The 1986 form also clarifies that the BFPD endorsement was intended to exclude coverage
under the “particular part” exclusions only for property damage that occurs while work is
in progress. These terms are found primarily in Exclusions (j)(5) and (j)(6):

2. This insurance does not apply to:

* * *

j. “Property damage” to:

(5) That particular part of real property on which you or any contractors
or subcontractors working directly or indirectly on your behalf are per-
forming operations, if the “property damage” arises out of those oper-
ations; or

(6) That particular part of any property that must be restored, repaired or
replaced because “your work” was incorrectly performed on it.

* * *

Paragraph 6 of this exclusion does not apply to “property damage: included in the
“Products Completed Operations Hazard.” (Emphasis added.)

These important modifications clarify similar provisions in the BFPD, particularly that the
“faulty workmanship exclusion” (j)(6)) does not apply to property damage that occurs af-
ter operations are complete.25 Coverage under the 1986 CGL form therefore depends in
large part on the timing of the occurrence. If construction operations were being per-

24See, e.g., L-J, Inc. v. Bituminous Fire & Marine Ins. Co., 567 S.E.2d 489, 494-95 (S.C. Ct. App. 2002); Kalchthaler
v. Keller Construction Co., 591 N.W.2d 169, 174 (Wis. Ct. App. 1999); O’Shaughnessy v. Smuckler Corp., 543
N.W.2d 99, 104 (Minn. Ct. App. 1996).

25See, e.g., Action Auto Stores, Inc. v. United Capitol Ins. Co., 845 F. Supp. 428, 435 (W. D. Mich. 1993); H. Wulfs-
berg & T. Colvig, The 1986 Commercial General Liability Insurance Program, 308 PLI/Real 395, 426-27 (1988)
(hereinafter “Wulfsberg & Colvig”).

Shapiro



D
e
fe

ct

17

formed at the time of the alleged property damage, then the “particular part” exclusions
will apply. If, however, the property damage happened after work was complete, the claim
falls under the “completed operations hazard,” and the “particular part” exclusions do not
apply.

Similarly, the 1986 CGL form expressly resolves in favor of the insured the disagreement
as to whether a building could be considered a “product” within the meaning of the “your
product” exclusion. Exclusion (k) in the 1986 form continues to deny coverage for “‘prop-
erty damage’ to ‘your product’ arising out of the product or any part of it.” However, the
definition of “your product” now excludes “real property.” In this additional way, the 1986
policy form makes clear that CGL insurance is not intended necessarily to exclude proper-
ty damage to structures built by the insured.26

The evolution of the policy exclusions demonstrates that the CGL policy is specifically de-
signed to anticipate the “occurrence” of inadvertent construction defects, and intends to
define the scope of coverage for property damage resulting from construction defects
through application of the construction-specific exclusions.

B. The Courts Remain Split

It is rare for a contractor to perform defective construction work intentionally, and rarer
still for a contractor to intend to cause any resulting property damage. As such, construc-
tion defect cases almost always involve negligent conduct, not intentional acts. A contrac-
tor that constructs work negligently and/or in breach of warranty or contractual obliga-
tions often must repair the defects and resulting property damage. This does not mean,
however, that the property damage arose out of the contractor voluntarily or intentionally
performing defective work, or that property damage caused by a construction defect is the
“natural and ordinary” consequence of undertaking construction work. 

To the contrary, acts that cause construction defects normally are undertaken with the in-
tent to perform the work properly, but unknowingly are performed improperly by mistake.
The property damage that results from these mistakes is therefore neither intended nor
expected by the contractor performing the work. Accordingly, property damage that arises
out of construction defects should be considered “accidental” and held to qualify as an
“occurrence” under the CGL insurance policy. Importantly, this conclusion does not mean
that the CGL insurance policy provides coverage for all property damage arising out of
construction defects. It means only that the ultimate coverage determination should
based on careful application of the policy exclusions. Nonetheless, the courts that have
addressed the “occurrence” issue in the construction defect context remain split.

• Representative Cases Holding That Construction Defects Are An “Occur-
rence”

An increasing number of courts now recognize that inadvertent faulty workmanship is “ac-
cidental” and therefore a potentially covered “occurrence” under the CGL insurance policy.
Whether coverage exists and whether the carrier is required to provide a defense is there-
fore determined in these cases based on the CGL policy’s construction-specific exclusions.
For example, the Kansas Supreme Court in Fidelity & Deposit Co. of Maryland v. Hartford

26See, e.g., United States v. 19.86 Acres of Land In East St. Louis, 141 F.2d 344, 347 (7th Cir. 1944). In addition,
the modified definition contained in the 1986 CGL form demonstrates that the prior policy forms did not intend to
include contractor’s buildings and other structures in the damage-to-products exclusion. Wulfsberg & Colvig at
427-28.
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Casualty Insurance Co.,27 the court determined that the insured contractor’s negligent
workmanship, which led to cracked walls and other damage, constituted an “occurrence”
under Kansas law.28 The court based its decision on the existence of policy exclusions that
anticipate the existence of an “occurrence” in the construction context, as well as the ba-
sic tenet of insurance law that “all relevant provisions of an insurance policy must be read
together, rather than in isolation, and given effect.” According to the court: 

[T]he CGL and umbrella policies contained detailed business risk and policy exclu-
sions. The business risk exclusions contemplate that some construction defects are
covered and some are not. The policy exclusions become meaningless if all con-
struction defects are excluded from coverage because they do not constitute an
“occurrence.” Because the parties included the business risk exclusions, they could
not have intended to exclude all construction defects, whether negligently or inten-
tionally caused.29

Similarly, a recent Wisconsin decision specifically identifies certain of the historical chang-
es to the CGL policy outlined above to hold that the current CGL policy form provides lia-
bility insurance coverage for property damage arising out of the work of subcontractors:

For whatever reason, the [insurance] industry chose to add the new exception to
the business risk exclusion in 1986. We may not ignore that language when inter-
preting case law decided before and after the addition. We realize that under our
holding a general contractor who contracts out all the work to subcontractors, re-
maining on the job in a merely supervisory capacity, can ensure complete coverage
for faulty workmanship. However, it is not our holding that creates this result: it is
the addition of the new language in the policy. We have not made the policy closer
to a performance bond for general contractors, the insurance industry has.30

A thorough examination of the term “occurrence” in the context of inadvertent construc-
tion defects is found in Federated Mutual Insurance Company v. Grapevine Excavation,
Inc.,31 a decision from the Fifth Circuit. The decision examines in detail the “occurrence”
analysis that is sometimes applied when the underlying action involves actions akin to in-
tentional torts, and directly addresses whether this analysis is appropriate in the context
of actions alleging negligent conduct.32 The Fifth Circuit explained this difference as fol-
lows: 

We perceive a clearly reconcilable dichotomy, not a tension, resulting from the dis-
tinction between the Maupin [intentional tort] and Orkin [negligence] lines of Texas
cases…. An obligor who intends his performance to result in damage—or, one who
commits an act that is legally deemed to constitute an intentional tort—is a Maupin
tortfeasor. On the other hand, an obligor who intends his performance to be cor-
rect, but who negligently falls short of the appropriate standard and causes unin-
tentional damage, is an Orkin tortfeasor.33

27189 F. Supp. 2d 1212 (D. Kan. 2002).
28Id. at 1218-19.
29Id. at 1219.
30Kalchthaler v. Keller Construction Co., 591 N.W.2d 169, 174 (Wis. Ct. App. 1999). See also L-J, Inc., 567 S.E.2d at

494-95 (following Kalchthaler on this point).
31Federated Mut. Ins. Co. v. Grapevine Excavation, Inc., 197 F.3d 720 (5th Cir. 1999) (applying Texas law).
32Id.
33Id. at 729-30.
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Grapevine holds that because the consequences of inadvertent construction defects usual-
ly result from performance that is intended to be correct, but which falls short of that goal
through negligence, construction defects caused by faulty workmanship are “accidental,”
and may not properly be analyzed for insurance coverage purposes under the wholly sep-
arate “intentional conduct” analysis associated with intentional torts.34 In other words, the
terms “accident” and “occurrence” in the CGL policy include damage in the construction
context that is the “unexpected, unforeseen or undesigned happening or consequence of
an insured’s negligent behavior.”35 Whether coverage exists for a particular claim arising
out of construction defects is therefore determined based on the policy exclusions.36

Other recent decisions agree with this approach. The Supreme Court of South Dakota
found in favor of coverage for a general contractor facing claims arising out of the defec-
tive work of a subcontractor. In Corner Construction Co. v. USF&G,37 the court held that a
CGL policy with the BFPD endorsement provides coverage “to the extent that the subcon-
tractor’s defective work resulted in an accident or occurrence which resulted in property
damage to the completed work of the general contractor and subcontractors.”38 The court
held that at least part of the alleged damage was caused by an “accident or unintended
event, resulting in property damage that was neither expected nor intended by the in-
sured.”39

In Erie Insurance Exchange v. Colony Development Corp.,40 an Ohio appellate court found
an “occurrence” to exist in connection with claims arising out of the design, construction
and sale of condominiums and damage to the condominium units themselves and the sur-
rounding landscape.41 The court held as follows: 

In its common, ordinary use, “accidental” means unexpected, as well as unintend-
ed. Here, the Association’s complaint includes allegations that Colony’s conduct, by
itself or through agents, in constructing and designing the condominium complex
was negligent—in other words fell below the standard of care but nonetheless was
not done with the intent or expectation of causing harm. As such the Association’s
allegations reasonably fall within the policy’s general liability coverage for property
caused by an occurrence.42

The court in Erie Insurance Exchange also rejected the insurance company’s argument
that a finding in favor of coverage somehow turned the insurance policy into a “perfor-
mance bond.” According to the court, this concern is addressed not by reference to the

34Id. at 729-30.
35Id. at 725.
36Maryland conceded in the litigation that the damage to the parking lot constituted “property damage” within the

meaning of its policy. Id. at 723.
37638 N.W.2d 887 (S.D. 2002).
38Id. at 894-95.
39Id.
40Erie Insurance Exchange v. Colony Development Corp., 736 N.E.2d 941 (Ohio Ct. App. 1999).
41Id. at 944.
42Id. at 947. The decision then addressed the various policy exclusions raised by the insurance company. Particularly

important is the court’s analysis of the “work performed exclusion.” The decision holds that the exclusion “oper-
ates to exclude coverage only for damage to the work of the insured; it does not exclude coverage for collateral
damage to other property.” Id. at 949. The decision further held that not all of the alleged property damage was
excluded from coverage due to the express exception to the exclusion for damages caused by the work of subcon-
tractors.

Shapiro



20

term “occurrence,” but rather by examination and application of the specific policy exclu-
sions that define the scope of insurance coverage in the construction context:

[The insurance company] cites numerous cases for the general proposition that a
policy is not a performance bond and, hence, does not cover claims for insufficient
or defective work or the repair and replacement of that work. While this general
proposition is true, the rationale for the proposition is not that the allegations of
negligent construction or design practices do not fall within the broad coverage for
property damage caused by an occurrence, but that, as discussed in the balance of
this opinion, the damages resulting from such practices usually are excluded from
coverage by the standard exclusions found in such policies.43

Finally, High Country Associates v. New Hampshire Insurance Company44 is a noteworthy
decision. In that case, the New Hampshire Supreme Court took pains to address how the
CGL policy is intended to work, and rejected its own decade-long analysis to hold that
damages based on defective construction workmanship can arise out of an “occurrence.”
The court examined the “occurrence” issue by looking to the “plain and ordinary meaning
of the policy’s words in context,” and by construing “the terms of the policy as would a
reasonable person in the position of the insured based on more than a casual reading of
the policy as a whole.”45

The court held that the word “accident” as used in the definition of the term “occurrence”
should be interpreted to mean “circumstances, not necessarily a sudden and identifiable
event, that were unexpected or unintended from the standpoint of the insured.”46 Based
on this analysis, the court found allegations of faulty workmanship that resulted in unex-
pected and unintended damage to condominium units satisfied the definition of “occur-
rence.”47 Included were claims of substantial moisture seepage into the buildings, causing
mildew and rotting of the walls, and loss of structural integrity.

The decisions discussed above (and several others) hold that inadvertent construction de-
fects are caused by an “accident” and therefore constitute an “occurrence” under the CGL
insurance policy. These cases also demonstrate that whether the duty to defend is trig-
gered by potential coverage under the CGL policy, and whether there is a duty to indemni-
fy, are properly analyzed primarily under the construction-specific policy exclusions.48

43Id.
44648 A.2d 474 (N.H. 1994).
45Id. at 476.
46Id. at 478.
47Id.
48Additional recent decisions finding the existence of an “occurrence” in construction cases include the following:

Anthem DeWitt Construction, Inc. v. Charter Oak Fire Ins. Co., 2002 WL 31255422 (9th Cir. 2002); Signature De-
velopment Cos., Inc. v. Royal Ins. Co. of Am., 230 F.3d 1215 (10th Cir. 2000); Stonehenge Engineering Corp. v.
Employers Insurance of Wausau, 201 F.3d 296 (4th Cir. 2000); Potomac Ins. of Illinois v. Huang, 2002 WL 418008
(D. Kan. 2002); Federal Ins. Co. v. Hermitage Ins. Co., 2002 WL 31194872 (D. Mass. 2002); Mitchell, Best & Vis-
nic, Inc. v. Travelers Property Cas. Corp., 121 F. Supp. 2d 848 (D. Md. 2000); L-J, Inc. v. Bituminous Fire & Marine
Ins. Co., 567 S.E.2d 489 (S.C. Ct. App. 2002); Corner Construction Co. v. USF&G, 638 N.W.2d 887 (Sup. Ct. S.
Dakota 2002); O’Shaughnessy v. Smuckler Corp., 543 N.W.2d 99, 104 (Minn. Ct. App. 1996). See also Hartzell In-
dustries, Inc. v. Federal Insurance Company, 168 F. Supp. 2d 789 (S.D. Ohio 2001). Recent cases also hold that
negligent misrepresentations can constitute an “occurrence” within a CGL policy. See, e.g., American States Ins.
Co. v. Herman C. Kempker Constr. Co., Inc., 71 S.W.3d 232, 236-37 (Mo. Ct. App. 2002); Mitchell, Best & Visnic,
Inc. v. Travelers Prop. Cas. Corp., 121 F. Supp. 2d 848, 851 (D. Md. 2000) (applying Maryland law).
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• Representative Cases Holding That Construction Defects Are Not An “Occur-
rence”

Other decisions, however, continue to hold that property damage caused by construction
defects does not arise out of an “accident” and therefore are not caused by an “occur-
rence.”49 The analysis in these decisions appears to stem from early case law and articles
that addressed CGL insurance under the broad “business risk” exclusions contained in the
1973 policy. Analysis of these policy terms generally found that claims alleging faulty con-
struction work and damage to the project itself simply resulted in no coverage.50 This con-
clusion was largely correct at the time, as the exclusions that existed at that time (like
those found in the 1973 policy form) were indeed quite broad.

A more careful analysis was needed after the policy exclusions were changed by the BFPD
and later by the 1986 revisions. Unfortunately, judicial decisions often failed adequately to
address the important changes that had been made to the CGL policy. Even though insur-
ance company publications made clear that these changes were designed to provide, and
not to exclude, coverage for certain kinds of construction-related property damage, sever-
al courts continued to accept insurance company arguments that the CGL policy was not
designed to provide coverage for any property damage to the project itself that was
caused by faulty work.51

The courts often supported this analysis without any reference to the new policy exclu-
sions, and by arguing that a finding of coverage in the construction context would place
insurance companies in the position of insuring the contractor’s warranty obligations, or
somehow convert the insurance policy into a “performance bond.”52 This concept is also
found in cases that find there can be no “occurrence” unless the damage alleged in the
underlying construction case is to property that is not part of the construction project at
issue.53 These decisions generally acknowledge that construction defects arise out of neg-
ligent conduct, yet hold incorrectly that resulting property damage is not caused by an
“accident” or “occurrence.” 

For example, in Monticello Ins. Co. v. Wil-Freds Construction, Inc., an Illinois appellate
court decision addressing the 1976 BFPD policy form, the court held that “the natural re-
sults of negligent and unworkmanlike construction of a building do not constitute an ‘oc-
currence.’”54 As characterized by the court, the underlying claims alleged breach of con-
tract for alleged “defective construction of a building which resulted in damage to the

49See, e.g., Berg Chilling Systems, Inc. v. Hull Corp., No. 00CV5075, 2002 WL 1833351, at *2-3 (E.D. Pa. Apr. 2,
2002) (applying Pennsylvania law); Mid-Hudson Castle, Ltd. v. P.J. Exteriors, Inc., 292 A.D.2d 355, 356 (N.Y. Sup.
Ct., App. Div. 2002).

50See, e.g., Western Casualty & Surety Co. v. Brochu, 475 N.E.2d 872 (Ill. 1985); Knutson Constr. Co. v. St. Paul
Fire & Marine Ins. Co., 396 N.W.2d 229 (Minn. 1986); Weedo v. Stone-E-Brick, Inc., 405 A.2d 788 (N.J. 1979).

51Several commentators have addressed in greater depth the scope of the various exclusions discussed in this arti-
cle. See generally, e.g., Broad Form Property Damage; Wulfsberg & Colvig.

52See, e.g., DCB Constr. Co., Inc. v. Travelers Indem. Co. of Ill., No. CIV. A 02-K-452, 2002 WL 31163855, at *1 (D.
Colo. Sept. 27, 2002); Diamond State Ins. Co. v. Chester-Jensen Co., Inc., 611 N.E.2d 1083, 1091 (Ill App. Ct.
1993); Solcar Equipment Leasing Corp. v. Pennsylvania Manufacturers’ Ass’n Ins. Co., 606 A.2d 522 (Pa. Super.
Ct. 1992); Indiana Ins. Co. v. DeZutti, 408 N.E.2d 1275, 1279 (Ind. 1980).

53See, e.g., Auto Owners Ins. Co. v. Travelers Cas. & Surety Co., 2002 WL 31114023, at *7-8 (M.D. Fla. Sept. 12.
2002).

54661 N.E.2d 451 (Ill. App. Ct. 1996).

Shapiro



22

building itself.”55 Because the alleged damage was determined without analysis to be the
“natural result” of faulty workmanship, the court held there was no coverage under the
policy and therefore no duty to defend. In this manner, the court determined whether
there was an “occurrence” by looking to the nature of the damages alleged. Consistent
with this approach, the court also held that damage to property other than “the construc-
tion project itself” does constitute an “occurrence.”56 Based on this analysis, the same
court in a later decision found an “occurrence” to exist where the claims alleged rain water
damage to “carpeting, drywall, antique furniture, clothing, personal mementoes [sic] and
pictures.”57

In Pursell Construction, Inc. v. Hawkeye-Security Insurance Co.,58 the Supreme Court of
Iowa similarly held that “defective workmanship standing alone, that is resulting in dam-
ages only to the work product itself, is not an occurrence under a CGL insurance policy.”59

The Supreme Court of West Virginia reached the same conclusion in Corder v. William M.
Smith Excavating Co.60 And, in Heile v. Herrmann,61 an Ohio court found no liability cov-
erage for construction claims brought against a homebuilder even though the claims in-
cluded allegations of property damage arising out of the work of subcontractors. Unlike
Erie Insurance Exchange v. Colony Development Corp. (which was issued by a different
district of the same court),62 Heile v. Herrmann states that CGL policies are not intended
to insure the contractor’s “business risks,” and holds against coverage on the ground that
the “damages alleged by the Heiles all relate to Hermann’s (or his subcontractors’) own
work.63 A more recent Ohio appellate court decision in Ferro Corp. v. Blaw Know Food &
Chemical Equip. Co. reaches this same result.64

Other recent decisions similarly find against coverage on the ground that property damage
caused by construction defects is the “natural and ordinary consequence” of “voluntary

55Id.
56Id. at 457.
57Pekin Ins. Co. v. Richard Marker Assoc., Inc., 682 N.E.2d 362, 363 (Ill. App. Ct. 1997). The Monticello decision

spawned a line of decisions applying incorrect analysis of the “occurrence” issue under Illinois law that continues
to this day. For example, in State Farm Fire & Casualty Company v. Tillerson, 334 Ill. App. 3d 404, 777 N.E.2d 986
(5th Dist. 2002), the Illinois court of appeals held that faulty workmanship “could not be the typical fortuitous ac-
tion constituting an accident.” Instead, the court found that the “construction defects set forth in the [plaintiff’s]
complaint are the natural and ordinary consequences of Tillerson’s alleged improper construction techniques ….”
Because the “natural and ordinary consequences of an act do not constitute an accident,” the court found that
there was no “occurrence” under the policy. 334 Ill. App. 3d at 409, 777 N.E.2d at 991.

58596 N.W.2d 67 (1999).
59Id. at 71. See also Norwalk Ready Mixed Concrete, Inc. v. Travelers Ins. Cos., 246 F.3d 1132, 1136-37 (8th Cir.

2001) (following Pursell). By focusing on the kinds of damages alleged, the Pursell decision addresses the “occur-
rence” issue incorrectly. However, it is possible that the court reached the correct result based on the allegations
at issue in that case. Under most current policy forms, coverage may be excluded where the claim arises after op-
erations are complete and the only damages alleged are the cost to repair or to replace defective work performed
by the insured itself. 

60556 S.E.2d 77, 83 (W.V. 2001).
61736 N.E.2d 566 (Ohio Ct. App. 1999).
62Heile was issued one week before Erie Insurance Exchange v. Colony Development Corp., 736 N.E.2d 941 (Ohio

Ct. App. 1999).
63736 N.E.2d at 568. The decision does not refer to the express exception in the “work” exclusion for property dam-

age caused by the work of subcontractors.
642002 WL 31260495, at *6 (Ohio Ct. App. Oct. 10, 2002) (holding that the simple failure of the insured to provide

an adequate product does not constitute an “occurrence,” but when defective workmanship causes damage to
“other property,” there is an “occurrence”).
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and intentional acts,” and therefore is not “accidental.” For example, in Hartrick v. Great
American Lloyds Insurance Co.,65 the Texas Court of Appeals held that the insurance com-
pany was not required to indemnify its insured for liability based on implied construction
warranties. According to the court, the contractor’s “voluntary and intentional conduct
here was its failure to comply with the implied promises imposed … as a matter of law …
by not preparing the soil properly and not constructing the foundation properly.”66 Even
though the jury found the contractor did not know of or intend to cause the defects, the
decision holds that the damages for which the contractor was found liable were caused by
“voluntary and intentional conduct,” were “foreseeable,” and therefore were not caused by
an “accident.”67

The reasoning in these cases simultaneously fails to evaluate the policy as a whole and
collapses what should be a separate and specific analysis of the policy exclusions into the
coverage grant analysis of the term “occurrence.”68 By focusing on the kind of property
damage alleged to determine whether there has been an “occurrence,” these decisions
prematurely apply the policy exclusions to determine whether there has been an “occur-
rence.” The illogic of distinguishing kinds of property damage in this manner to determine
whether there has been an “occurrence” in the first instance is addressed by the court in
Erie Insurance Exchange v. Colony Development Corp. in its ruling denying the insurer’s
motion for reconsideration:

The logical basis for the distinction between damage to the work itself (not caused
by an occurrence) and damage to collateral property (caused by an occurrence) is
less than clear. Both types of property damage are caused by the same thing—neg-
ligent or defective work. One type of damage is no more accidental than the other.
Rather as evidenced by our original opinion, the basis for the distinction is not
found in the definition of occurrence but by application of the standard “work per-
formed” and “work product” exclusions found in a commercial general liability in-
surance policy.69

Moreover, the policy form at issue in the seminal Monticello decision in Illinois was amend-
ed in 1986 specifically to anticipate coverage for property damage to the project itself
caused by, for example, the work of subcontractors.70 Decisions like those in Illinois are
therefore often based on an analysis that was first generated under the broad “business
risk” policy exclusions contained in the 1973 policy form and/or other subsequent policy
forms that contained exclusions which no longer exist. The end result is judicial decisions
that are not based on the actual policy exclusions contained in the current CGL policy
form. Such decisions improperly limit the scope of coverage to that which existed under
the dramatically different earlier policy forms.71

6562 S.W.3d 270 (Tex. Ct. App. 2001).
66Id. at 277.
67Id. at 277-78. Two Texas court have distinguished Hartrick as a duty-to-indemnify case rather than a duty-to-de-

fend case. Mt. Hawley Ins. Co., 215 F. Supp. 2d at 790; CU Lloyd’s of Texas, 79 S.W.2d at 694-95. Indeed, the in-
surance company in Hartrick never disputed its duty to defend and provided a defense. Mt. Hawley Ins. Co., 215 F.
Supp. 2d at 790 n.1.

68It is the law in virtually every jurisdiction that the coverage intent must be determined by examining the insurance
policy as a whole. See, e.g., Traveler’s Ins. Co. v. Eljer Mfg., Inc., 757 N.E.2d 481, 491 (Ill. 2001); Forbau v. Aetna
Life Ins. Co., 876 S.W.2d 132, 133 (Tex. 1994). 

69736 N.E.2d at 952 (emphasis added).
70661 N.E.2d 451.
71See, e.g., West American Ins. Co. v. Keno & Sons Construction, Inc., 2000 WL 246262 (N.D. Ill. 2002) (finding

without analysis of Exclusion (l) that there was no “occurrence” even though the underlying litigation arose out of
alleged faulty by the insured’s subcontractors that caused a water main rupture and resulting damage to the
project).
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The “intentional act” analysis in many of these cases is also problematic. This approach
appears to be based on law that sometimes holds people responsible for the results of
their “intentional acts” even where the harm that is caused was not intended. Under this
analysis, the “natural and probable” results of certain “intentional acts” are held to be “in-
tended” as a matter of law and are therefore not “accidental.” For example, damage to
downstream landowners was held not to be “accidental” where the upstream landowner
intentionally diverted water running across his land.72 Other decisions, however, find that
even intentional conduct causes “accidental” damages within the meaning of the CGL pol-
icy, as long as the damages are neither expected nor intended by the insured.73 Several
courts hold that it is unnecessary to find the exact cause of damages to determine wheth-
er there has been an “occurrence” as long as the damages are unexpected and unintend-
ed by the insured. These courts hold that intentional acts that cause unexpected and unin-
tended results are a covered “occurrence.” 

The Grapevine decision (discussed above) explains in detail why an “intentional act” anal-
ysis is inappropriate in the context of the unintentional and essentially negligent conduct
that normally is at issue in the construction defect context. As an Illinois decision recently
held (in a non-construction defect context):

Under Illinois law addressing the definition of “occurrence,” the issue that must be
determined is whether the injury was expected or intended from the standpoint of
the insured, not whether the acts were performed intentionally…. If the actor ex-
pects or intends the injury to follow from the act, there is no coverage under the
policy. However, even an intentional act will be covered under the policy language
at issue if it causes an unexpected or unintended result.74

Similarly, the Minnesota Supreme Court recently defined “accident” under the CGL policy
as “an unexpected, unforeseen or undesigned happening or consequence,” and held that
“where there is no intent to injure, the incident is an accident, even if the conduct itself
was intentional.”75 Moreover, virtually all courts hold that the unexpected consequences of
negligent conduct constitute an “accident.”76 In a negligence case, action is intentionally
taken, but it is performed negligently and causes an effect that is not what would have
been intended or expected had the action been performed non-negligently. The damages
caused in this circumstance are held to be “accidental” and therefore caused by an “occur-
rence.”77 

The critical question therefore is whether property damage caused by construction defects
is more properly characterized as the result of an “intentional act” or the result of “negli-
gence.” In short, action that is intentionally taken, but that is performed negligently,
should be considered to be an “accident” where it causes an effect that is not what would
have been intended or expected had the action been performed non-negligently. The con-
tractor’s “intentional act” in a construction defect case is therefore not the act of perform-

72Martin Marietta Materials v. St. Paul Guardian Ins. Co., 145 F. Supp. 2d 794 (N.D. Tex. 2001) (applying Texas law).
73See Mid-Century Ins. Co. of Texas v. Lindsey, 997 S.W.2d 153, 155 (Tex. 1999) 
74Atlantic Mut. Ins. Co. v. American Academy of Orthopedic Surgeons, 734 N.E.2d 50, 58 (Ill. App. Ct. 2000).
75American Family Ins. Co. v. Walser, 628 N.W.2d 605, 612 (Minn. 2001).
76See, e.g., Trinity Universal Ins. Co. v. Cowan, 945 S.W.2d 819, 828 (Tex. 1997) (“accident includes the negligent

acts of the insured causing damage which is undesigned and expected”).
77For example, allegations that an adjacent landowner negligently operated an oil facility were held to allege cov-

ered “accidental” damages in Harken Exploration Co. v. Sphere Drake Insurance PLC, 261 F.3d 466, 473 (5th Cir.
2001). The court held: “[I]f the act is deliberately taken, performed negligently, and the effect is not the intended
or expected result had the deliberate act been performed non-negligently, there is an accident.” Id.
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ing defective work but, rather, the act of attempting to perform the work properly but fail-
ing to do so by unknowingly performing negligent work. The damage resulting from this
conduct is both unexpected and unintended, as the damages would not have occurred if
the work had been performed in the manner intended by the contractor. 

Hartrick v. Great American Lloyds Insurance Co. and similar cases are therefore flawed
because they improperly assume that defective construction work is caused by intentional
acts. Whatever utility the “natural and ordinary consequence” analysis may have with re-
spect to insurance coverage cases involving conduct akin to intentional torts, it has no
proper application in the construction defect context because construction defects arise
out of inadvertent and negligent conduct caused by mistake. The “intentional act” deci-
sions issued by the courts therefore demonstrate, once again, a failure to understand that
the modern CGL insurance policy anticipates the “occurrence” of defective construction
work and defines the scope of insurance coverage in this context through the construc-
tion-specific policy exclusions.

This does not mean, of course, that a policyholder facing a construction defect claim can
ignore the case law in the relevant jurisdiction. The policyholder will have to determine,
based on the facts and the applicable law, whether there are existing grounds to trigger
coverage. In addition, the policyholder may also have to determine whether the case law
is subject to challenge based on the changes to the CGL policy and the evolving legal en-
vironment with respect to the “occurrence” issue.

C. The New ISO Endorsements

An important recent development is the issuance of construction-specific policy endorse-
ments that eliminate insurance coverage for certain kinds of construction defect claims
that otherwise would exist under the current CGL policy form. Specifically, the new en-
dorsements, if issued with a standard policy form, amend Exclusion (l) of the policy to
eliminate completed operations coverage for property damage caused by the work of sub-
contractors. The endorsements accomplish this by removing the exception to the exclu-
sion for property damage caused by the work of a subcontractor. One of the new endorse-
ments applies on a blanket basis (the CG2294), the other one applies on a per project
basis (CG 22 95). 

This development further confirms that the existing CGL policy form anticipates the “oc-
currence” of construction defects. If certain kinds of construction defect claims were not
intended to be covered by the CGL policy coverage grant there would be no need for a
specific policy endorsement that removes this kind of insurance coverage from the policy.
On the other hand, insurance companies may try to argue in the future that policies that
include one of the new endorsements do not cover the “occurrence” of property damage
caused by construction defect claims because the exception to Exclusion (l) is eliminated.
This argument is not reflected in any judicial decision issued to date.

V. Does The Claim Assert “Property Damage?”

Prior to 1966, the CGL policy form defined “property damage” as requiring “injury to or destruc-
tion of property.” In the 1966 form, “property damage” was defined as “injury to or destruction
of tangible property,” and “damages” were defined to include “damages for loss of use of proper-
ty resulting from property damage.” In 1973, the policy form was amended to separate the defi-
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nition of “property damage” into two prongs. This two-prong definition of “property damage”
(which is still generally in use today) provides as follows:

(1) Physical injury to or destruction of tangible property which occurs during the policy
period, including the loss of use thereof at any time resulting therefrom, or

(2) Loss of use of tangible property which has not been physically injured or destroyed
provided such loss of use is caused by an occurrence during the policy period.

The primary issues regarding “property damage” are (a) whether the claim involves “physical in-
jury to or destruction of tangible property” or non-physical/economic loss, (b) whether the claim
triggers coverage under the “incorporation doctrine,” and (c) whether the claim alleges “loss of
use.” 

A. “Physical Injury To Tangible Property”

The phrase “physical injury to tangible property” is not defined in the CGL insurance poli-
cy. However, several courts find the term to be unambiguous. For example, in Travelers
Ins. Co. v. Eljer Mfg., Inc.,78 the Illinois Supreme Court stated that “under its plain and or-
dinary meaning, the term ‘physical injury to tangible property’ unambiguously connotes
damage to tangible property causing an alteration in appearance, shape, color or in other
material dimension.”79 Under this definition, most construction defect cases easily can be
seen to include allegations of “physical injury to tangible property” and, therefore, “prop-
erty damage” within the meaning of the CGL policy form. It is common for construction
defect claims to include allegations that tangible property—consisting of the defective
work itself and/or the surrounding work or property of others—has been damaged through
unintended alteration.

In most construction defect cases, whether the claim involves “property damage” should
not be a difficult part of the analysis and, increasingly, this is being recognized by the
courts. For example, in a recent case involving defective work performed by an insured
masonry contractor,80 the masonry walls suffered significant deterioration. Several walls
were cracked, and blocks within the walls were crushed, cracked and broken. In addition,
there were cracked control joints, cracked mortar joints, cracked concrete floor slabs.81

The court rejected the insurance company’s argument that there could be no “property
damage” simply because the property damage was to the work product of the insured. Ac-
cording to the court:

The definition of property damage in the policies does not limit coverage to proper-
ty that is not in the possession of or work product of the insured. [The insured] cor-
rectly points out that if the work product of the insured could never come within the
definition of property damage, then the exclusions set forth in the policy to limit
such damages would be without meaning. The court concludes that the injury to
the alleged project caused by the insured’s faulty workmanship was caused by an

78197 Ill. 2d 278, 757 N.E.2d 481 (2001).
79757 N.E.2d at 502. See also Mutlu v. State Farm Cas. Co., 2003 WL 291905 at * 4 (Ill. App. 1st Dist. 2003); Fidel-

ity Deposit Co. of Maryland v. Hartford Cas. Ins. Co., 215 F. Supp. 2d 1171, 1183 (D. Kan. 2002) (predicting that
the Kansas Supreme Court would reach the same conclusion).

80Fidelity & Deposit Co. of Maryland v. Hartford Cas. Ins. Co., 189 F.Supp.2d 1212 (D. Kan. 2002).
81Id. at 1214.
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“occurrence” and resulted in “property damage,” thus bringing the circumstances
here within the policies’ coverage.82

The court then determined whether there was potential coverage and a duty to defend
based on the particular policy exclusions contained in the underlying and umbrella policies
at issue.83 Similarly, in Kalchthaler v. Keller Construction Co., the Court of Appeals of Wis-
consin readily found “water entering leaking windows [which] wrecked drapery and wall-
paper” to constitute “physical injury to tangible property” and, hence, “property damage”
within the meaning of the CGL policy.84

Some courts, however, fail to apply the policy language properly and hold that the cost to
remedy “physical injury to tangible property” caused by faulty workmanship does not con-
stitute “property damage” under the CGL insurance policy. For example, a recent case in-
volving a hotel project located in North Carolina included allegations of cracked floor slabs
caused by improperly tensioned cables and rain water damage to guest rooms and sup-
port spaces caused by the defective design and installation of the exterior wall finish.85

The federal district court, applying North Carolina law, found there was no possible insur-
ance coverage because the claim did not involve any “property damage.” The court stated:
“[U]nder North Carolina law, ‘damages based solely on shoddy workmanship (i.e., damag-
es seeking repair costs and/or completion costs) are not ‘property damage’ within the
meaning of the standard form CGL policy.”86 

This kind of analysis is usually tied to the mistaken and outdated “business risk” analysis
that is still sometimes applied in connection with the “occurrence” issue discussed in detail
above.87 While it is true that in certain circumstances the CGL insurance policy excludes
coverage for the cost to repair and replace the insured’s own faulty work, the CGL insur-
ance policy simply does require this result through the definition of “property damage.”
And the failure to apply the “property damage” definition properly can lead to unfair re-
sults. Had the court in the hotel case discussed above recognized that the claims at issue
included “physical injury to tangible property,” the court likely would have evaluated the
applicable policy exclusions to find that at least some of the alleged property damage was,
in fact, a covered liability because it was caused by the defective work of subcontractors.
The insured was therefore likely deprived improperly of benefits that should have been
provided under the duty to defend.

Courts often struggle to address properly situations where some or all of the damage at
issue consists of the need to repair or to replace the insured’s own work. This situation can
arise, for example, where paint peels after a job is completed and must be replaced be-
cause the painting contractor did not properly perform its work. If the defective work did
not cause damage to other property or other good work performed by the contractor or

82Id. at 1220.
83Id. at 1220-1226. Among other things, the court held that the coverage issues were to be analyzed as “work in

progress” claims, and the court held that the insured’s umbrella policy dropped down to provide coverage for
property damage to the insured’s own work because certain exclusions contained in the underlying policy were not
included in the umbrella policy.

84224 Wis. 2d 387, 398, 591 N.W.2d 169, 174 (1999).
85Travelers Indem. Co. v. Miller Building Corp., 2003 WL 21357206 (E.D.N.C. March 31, 2003).
86Id. at * 3 (citations omitted).
87See, e.g., R.N. Thompson & Assoc. v. Monroe Guaranty Ins. Co., 686 N.E.2d 160, 162-163 (Ind. App. 1997) (hold-

ing that “a claim limited to remedying faulty workmanship or materials” does not involve “physical injury to tangi-
ble property” or “property damage” because the “costs attendant upon the repair or replacement of the insured’s
own work is part of every business venture”).
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others, the question arises whether the damage at issue was caused by any “physical inju-
ry to tangible property.” The short answer is simply “yes.” As the Illinois Supreme Court
observed, “under its plain and ordinary meaning, the term ‘physical injury to tangible
property’ unambiguously connotes damage to tangible property causing an alteration in
appearance, shape, color or in other material dimension.”88 This circumstance therefore
gives rise to “property damage” because tangible property (namely the paint applied by
the insured contractor) is damaged through the physical alteration in its appearance,
shape and color.

Importantly, this does not mean that the cost to repair the insured’s own defective work is
covered by the CGL insurance policy. As will be seen, in most contexts this kind of proper-
ty damage is specifically eliminated from coverage through the policy exclusions. Using a
proper analysis remains important, however, because most construction defect cases do
not just involve the need to repair or to replace the insured’s own defective work. More
commonly, the defective work causes damage to other property or work performed by the
contractor or others. In this circumstance, there usually exists at least some “physical in-
jury to tangible property” that does not consist of the insured’s own work which will sur-
vive application of the policy exclusions.

B. Non-Physical Injury/The “Incorporation Doctrine”

If there is truly no physical injury to tangible property, coverage does not exist. Several
decisions hold that there is no “property damage” where a defective product or faulty
workmanship is alleged only to result in diminution of the value of the overall property. For
example, in New Hampshire Insurance Company v. Vieira,89 the Ninth Circuit held that a
drywall subcontractor could not recover insurance for the diminution in value of an apart-
ment complex as a result of the contractor’s defective drywall installation. The court rea-
soned that the revised policy language expressly requires physical injury to tangible prop-
erty.90

This was not always the case. Until recently, there was sharp disagreement whether
“property damage” could occur within the meaning of the CGL policy when defective work
or product was incorporated into the property or product of another regardless of whether
incorporation caused actual physical alteration or destruction of the other constituent
parts of the host property.91 Under the “incorporation doctrine,” several courts found cov-

88Travelers Ins. Co. v. Eljer Mfg., Inc., 197 Ill. 2d 278, 757 N.E.2d 481, 502. See also Fidelity Deposit Co. of Mary-
land v. Hartford Cas. Ins. Co., 215 F. Supp. 2d 1171, 1183 (D. Kan. 2002) (predicting that the Kansas Supreme
Court would reach the same conclusion).

89930 F.2d 696 (9th Cir. 1991).
90In Vieira, the court relied on the decision of the Supreme Court of Minnesota in Federated Mutual Ins. Co. v. Con-

crete Units, Inc., 363 N.W.2d 751 (Minn. 1985), where the court held that a subcontractor could not obtain insur-
ance for a claim that the subcontractor's incorporation of defective concrete in a grain elevator resulted in the dim-
inution and value of the grain elevator. In Federated, the court ruled that its prior decisions interpreting the earlier
policy language as permitting such coverage are obsolete. See also American Home Assurance Co. v. LibbeyO-
wensFord Co., 786 F.2d 22, 25 (1st Cir. 1986) (noting change in policy language); Wyoming Sawmills Inc. v. Trans-
portation Ins. Co., 282 Or. 401, 578 P.2d 1253 (1978); Giddings v. Indus. Indemnity Co., 112 Cal. App.3d 213,
169 Cal. Rptr. 278, 281 (1980).

91See Clifford J. Shapiro, “Property Damage” And The “Incorporation Doctrine,” The Illinois Eljer Decisions, Cover-
age, Vol. 12, No. 4 (July/Aug. 2002). See also Lorelie S. Masters and Richard P. Lewis, The Incorporation Doctrine:
Incorporating Historic Coverage Into The 1973 CGL Form, Ins. Lit. Rptr., Vol. 17, No. 1 at 452 to 465 (October,
1995) (hereinafter referred to as “Masters & Lewis”).
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erage to exist in this circumstance, but others did not.92 Included were decisions holding
that the installation by a contractor of faulty components such as doors, roofs, or heating
systems which reduced the value of the overall structure constituted “property damage”
within the meaning of the policy.93 

The disagreement surrounding the “incorporation doctrine” is crystallized in two conflicting
decisions issued by the federal and state courts in Illinois. In Eljer Mfg. Co. v. Liberty Mu-
tual Ins. Co. (“Eljer I”),94 the Seventh Circuit found in favor of coverage based on the “the
drafting history of the property-damage clause, and the probable understanding of the
parties to liability insurance contracts.”95 The court held “that the incorporation of a defec-
tive product into another product inflicts physical injury in the relevant sense on the latter
at the moment of incorporation—here, the moment when the defective [plumbing] sys-

92For examples of courts allowing coverage for the incorporation of a defective product under the pre-1966 form,
see Western Casualty & Sur. Co. v. Polar Panel Co., 457 F.2d 957, 960 (8th Cir. 1972); Pittsburgh Bridge & Iron
Works v. Liberty Mut. Ins. Co., 444 F.2d 1286, 1290 (3d Cir. 1971); Bowman Steel Corp. v. Lumbermens Mut. Cas.
Co., 364 F.2d 246, 249-50 (3d Cir. 1966); Beacon Textiles Corp. v. Employers Mut. Liab. Ins. Co., 246 N.E.2d 671,
673 (Mass. 1969); Bundy Tubing Co. v. Royal Indem. Co., 298 F.2d 151, 154 (6th Cir. 1962); Ramco, Inc. v. Pacific
Ins. Co., 439 P.2d 1002, 1005 (Or. 1968); Gogerty v. General Accident, Fire & Life Assur. Corp., 48 Ca1. Rptr. 37,
40 (Cal. Ct. App. 1964); Geddes & Smith, Inc. v. St. Paul-Mercury Indem. Co., 334 P.2d 881, 885 (Cal. 1959);
Hauenstein v. St. Paul-Mercury Indem. Co., 65 N.W.2d 122,125 (Minn. 1954). For examples of similar decisions al-
lowing coverage under the 1966 form, see Maryland Cas. Co. v. W.R. Grace & Co., 23 F.3d 617, 627 (2d Cir. 1993),
amended (May 16, 1994); St. Paul Fire & Marine Ins. Co. v. Sears, Roebuck & Co., 603 F.2d 780, 784-85 (9th Cir.
1979); Goodyear Rubber & Supply Co. v. Great Am. Ins. Co., 471 F.2d 1343, 1344-46 (9th Cir. 1973); Aetna Ca-
sualty & Sur. Co. v. PPG Indus., Inc., 554 F. Supp. 290, 293-94 (D. Ariz. 1983); Cargill, Inc. v. Liberty Mut. Ins.
Co., 488 F. Supp. 49, 52-53 (D. Minn. 1979), aff’d, 621 F.2d 275 (8th Cir. 1980); Arcos Corp. v. American Mut. Li-
ab. Ins. Co., 350 F. Supp. 380, 383 (E.D. Pa. 1972), aff’d, 485 F.2d 678 (3d Cir. 1973); Fremont Indem. Co. v.
Special Earth Equip. Corp., 474 N.E.2d 926,931 (Ill. App. Ct. 1985); Continental Cas. Co. v. Gilbane Bldg. Co., 461
N.E.2d 209, 213 (Mass. 1984); Elco Indus., Inc. v. Liberty Mut. Ins. Co., 414 N.E.2d 41, 47 (Ill. App. Ct. 1980);
Pittway Corp. v. American Motorists Ins. Co., 370 N.E.2d 1271, 1273-74 (Ill. App. Ct. 1977); Marine Midland
Servs. Corp. v. Samuel Kosoff F3 Sons, Inc., 60 A.D.2d 767, 768 (N.Y. 1977); United States Fidelity & Guar. Co. v.
American Ins. Co., 345 N.E.2d 267, 271 (Ind. Ct. App. 1976); Sturges Mfg. Co. v. Utica Mut. Ins. Co., 332 N.E.2d
319, 322 (N.Y. 1975); Thomas J. Lipton, Inc. v. Liberty Mut. Ins. Co., 314 N.E.2d 37, 38 (N.Y. 1974). 

93For example, in Continental Cas. Co. v. Gilbane Building, 391 Mass. 143 (1984), the Supreme Judicial Court of
Massachusetts held that installation of defective window panels in Boston's John Hancock Tower, which led to
claims for “deprivation of the use of the Tower, diminution in value of the tower, and lost income on rentals for the
tower,” was “property damage” sufficient to trigger the insurance company's duty to defend. Under the prior policy
form and its exclusions, the Court drew a distinction between damages associated with the repair and replacement
of the panels, which were not covered, and damage to the Tower itself after installation of the panels. Id. at, 147.
In Goodyear Rubber & Supply Co. v. Great Am. Ins. Co., 471 F.2d 1343 (9th Cir. 1973), the Ninth Circuit similarly
applied California law to hold that the installation of defective engine gaskets into a ship had caused “injury to
property” even though there was no actual alteration or destruction of other engine components. According to the
court: “Under well settled principles, when one product is integrated into a larger entity and the product proves
defective, the damage is considered as damage to the entity to the extent that the market value of the entity is
reduced by an amount in excess of the value of the defective product.” Id. at 1344-46. See also Continental Cas.
Co. v. Gilbane Building, 391 Mass. 143, 147 (1984); Hauenstein v. St. PaulMercury Indem. Co., 242 Minn. 3S4, 65
N.W.2d 122 (Minn. 1954); Eichler Homes Inc. v. Underwriters at Lloyds London, 47 Cal. Rptr. 843, 238 Cal. App.
2d 532 (1965); Geddes & Smith. Inc. v. St. Paul Mercury Indem. Co., 51 Cal. 2d 558, 334 P.2d 881 (1959); Dako-
ta Block Co. v. Western Cas. & Surety Co., 81 S.D. 213, 218, 132 N.W.2d 826 (1965).

94972 F.2d 805 (7th Cir. 1992).
95See also New Hampshire Ins. Co. v. Vieira, 930 F.2d 696, 701 (9th Cir. 1991) (nails and firewall omitted); Hartford

Accident & Indem. Co. v. Pacific Mut. Ins. Co., 861 F.2d 250, 254 (10th Cir. 1988); Aetna Casualty & Sur. v. McIbs,
Inc., 684 F. Supp. 246, 248-49 (D. Nev. 1988), aff’d, 878 F.2d 385 (9th Cir. 1989) (wrong sized construction
blocks); Diamond State Ins. Co. v. Chester-Jensen Co., 611 N.E.2d 1083, 1088-91 (Ill. App. Ct. 1993); Federated
Mut. Ins. Co. v. Concrete Units, Inc., 363 N.W.2d 751, 755-56 (Minn. 1985); Wyoming Sawmills, Inc. v. Transpor-
tation Ins. Co., 578 P.2d 1253, 1256 (Or. 1978).
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tems were installed in homes.”96 In Traveler’s Ins. Co. v. Eljer Mfg., Inc. (Eljer II),97 how-
ever, the Illinois Supreme Court focused on the changed definition of “property damage”
in the 1973 policy form to hold that “property damage” does not occur until “physical”
harm occurs.98 

We conclude that, to the average, ordinary person, tangible property suffers a
“physical” injury when the property is altered in appearance, shape, color or in oth-
er material dimension. Conversely, to the average mind, tangible property does not
experience “physical” injury if that property suffers intangible damage, such as
diminution in value as a result from the failure of a component, such as the Qest
system, to function as promised.”99

Eljer II therefore rejected the assertion that the mere installation of a functional but de-
fective plumbing system into a structure constituted “property damage” because “the
phrase ‘physical injury’ does not include intangible damage to property such as economic
loss.”100 Instead, “property damage” was held to occur only if a system actually leaked
and caused physical injury to tangible property.

Whether the “incorporation doctrine” has continued vitality outside of Illinois remains un-
clear. While courts across the country were split as to whether to follow the reasoning in
Eljer I before Eljer II was decided,101 the few recent decisions that exist indicate that Eljer
I may not be followed to find the existence of “property damage” in the incorporation con-
text except in cases that involve the incorporation of a “contaminant” or a “toxic sub-
stance.”

For example, in Fidelity & Deposit Company of Maryland v. Hartford Casualty Insurance
Company,102 the court interpreted Eljer II to establish that the incorporation theory is
“still viable” only in the “lone context” of asbestos cases.103 In Amtrol, Inc. v. Tudor In-
surance Company,104 the court followed Eljer II’s plain meaning analysis to find that leaks

96Id. at 814. The court also held that resulting injury will not always be backdated to the date of installation or incor-
poration coverage when a component part fails. Instead, “[t]he expected failure rate must be sufficiently high to
mark the product as defective—sufficiently high, as is alleged to be the case regarding the Qest plumbing system,
to induce a rational owner to replace it before it fails, so likely is it to fail.” Id. at 812. Judge Cudahy filed a dissent-
ing opinion based largely on his conclusion that existing Illinois case law did not agree with the majority’s conclu-
sion. Judge Cudahy’s dissent states, however, that “[w]ere we writing on a clean slate, I might well agree that
‘physical injury’ occurs when a defective product is installed.” Id. at 817.

97757 N.E.2d 481 (2001).
98The court examined the earlier issued policies that used the 1966 form’s definition of “property damage” under

New York law. Id. at 492-94. The court held that under New York law, coverage did not require actual leakage as
the term “injury to tangible property” includes “the diminution in a home’s value as a result of the presence of a
Qest system, so long as that diminution is greater than the value of the Qest system itself.” Id. at 493. 

99Id. at 496.
100Id. at 502.
101Compare Newark Ins. Co. v. Acupac Packaging, Inc., 746 A.2d 47 (N.J. Super. Ct. 2000) (holding that the 1973

form provided coverage for “property damage” caused by the incorporation of defective foil packets onto adver-
tising cards); Shade Foods, Inc. v. Innovative Products Sales & Mktg., Inc., 93 Cal. Rptr. 2d 364, 376-77 (Cal. Ct.
App. 2000) (holding that 1973 form provided coverage for “property damage” caused by incorporation of wood
splinters into nut clusters used for cereal products) with Esicorp, Inc. v. Liberty Mutual Ins. Co., 266 F.3d 859 (8th
Cir. 2001) (rejecting incorporation doctrine and predicting that Missouri Supreme Court would require actual
physical injury to some part of the host system).

102215 F. Supp. 2d 1171 (D. Kan. 2002).
103Id. at 1181.
1042002 WL 31194863 (D. Mass. Sept. 10, 2002). 
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from the insured’s “hot water makers,” without any other damage to or alteration of other
property, did not constitute covered “property damage.”105 As in Fidelity & Deposit Com-
pany of Maryland, the Amtrol decision refuses to allow coverage for costs incurred to pre-
vent future property damage where physical injury to the property had not yet oc-
curred.106 The court distinguished the situation before it from environmental
contamination cases where “strong policy considerations” dictate coverage for environ-
mental clean-up costs before any actual harm occurs.107 Finally, in National Union Fire In-
surance Co. of Pittsburgh v. Terra Industries, Inc.,108 the court addressed whether the in-
sured’s unknowing incorporation of toxic benzene into carbonated beverages constituted
an “occurrence” under the CGL policy. The court held that this circumstance was akin to
the incorporation of toxic asbestos, and therefore held in favor of coverage.109

C. “Loss Of Use”

Under the “property damage” definition, two kinds of “loss of use” claims are potentially
covered under the CGL policy: (1) loss of use of tangible property resulting from physical
injury to tangible property, and (2) loss of use of tangible property which has not been
physically injured. 

Most of the “loss of use” cases arise out of the second element of the definition, allowing
coverage for loss of use of tangible property which has not been physically injured, as long
as the damage arises out of an “occurrence” that happened during the policy period.110

For example, there are decisions holding that lost profits resulting from the closure of a
business due to negligent performance of a contract to construct a road111 or falling glass
from an improperly constructed building112 constituted covered loss of tangible property
that was not physically injured. As one author has observed, the key difference between
these cases and those discussed above denying coverage for purely economic loss is the
ability of the insureds to demonstrate that the damages claimed against them arose out of
the lost use of tangible property.113 In other words, the determination of coverage in this
context is tied to the kind of property that is damaged rather than the kind of injury. If the
property rendered useless is tangible, as opposed to intangible, the definition of “property
damage” can be satisfied.

Of course, a loss of use claim must be caused by an “occurrence” to be covered, and the
claim must also survive application of the policy exclusions. Exclusion (m) (discussed in
detail below) applies to potentially exclude many types of loss of use damages relevant in
the construction claim context.

105Id. at *5-6.
106Id. at *6-7.
107Id.
108216 F. Supp. 2d 899 (N.D. Iowa 2002).
109Id. at 914-17. The Court also relied on cases from California and Kansas that discussed the incorporation of po-

tentially dangerous materials into a product. Id. at 915-17 (citing Shade Foods, 93 Cal. Rptr. 2d at 376-77; Arm-
strong World Indus., Inc. v. Aetna Cas. & Surety Co., 52 Cal. Rptr. 2d 690, 734 (Cal. Ct. App. 1996); Johnson v.
Studyvin, 828 F. Supp. 877, 883 (D. Kan. 1993)).

110Note that the second prong of the “property damage” definition provides: “All such loss [of use] shall be deemed
to occur at the time of the ‘occurrence’ that caused it.” Thus, the policy in effect at the time of the occurrence is
triggered for this kind of loss., even if the loss occurs after the policy period expires.

111Geurin Contractors, Inc. v. Bituminous Cas. Corp., 636 S.W.2d 638 (Ark. App. 1982).
112Continental Cas. Co. v. Gilbane Building Co., 461 N.E.2d 209 (Mass. 1984).
113Broad Form Property Damage at 32-33.

Shapiro



32

VI. Is The Construction Claim Barred By A Policy Exclusion?

Once it is determined that a construction claim potentially involves “property damage” caused by
an “occurrence,” the question becomes whether the property damage at issue is excluded from
coverage by one of the policy exclusions. This part of the article discusses the policy exclusions
that most commonly arise in the construction defect context.

A. Exclusions J(5) And J(6)—The Work In Progress Exclusions

Exclusion J(5) eliminates coverage for “property damage” to:

That particular part of real property on which you or any contractors or subcontrac-
tors working directly or indirectly on your behalf are performing operations, if the
“property damage” arises out of those operations;

Exclusion J(6) eliminates insurance coverage for “property damage” to:

That particular part of any property that must be restored, repaired or replaced be-
cause “your work” was incorrectly performed on it.

Exclusion J(5) excludes property damage to real property on which the insured or its sub-
contractors actually are performing operations at the time the property damage occurs.
Where damage caused by the insured in the performance of operations goes beyond dam-
age to the property on which the insured is working, the exclusion should be limited to the
particular part on which the insured was working at the time of loss.

Exclusion J(6) is similar to Exclusion J(5), except that it applies to any property, not just
real property. It also differs from Exclusion J(5) in scope since it applies to “your work,” a
term that is defined in the policy to include work or operations performed by the insured
or subcontractors on its behalf. Importantly, Exclusion J(6) does not apply to “property
damage” included in the “products-completed operations hazard.” Therefore, both of these
exclusions are limited to property damage that occurs during the period work is being per-
formed.114 As faulty workmanship claims usually arise after the work is completed, most
construction defect claims are addressed with reference to Exclusion (l), discussed below.

Exclusion J(6) also has certain limitations in scope based on its terms. For example, it ex-
cludes from coverage the cost to repair defective work itself; the exclusion does not elimi-
nate insurance coverage for damage to other property caused by defective work. By its
terms, the exclusion is only applicable to that particular part of any property which must
be restored, repaired or replaced by reason of faulty workmanship performed on it. To be
excluded from coverage, therefore, the particular part of the property which sustained
damage must either be (1) the faulty portion of the insured’s work itself, or (2) the partic-
ular part of the property which is not itself the insured’s work but which is being worked
on by the insured in a faulty manner. Since the exclusion is not limited to the work of the
insured, and can apply to exclude from coverage damages caused by subcontractors, it is
particularly important to accurately apply the “particular part” and “thereon” limitations
contained in the exclusion.

114See, e.g., Jim Johnson Homes, Inc. v. Mid-Continent Casualty Co., 244 F. Supp. 2d 706, 717-19 (N.D. Tex. 2003)
(applying Exclusions j(5) and j(6) to deny coverage and distinguishing cases involving claims that arose after op-
erations were complete). 
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The intended application of exclusions J(5) and J(6) is perhaps best explained through ref-
erence to an example that was often used in connection with the similar exclusions con-
tained in the BFPD form. Consider an insured subcontractor who is erecting steel beams
furnished to him by the general contractor. Having erected four steel beams, the subcon-
tractor is in the process of erecting a fifth steel beam when the beam falls, resulting in
damage to all five beams. Exclusion J(5) will exclude damage to “that particular part” on
which operations are being performed (i.e., the beam being erected) and cover the result-
ing damage to other work (i.e., the four beams already in place). Exclusion J(6) has a sim-
ilar application, but it would come into play when the damage does not directly arise from
and during the insured’s operations (e.g., the damage occurs when no construction opera-
tions are underway.) For example, assume that a subcontractor erected five steel beams
furnished to him by the general contractor but did not completely secure the fifth beam
before quitting for the day. During the night, the partially secured fifth beam breaks loose,
damaging itself and the other four beams. Under Exclusion J(6), damage to the fifth beam
would be excluded, but damage to the four other beams would be covered.115

Determining whether these exclusions apply to particular claims has proven problematic.
Several courts have held that the “particular part” language applies to bar coverage only
for damage that is caused to the portion of the property which contains defective work
that must itself be repaired or replaced. Coverage was therefore held to exist for resulting
property damage to other parts of the insured’s and/or its subcontractor’s work.116 For
example, in W.E. O’Neil Construction Co. v. National Union Fire Ins. Co.,117 the court
found the faulty workmanship exclusion in the BFPD form largely inapplicable with respect
to claims brought by an owner against a general contractor based on construction defects
in a parking garage. It was determined that the primary cause of the damage was the im-
proper placement by one of the subcontractors of the steel mesh imbedded in the con-
crete walls. Addressing the BFPD faulty workmanship exclusion, the court held as follows:

[W]here the insured is responsible for assembling many components of a large
structure, such as a building, courts have interpreted [the] exclusion … so as to ex-
clude coverage only for damage to the defective component itself, and not to dam-
age to the remainder of the structure…. This Court finds these authorities persua-
sive and holds that the literal language of the exclusion limits the exclusion to the
cost of repairing or replacing the defective component itself, and not to damages to
the remainder of the structure.118

Under the 1986 policy form, some courts have similarly applied a narrow construction of
the exclusion to give effect to the “particular part” provisions contained in the exclu-

115See, Broad Form Property Damage at 64-65.
116See, e.g., Harbor Ins. Co. v. Tishman Constr. Co., 218 Ill. App. 3d 936, 578 N.E.2d 1197 (1st Dist. 1991); W. E.

O'Neil Constr. Company v. National Union Fire Ins. Co., 721 F. Supp. 984, 995 (N.D. Ill. 1989); C.O. Falter. Inc. v.
Crum & Forster Ins. Cos., 361 N.Y.S.2d 968, 975 (Sup. Ct. N.Y. 1974); MidUnited Contractors Inc. v. Providence
Lloyds Ins. Co., 754 S.W.2d 824, 827 (Tex. Ct. App. 1988); Baugh Constr. Co. v. Mission Ins. Co., 836 F.2d 1164,
1172 (9th Cir. 1988); Frankel v. J. Watson Co., 21 Mass. App. Ct. 43, 484 N.E.2d 104 (1985), review denied, 396
Mass. 1105, 487 N.E.2d 855 (1986).

117721 F.Supp. 984 (N.D. Ill. 1989)
118721 F. Supp. at 995-996. Accord Tishman, 218 Ill. App. 3d at 942, 578 N.E.2d at 1202 (it is “indeed tenable” un-

der Illinois law that the faulty workmanship exclusion only excludes coverage for repair to the insured contrac-
tor’s own faulty work product and not consequential or resulting damage to the building as a whole).
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sions.119 Other courts, however, have applied the exclusions broadly to preclude coverage
for virtually all damage to real property that results from the insured’s operations.120 At
least one court declined to apply the exclusions at all on the ground they are ambigu-
ous.121

B. Exclusion (k)—“Your Product”

This exclusion removes coverage for:

“Property damage” to “your product” arising out of it or any part of it.

While this exclusion is often raised by insurance carriers as a possible ground for denying
claims, under the current CGL policy form this exclusion should not be much of an issue
for construction defect claims arising out of damage to real property. While some courts
found the exclusion to apply in this context on the ground that a building can be a contrac-
tor’s “product,” most of these decisions were issued before the current “your product” def-
inition was issued in 1986. The definition of “your product” now excludes “real property.”
As “real property” includes most improvements to land,122 the 1986 policy form makes
clear that CGL insurance is not necessarily intended to exclude property damage to struc-
tures built by the insured. Most courts have followed the revised policy intent. However,
some decisions still conclude that a contractor’s work constitutes a “product” excluded un-
der Exclusion (k).123 

C. Exclusion (l)—“Your Work” (The Completed Operations Exclusion)

Exclusion (l) is probably the most important exclusion in the construction defect context
as it applies directly to property damage caused by faulty work in the completed opera-
tions context. To fully understand the exclusion, it is important to first identify the “prod-
ucts-completed operations hazard.” This coverage, when purchased, is usually shown with
a separate policy limit on the declarations pages of the policy form. In the construction de-
fect context, “completed operations” coverage generally provides potential insurance cov-
erage for property damage that occurs after the work is completed. The definition of the
term “products-completed operations” explains both the scope of this coverage and when

119See Thommes v. Milwaukee Ins. Co., 641 N.W.2d 877 (2002) (exclusion j(6) held to apply “only to work per-
formed in a faulty or defective manner” and therefore did not apply to exclude liability for damage to the real
property of third parties); Glens Falls Ins. Co. v. Donmac Golf Shopping Co., 417 S.E.2d 197 (Ga. App. 1992) (ex-
clusions j(5) and j(6) held not to apply to preclude coverage where insured improperly located golf course be-
cause damages sought by developer from insured were not directly related to the cost of repairing and replacing
the deficiencies in the insured’s work).

120See Century Indem. Co. v. Golden Hills Builders, Inc., 2002 WL 371659 (S.C. 2002); Pekin Ins. Co. v. Willett, 301
Ill. App. 3d 1034, 704 N.E.2d 923 (2d Dist. 1998); George A. Fuller, Co. v. USF&G, 613 N.Y.S.2d 152, 156 (N.Y.
App. Div. 1994) (applying exclusions j(5) and j(6) to exclude all coverage for claims asserted against a general
contractor arising out of claimed defects in the construction of a building).

121Segine v. Wildey, 612 So. 2d 155 (La. App. 1992). But see William Crawford, Inc. v. Travelers Ins. Co., 838 F.
Supp. 157, 159 (S.D.N.Y. 1993), aff’d, 23 F.3d 663 (2d Cir. 1994) (holding exclusion j(5) to be unambiguous, and
applying the exclusion to bar coverage for fire damage to an apartment caused by the insured contractor’s work).

122See, e.g., United States v. 19.86 Acres of Land In East St. Louis, 141 F.2d 344, 347 (7th Cir. 1944).
123See generally Wulfsberg & Colvig at 427-28 (the modified definition contained in the 1986 CGL form demon-

strates that the prior policy forms did not intend to include contractor’s buildings and other structures in the dam-
age-to-products exclusion).
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work is deemed to be completed such that the coverage applies. The 1986 policy form
definition states as follows:

“Products-completed operations hazard”:

a. Includes all “bodily injury” and “property damage” occurring away from pre-
mises you own or rent and arising out of “your product” or “your work” ex-
cept:

(1) Products that are still in your physical possession; or

(2) Work that has not yet been completed or abandoned. However, “your
work” will be deemed to be completed at the earliest of the following
times:

(a) When all of the work called for in your contract has been complet-
ed.

(b) When all of the work to be done at the job site has been complet-
ed if your contract calls for work at more than one job site.

(c) When that part of the work done at a job 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 replace-
ment, but which is otherwise complete, will be treated as completed.

b. Does not include “bodily injury” or “property damage” arising out of:

(1) The transportation of property, unless …;

(2) The existence of tools, uninstalled equipment or abandoned or unused
materials; or

(3) Products or operations for which the classification, listed in the Decla-
rations or in the policy schedule, states that products-completed oper-
ations are subject to the General Aggregate Limit.

The exclusions contained in subpart (b) of the “products-completed operations” definition
rarely apply to bar coverage in the construction defect context. However, Exclusion (l) also
expressly applies to limit the scope of the “products-completed operations” hazard cover-
age by eliminating coverage for:

“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 damaged work or the work out of which the
damage arises was performed on your behalf by a subcontractor.

Thus, Exclusion (l) bars coverage in the first instance for “property damage” to the in-
sured’s work and the work of the insured’s subcontractors that arise out of the work after
operations are complete. The exception to the exclusion, however, specifically preserves
coverage for (a) property damage to the work performed by a subcontractor, and (b) oth-
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er property damage (even to the insured’s own work) that arises out of work performed
by a subcontractor. Therefore, the exclusion is actually quite narrow: it applies only to
damage to work performed by the insured that arises out of the insured’s own work, and it
only applies to completed operations.

Importantly, the two new ISO endorsements discussed above in Part IV(C), above, elimi-
nate the coverage for property damage caused by the work of a subcontractor that other-
wise exists under the exception to this exclusion. Policyholders, particularly those that hire
subcontractors in connection with their work, should determine whether these endorse-
ments are being added to their insurance coverage and/or the insurance coverage for the
contractors that they hire. Most policyholders should avoid these endorsements if possi-
ble.

D. Exclusion (m)—“Impaired Property”

The “impaired property” exclusion contained in the 1986 CGL policy form is perhaps the
most convoluted exclusion contained in the policy. At least one court has refused to apply
the exclusion to eliminate coverage on the ground that it is too difficult for a reasonable
policyholder to understand.124

Part of the confusion stems from the fact that this exclusion most often does not apply
where there has been physical injury to property. The exclusion applies where the in-
sured’s work or product has been incorporated into that of another party and, while no ac-
tual physical damage has occurred, other property suffers a loss in value, use or function
because the incorporated work or product of the insured is defective. The primary purpose
of the CGL policy’s definition of impaired property and the related exclusion is to eliminate
coverage for this kind of non-physical damage where repair or replacement of the defec-
tive product or work will restore the other property to its intended use. 

The 1986 CGL policy form defines “impaired property” as follows:

“Impaired property” means tangible property, other than “your product” or “your
work”, that cannot be used or is less useful because:

a. It incorporates “your product” or “your work” that is known or thought to be
defective, deficient, inadequate or dangerous; or

b. You have failed to fulfill the terms of a contract or agreement; 

if such property can be restored to use by:

a. The repair, replacement, adjustment or removal of “your product” or “your
work”; or

b. Your fulfilling the terms of the contract or agreement.

124Computer Corner, Inc. v. Fireman's Fund Ins. Co., 43 P.2d 1264 (N.M.App. 2002).
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The “impaired property” exclusion states:

This insurance does not apply to: 

“Property damage” to “impaired property” or property that has not been
physically injured, arising out of:

(1) A defect, deficiency, inadequacy or dangerous condition in “your prod-
uct” or “your work”; or

(2) A delay or failure by you or anyone acting on your behalf to perform a
contract or agreement in accordance with its terms.

This exclusion does not apply to the loss of use of other property arising out of sud-
den and accidental physical injury to “your product” or “your work” after it has been
put to its intended use.

Note that the insured’s work and the insured’s product cannot be “impaired property.” The
policy definition states that “impaired property” is tangible property other than “your
work” or “your product.” As “your work” is defined to include “work or operations per-
formed by you or on your behalf,” it has been held that the entire project under the re-
sponsibility of a general contractor cannot qualify as “impaired property” within the mean-
ing of the policy exclusion.125 Thus, the exclusions applicable to “damage to your work” or
“damage to your product” discussed above remain applicable in this context and, as we
have seen, those exclusions generally leave intact coverage for property damage caused
by the work of subcontractors where the property damage occurs after operations are
complete.

In addition, “impaired property” is defined as property that “cannot be used” or is “less
useful.” Similarly, Exclusion (m) applies to “property that has not been physically injured”
arising from the “work” of the insured, including the work of subcontractors. The “im-
paired property” exclusion is therefore a loss of use exclusion that encompass claims for
damages such as diminution in value and lost profits which are unrelated to actual physi-
cal injury to property.

It follows that Exclusion (m) generally has no application to losses or claims involving
what has been traditionally understood as physical injury to tangible property. The exclu-
sion (through the terms of the definition) does not apply if the “impaired property” cannot
be “restored to use” solely by the “repair, replacement, adjustment or removal” of the in-
sured’s work. Where physical injury to property occurs because of incorporation of the in-
sured’s defective work or product, physical repairs are required to make the damaged
property useful, and exclusion (m) does not apply. Such physically damaged property
could not—as the definition requires—be restored to use by the removal of the insured’s
defective work or product, or the fulfillment of the contract. The physical damage itself re-
quires further repair. Thus, it has been held that the exclusion does not apply to bar cov-
erage where there is physical injury to the property at issue, even where part of the claim
is for resulting “loss of use” of part of the project or structure.126

An example of the potential application of this exclusion based on the facts of the Eljer de-
cisions discussed above is instructive. Assume that the insured is the manufacturer of a

125Fidelity Deposit Co. of Md. v. Hartford Cas. Ins. Co., 189 F. Supp. 2d 1212, 1225 n. 8 (D. Kan. 2002).
126Id.
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defective plumbing system that was installed in thousands of homes. Assume further that
an inspection reveals that there has been no damage yet, but the homeowners are sure
it’s only a matter of time before the plumbing systems will leak, and they know for a fact
that the value of their homes has been reduced. In this scenario, there has been no phys-
ical damage to the homes (as per the exclusion) and the alleged problem can be repaired
by replacing the defective plumbing systems (as per the definition). The homeowners
therefore own “impaired property,” and the exclusion may apply if the homes can be re-
stored to use by repair or replacement of the defective plumbing system.127

On the other hand, once the plumbing leaks and causes physical injury to walls or floors,
there is physical property damage and the exclusion does not apply. Some courts have ap-
plied this aspect of the exclusion to limit the reach of the exclusion to pure loss of use
claims. For example, in Standard Fire Ins. Co. v. Chester O'Donley & Assoc.,128 the court
(applying Kentucky law), held that the impaired property exclusion did not apply to bar
coverage for a claim that included physical damage to walls and ceilings that occurred
when the insured replaced a defective HVAC system. The court held that the exclusion is
limited to situations where (1) “the loss was caused solely by the insured’s failure to pro-
vide work of the quality or performance capabilities called for by the contract,” and (2)
“there has been no physical injury to property other than the insured’s work itself.”129 Ap-
plying this analysis, the court held that the exclusion does not apply if there is damage to
property other than the insured’s work, or if the insured’s work cannot be repaired or re-
placed without causing physical injury to other property.

Similarly, in Federated Mutual Insurance Company v. Grapevine Excavation, Inc.,130 an
insured subcontractor installed defective fill which caused damage to an asphalt parking
lot installed over the fill by a separate subcontractor. The proposed solution to the problem
did not include repair or replacement of the insured’s incorporated defective product, and
undertaking repair or replacement necessarily required destruction of work performed by
others. Under this circumstance, the court (applying Texas law) refused to apply the im-
paired property exclusion to bar coverage. According to the court:

[T]here has been no suggestion that the damage to the surface of the parking lot
can be restored by the “repair, replacement, adjustment or removal of” the [fill
subcontractor’s] defective work. … To the contrary, the only proposed means of re-
pairing the lot is to install an asphalt overlay, leaving both [the subcontractor’s]
work and that of the paving contractor intact. Indeed, it is inconceivable that any
remedial or supplemental work could be done to [the fill subcontractor’s] portion of
the project, all of which lies underneath the surface, without removing and destroy-
ing the paving subcontractor’s work. Therefore, while “property damage” has been
alleged, none of the allegations, either alone or in combination, can be construed as
a claim that damage was done to “impaired property” as that term is used in Mary-

127In addition, it should be recalled that at least one court (the Illinois Supreme Court in Eljer II) held that anticipat-
ed physical damage to other property (e.g., walls and/or floors) caused by the replacement of the defective prod-
uct does not constitute “property damage” within the meaning of the CGL policy, and is therefore not covered.
See also Hamlin, Inc. v. Hartford Acc. & Indem. Co., 86 F.3d 93 (7th Cir. 1996) (diminution in value of tractors
and replacement damages arising out of incorporation of insured’s defective liquid crystal displays sold to tractor
manufacturer held to fall within impaired property exclusion).

128972 S.W.2d 1 (Tenn. App. 1998).
129Id. (citations omitted). 
130197 F.3d 720 (5th Cir. 1999).
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land’s policy. Consequently, we conclude that the impaired property exclusion is in-
applicable.131

The policy definition also raises a central question where repair or replacement of a defec-
tive product or defective work is “possible,” but extremely expensive. When, if ever, does
the cost to repair become so high that it is “impossible” to restore use of impaired proper-
ty by repairing or replacing the insured’s product or work? Assume, for example, that con-
crete used for the foundation and load bearing walls in several homes is discovered to be
defective and presents high probability that the houses incorporating it may partially or
totally collapse. The contractor and/or concrete company is sued by homeowners who are
afraid to stay in their homes or cannot sell them because of the presence of this defect.
Does the impaired property exclusion apply to bar coverage for these claims? 132

The answer turns on whether the homes can be restored to use by “repair, replacement,
adjustment or removal” of the defective concrete. In theory, all of the defective concrete
could be replaced so that there would be no loss and no claims against the insured. It is
also possible, however, that replacement of the concrete would require destruction of the
homes. If the homes were rebuilt, would they be “restored to use” and therefore fall with-
in the scope of the exclusion? Or would the “impaired” part of the homes—and not just the
defective work or product—be replaced, and therefore fall outside the scope of the exclu-
sion?133 The answer to this question is unclear.

It is more clear that the exclusion does not apply where the incorporated product becomes
inseparable from the product into which it is placed. For example, in Shade foods, Inc. v.
Innovative Products Sales & Marketing, Inc., 134 the insured supplied nut clusters to a
breakfast cereal manufacturer. Due to a defect in equipment at the processor’s plant, the
diced almonds were contaminated with wood splinters. The court refused to apply the im-
paired property exclusion, saying “it is fanciful to suppose that the nut clusters composed
of congealed syrups and diced nuts … could be somehow deconstructed to remove the in-
jurious splinters and then recombined for their original use.”

These examples point out that the impaired property exclusion likely does not affect cov-
erage where the defective product or work becomes inseparable from the other property
into which they are incorporated. However, where work or product retains its separate
character and is incorporated into other property in such a way that its removal or alter-
ation would make necessary the destruction of that other property, the applicability of the
exclusion is less than clear. While some in the insurance industry believe the exclusion is
intended to apply in this context, the language of the exclusion—particularly the require-
ment that restoration of the property to use be possible—can be read in a sense that
makes the exclusion inapplicable.135

Finally, under the express exception to the exclusion, coverage is not barred where the
claim arises out of the “loss of use of other property arising out of sudden and accidental
physical injury to the insured’s product or work after it has been put to its intended use.”

131Id. at 728.
132This example is based on a similar example discussed in J. Gibson, M. McLendon and W. Woodward, Commercial

Liability Insurance) published by the International Risk Management Institute (IRMI) (hereinafter “Commercial Li-
ability Insurance”). See Commercial Liability Insurance Vol. 1 at V.D.54-55.

133Id.
13493 Cal.Rptr.2d 364 (Cal.App. 2000).
135Commercial Liability Insurance at V.D. 55.
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The traditional example provided in connection with this exception to the exclusion is the
situation that arises when a crane suddenly and accidentally collapses at a job site. If the
collapsed crane blocks access to businesses causing loss, coverage for loss of use claims
brought against the insured contractor should fall within the exception to the exclusion.
Similarly, the loss of use of a building was held to fall within the “sudden and accidental”
exception to the exclusion where the blades on a ceiling ventilation fan supplied by the in-
sured suddenly broke.136 However, the cost of scraping and replacing a coating of paint
supplied by the insured that gradually peeled was held not to be “sudden and accidental”
and therefore barred by Exclusion (m).137 

VII. What Special Coverage Issues Arise In Connection With Progressive Damage Claims?

Construction defect claims often involve latent defect claims and/or progressive property dam-
age claims that can cause property damage over an extended period of time.  These kinds of
claims potentially trigger successive insurance policies.  This circumstance often raises issues re-
garding which of several policies issued to an insured are “triggered,” and how coverage under
multiple responding policies should be allocated.  In addition, this circumstance can cause insur-
ance carriers to raise “known loss” defenses to coverage, which can place the unaware insured
into a “notice trap.”  These issues are discussed below.

A. “Trigger” Issues—Allocation of Indemnification Obligations

Whether a CGL insurance policy is “triggered” is based on the terms in the coverage grant
that provide as follows:

This insurance applies to "bodily injury" and "property damage" only if:

(1) The "bodily injury" or "property damage" is caused by an "occurrence" that
takes place in the "coverage territory"; and

(2) The "bodily injury" or "property damage" occurs during the policy period.

Thus, only two things are needed to determine if the CGL policy is triggered:  First, the
bodily injury or property damage for which coverage is sought must be caused by an oc-
currence “in the coverage territory.”  Second, the bodily injury or property damage must
occur “during the policy period.”  If both of these conditions are met, then the policy is
triggered to provide coverage, subject of course to the policy exclusions. 

Note that subpart (2) requires only that bodily injury or property damage “occurs during
the policy period.”  Confusingly the word “occurs” in the phrase “occurs during the policy
period” does not mean an “occurrence.”  Rather, it means that bodily injury or property
damage must happen during the policy period.138  The policy does not require the “occur-
rence” to happen during the policy period.  

Thus, most courts agree that “[t]he general rule is that the time of the occurrence of an
accident within the meaning of an indemnity policy is not the time the wrongful act was

136Hartzell Industries, Inc., v. Federal Ins. Co. 168 F.Supp.2d 789 (S.D.Ohio 2001).
137St. Paul Fire & Marine Ins. Co. v. Futura Coatings, Inc., 993 F.Supp. 1258 (D. Minn. 1998).
138Sentinel Ins. Co., Ltd. v. First Ins. Co. of Hawaii, 76 Hawaii 277, 288 n.9, 875 P.2d 894, 905 n.9 (1994).
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committed but the time when the complaining party was actually damaged.”139  Deter-
mining when property damage occurs, however, can be complicated, particularly where
the damage happens gradually or progressively and is not discovered for an extended pe-
riod of time.  For example, roofing and masonry defects can lead to water leakage that
causes unknown water damage for an extended period of time before the damage mani-
fests and can be observed.  Moreover, it is not uncommon for the full extent and/or the
cause of such damage to remain hidden or unknown for an additional period of time, with
resulting continuing property damage.

There is a notable dispute nationwide over what trigger of coverage should apply in third-
party liability insurance cases generally as well as what trigger should apply where the
loss continues and progresses over successive policy periods involving different insurers.
In the toxic tort and bodily injury context, several theories have been advanced and
adopted in various jurisdictions.140  Far fewer decisions address application of these theo-
ries in the context of a latent defect and/or progressive damage construction claim.  In
summary, the possible applicable trigger theories in this construction context are as fol-
lows:

• The Manifestation Theory

Under this theory, property damage occurs when the latent defect first manifests itself and
the insurer on the risk at the time of first manifestation is solely liable for the entire loss,
even if the property damage progresses after the policy expires.141 In the toxic tort con-
text, this trigger invokes coverage for an injury or illness at the time the loss becomes ap-
parent (i.e., when the symptoms of an illness are manifested or when a loss is or should
have been discovered).142  Property damage has been held to manifest at “that point in
time when appreciable damage occurs and is or should be known to the insured.”143

Thus, coverage is triggered upon manifestation.

• The Exposure Theory

This theory of liability was crafted in asbestos cases based on the phenomenon that as-
bestos lung disease progresses slowly without symptoms for many years before detected.
However, because scar tissue forms within a short period of time after inhalation, courts in
what has been suggested to be an effort to maximize coverage for the afflicted have
deemed each exposure to asbestos (resulting in a separate deposit of scar tissue) to be a

139United States Fidelity & Guaranty Co. v. American Insurance Co., 169 Ind. App. 1, 345 N.E.2d 267, 270 (1976).
See also Travelers Insurance Co. v. C.J. Gayfer's & Co., 366 So. 2d 1199, 1202 (Fla. App. 1979), Singsaas v.
Diederich, 307 Minn. 153, 238 N.W.2d 878, 880 (Minn. 1976); Peerless Insurance Co. v. Clough, 105 N.H. 76,
193 A.2d 444, 446 (1963).

140For a detailed analysis of allocation issues in these contexts, see J. Berkeley, Allocation Of Defense Costs and In-
demnity (available at www.irmi.com) (hereinafter “Allocation of Defense Costs”)

141Sentinel Ins. Co. v. First Ins. Co. of Hawaii, 76 Haw. 277, 297, 875 P.2d 894, 914 (1994) (citing Chemstar, Inc. v.
Liberty Mut. Ins. Co., 797 F.Supp. 1541, 1548-49 (C.D. Cal. 1992)).

142See, e.g., Appalachian Insurance Co. v. Liberty Mutual Insurance Co., 676 F.2d 56, 62 (3d Cir. 1982), Bartholom-
ew v. Appalachian Insurance Co., 655 F.2d 27, 28 (1st Cir. 1981), Aetna Casualty & Surety Co. v. PPG Industries,
Inc., 554 F. Supp. 290, 294 (D. Ariz. 1983), Mraz v. Canadian Universal Ins. Co., 804 F.2d 1325, 1328 (4th Cir.
1986), Community Fed. Sav. & Loan Ass'n v. Hartford Steam Boiler Inspection & Ins. Co., 580 F. Supp. 1170 (E.D.
Mo. 1984), Aetna Casualty & Surety Co. v. PPG Industries, Inc., 554 F. Supp. 290, 294 (D. Ariz. 1983), and Trav-
elers Ins. Co. v. C.J. Gayfer's & Co., 366 So.2d 1199, 1202 (Fla. App. 1979).

143Sentinel Ins. Co. v. First Ins. Co. of Hawaii, 76 Haw. 277, 297, 875 P.2d 894, 914 (1994) (quoting Chemstar, Inc.
v. Liberty Mut. Ins. Co., 797 F.Supp. 1541, 1549 (C.D. Cal. 1992))

Shapiro



42

separate occurrence of bodily injury in a continuing tort.144  In cases where a latent defect
causes immediate damage (although not immediately detectable), this theory has been
employed to trigger coverage each time person or property is exposed to the damage
causing agent during the policy period.145

• Injury-In-Fact Theory 

An injury in fact trigger has also emerged, under which coverage is triggered by the actual
occurrence during the policy period of an injury-in-fact.146  Under this theory, an injury
occurs in a latent defect case whether it was detectable or not; in other words, an injury
need not manifest itself during the policy period, as long as its existence during that peri-
od can be proven in retrospect.  This theory differs from the exposure theory when the ex-
posure does not simultaneously result in injury.147  No liability is allocated to policies that
covered a long-term exposure before or after injury actually occurred.  

• Continuous Trigger Theory

Particular difficulty has been encountered when an injury process is not a definite, discreet
event.  This is not uncommon in the latent construction defect context where, for exam-
ple, water leakage can cause damage progressively over time spanning different insurers’
policy terms.  In this situation, some courts have invoked an equitable “continuous trig-
ger” of coverage.  Under this theory, property damage is deemed to have occurred contin-
uously over a fixed period of time (the “trigger period”), and every insurer on the risk at
any time during that trigger period is liable, the entire loss being equitably allocated
among the insurers.148  The trigger period generally begins with the inception of the inju-
ry and ends when the injury ceases.  Some decisions hold that the party urging its appli-
cation must make two factual showing before the continuous trigger theory will be ap-
plied.  These courts hold that it must be established that (1) some kind of property
damage occurred during the coverage period of each policy under which recovery is
sought, and (2) the property damage was part of a continuous and indivisible process of
injury.149

The manifestation theory has been rejected by some courts on the ground that it is incon-
sistent with the purpose of an “occurrence” based policy like the CGL.  As one court ob-
served:

Nothing in the language of the policies requires that the claimed property damage
be discovered or manifested during the policy period.  The inquiry instead is wheth-
er the property damage, as defined in the policies, “occurred” within the policy pe-
riod and within the meaning of the term “occurrence.”  Indeed, the very nature of
an “occurrence” as opposed to a “claims-made” policy is to provide coverage for

144Sentinel Ins. Co. v. First Ins. Co. of Hawaii, 76 Haw. 277, 297-98, 875 P.2d 894, 914-915 (1994); Home Ins. Co.
v. Landmark Ins. Co., 205 Cal. App. 3d 1388, 1395, 253 Cal Rptr. 277, 281 (1988).

145Sentinel Ins. Co., 76 Haw. at 297-98, 875 P.2d 894, 914-915 (citing TBG, Inc. v. Commercial Union Ins. Co., 806
F.Supp. 1444, 1452 (N.D. Cal. 1990)).

146Sentinel Ins. Co., 76 Haw. at 298, 875 P.2d 894, 915 (citing American Home Prod. Co. v. Liberty Mutual Ins.Co.,
748 F.2d 760, 763 (2d Cir. 1984)). 

147Id. (citing Abex Corp. v. Maryland Cas. Co., 790 F.2d 119, 121, 124-25 (D.C. Cir. 1986)).
148Id. (citing Chemical Leaman Tank Lines, Inc. v. Aetna Cas. & Sur. Co., 817 F. Supp. 1136, 1153-54 (D. N. J.

1993); Chemstar, Inc. v. Liberty Mut. Ins. Co., 797 F. Supp. 1541, 1549 (C.D. Cal. 1992).
149Id.
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property damage that occurred during the policy period whenever that liability is
imposed.150

Other courts have found the exposure theory inconsistent with the policy language unless
exposure produces an immediate injury.151  There is also some evidence that the drafters
of the CGL policy form rejected language that would have incorporated the manifestation
and exposure triggers, contemplating instead that coverage would be afforded only for in-
juries shown in fact to have occurred during the period of coverage.152

Moreover, in particular cases, the injury-in-fact trigger will be the practical equivalent of
the manifestation and exposure theories.  For example, in a defective plaster installation
case, the damage occurred when unsightly pitting and blemishes appeared on the walls.
In this circumstance, the injury occurred at the same time the damage manifested itself.
Thus, the timing of the property damage was the same under both the manifestation and
injury-in-fact trigger theories.153  Similarly, in a toxic tort case, evidence may indicate
that injury-in-fact is simultaneous with exposure.  The injury-in-fact trigger will be the
practical equivalent of the manifestation and/or exposure theories in these circumstances
and others.  Thus, the injury-in-fact trigger diverges from the manifestation and exposure
theories only when the injury-in-fact is not simultaneous with exposure or manifesta-
tion.154

In any event, policyholders should be aware that different trigger theories may apply, and
be prepared to address theories that may be raised by insurance carriers to deny cover-
age.  For example, some carriers deny coverage when progressive property damage man-
ifests during the period covered by a prior insurance policy.  These insurers argue that the
manifestation trigger applies, and that the insurer that issued the policy in effect at the
time of manifestation is responsible for the entire loss, even if property damage continued
to occur during the denying carrier’s policy period.

This argument was rejected in Sentinel Ins. Co. v. First Ins. Co. of Hawaii,155 a case that
contains a thorough discussion of trigger theories in the construction defect context.  In
Sentinel, an apartment owner association brought several claims against developers and
contractors alleging defects in design, construction, and materials that caused water infil-
tration into the structure.  Construction of the apartment complex was completed in April
1981.  The parties did not agree when the property damage caused by the water infiltra-
tion first occurred, but agreed that the damage was continuous.  The defendants were
continuously insured under CGL policies issued by either Sentinel Insurance Company or
First Insurance for various periods of time from 1981 through 1988, the period of time
during which the property damage allegedly occurred.

Sentinel agreed to handle the defense and, with contribution from the insureds, settled
the underlying construction claims for $75,000.  First Insurance, however, refused to par-

150Trustees of Tufts Univ. v. Commercial Union Ins. Co., 415 Mass 844, 853, 616 N.E.2d 68, 74 (1993) (citations
omitted).  

151American Home Prod. Co. v. Liberty Mut. Ins. Co., 565 F. Supp. 1485, 1493, aff’d as modified, 748 F.2d 763 (2d
Cir. 1984).

152See Id. 565 F. Supp at 1500-03.
153Id.  See American Home Prod. Co. v. Liberty Mut. Ins. Co., 565 F. Supp. 1485, 1509, aff’d as modified, 748 F.2d

763 (2d Cir. 1984).
154Sentinel Ins. Co., 76 Haw. at 300, 875 P.2d at 917.
155Id.
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ticipate in the defense or settlement of the matter.  Among other things, First Insurance
argued that the manifestation trigger theory applied, and that Sentinel therefore was re-
sponsible for the entire loss.  Sentinel sued First Insurance, and prevailed on its claim for
contribution for monies paid in the defense and settlement.  The matter ended up before
the Supreme Court of Hawaii which, despite remanding the matter for further proceed-
ings, addressed and resolved several trigger theory issues under Hawaii law.

First, the court rejected the manifestation theory and held that the injury-in-fact trigger
theory is applicable to all standard CGL policies.  In doing so, the court concluded that the
injury-in-fact trigger is “the only theory of coverage consistent with the plain language of
the policies.”156  Second, the court held that there are circumstances where the continu-
ous trigger theory may be properly employed.  According to the court, “where injury-in-
fact occurs continuously over a period covered by different insurers or policies, and actual
apportionment of the injury is difficult or impossible to determine, the continuous injury
trigger may be employed to equitably apportion liability among insurers.”157  Accordingly,
the court held under the injury-in-fact trigger that Sentinel and First Insurance were each
“obligated to indemnify the [insureds] only for liability that occurred during their respec-
tive policy periods.”158  The court also held, however, that if “First Insurance cannot estab-
lish with reasonable certainty which damages occurred had occurred during its policy peri-
ods, the continuous trigger will apply because Sentinel and First Insurance agree that the
loss in the underlying action progressed continuously.”159  Finally, the court held that in
the event the continuous trigger were applied, the equities of the case would require the
lower court to “allocate contribution among the liable insurers in proportion to the time
periods their policies covered.”160

In Gruol Construction. Co v. Ins. Co of North America,161 Washington Court of Appeals
similarly concluded that all policies in effect during a period of continuous damage are
triggered.  The court also held, however, that because the carriers did not apportion the
damage, each carrier would be held jointly and severally liable.  The plaintiff in Gruol con-
structed an apartment building in 1963 and sold it in 1964.  In 1968, the purchaser of the
building sued Gruol for damage to the building caused by dry rot to the foundation during
construction.  The dry rot allegedly resulted from dirt backfilled against the building’s box
sills during construction.  Gruol was insured by three insurance companies during succes-
sive policy periods, all of which were effective during the period of time damage allegedly
occurred. All three insurance companies refused to defend or to settle the action.  Gruol
settled the claim and brought an action against its insurance carriers.  The trial court en-
tered judgment against the insurers finding them jointly and severally liable.  Certain of
the carriers appealed.

The Washington Court of Appeals first affirmed the trial court’s finding that the dry rot
came within the definition of “occurrence.”  The question before the court was therefore
“which insurer covered the damage—the insurer at the time of the defective backfilling, at
the time of the discovery of the dry rot, or all of the insurers providing coverage during

156Id., 76 Haw. at 299, 875 P.2d at 915.
157Id., 76 Haw. at 300, 875 P.2d at 917.
158Id., 76 Haw. at 301, 875 P.2d at 918.
159Id.
160Id.  See also Missouri Pacific R.R. Co. v. International Ins. Co., 288 Ill. App. 3d 69, 679 N.E.2d 801 (2d Dist.

1997) (reaching a similar allocation conclusion in connection with thousands of underlying claims alleging noise-
induced hearing loss).

161524 P.2d 427 (Wash. Ct. App. 1974).
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the total time period of the undiscovered condition which progressively worsened.”162  Ac-
cording to the court, this is determined by consideration of whether the terms “accident”
and “occurrence” are “a single isolated event or whether it can be a continuing condition
or process.”163  The court held that there are circumstances where an ensuing result may
truly be termed an “accident” under the CGL policy even though there is a lapse of time
between the initial negligent act and the occurrence of the ultimate damage.  In the case
before it, the resulting damage was continuous, and coverage was therefore properly im-
posed on all of the carriers even though the initial negligent act (the defective backfilling)
took place during the policy period of only one of the carrier’s policies.164

The Gruol court also affirmed the trial court’s imposition of joint and several liability.165

The insurance carriers’ argument that the policyholder was required to prove the amount
of damage that occurred during each policy period was rejected.  According to the court:

In a dispute between an insured who has sustained damages of a continuing na-
ture, and the insurers providing coverage, the burden of apportionment is on the
carriers.  The question turns on whether the damage is joint and several.  Here, the
trial court properly found joint and several liability.  The damage, though continuing
over a period of time, constituted a single injury.166

B. Trigger” Issues—Allocation of Defense Costs

Many of the trigger principles discussed above apply to allocation of the duty to defend,
with one significant difference.  An insurer owes a full duty to defend even in “mixed” cas-
es that present claims that are at least potentially covered and also those that are not.167

In Illinois, for example, it is well established that the duty to defend extends to both cov-
ered and non-covered claims.168  Illinois therefore rejects allocation of defense costs
based on the principle that an insurer has a duty to defend a multi-count complaint even if
only one or some of the counts are covered.169  Most jurisdictions similarly hold that an
insurer must defend such a case “in its entirety.”170  It cannot parse the claims, dividing
those that are at least potentially covered from those that are not.  A few jurisdictions

16211 Wash. App. at 635, 524 P.2d at 430.
163Id.
16411 Wash. App. at 636, 524 P.2d at 430.
16511 Wash. App. at 637-38, 524 P.2d at 431.
166Id. (citations omitted).  The decision does not indicate whether the court was asked to consider whether to apply

a pro rata “time on the risk” approach to the case before it.
167Taco Bell Corp. v. Continental Cas. Co., 2003 WL 1475035 at * 13 (March 17, 2003 N.D. Ill.)
168See Maryland Cas. Co. v. Peppers, 64 Ill. 2d 187, 194, 355 N.E. 2d 24, 28.
169See Bedoya v. Illinois Founders Ins. Co., 293 Ill.App.3d 668, 674-75, 688 N.E.2d 757, 761 (1997); J.G. Indus-

tries, Inc. v. National Union Fire Ins. Co., 218 Ill. App.3d 1061, 578 N.E.2d 1259 (1991) (rejecting insurers at-
tempt to allocate between covered and non-covered defense costs).

170See, e.g., Buss v. Superior Court, 16 Cal 4th 35, 939 P.2d 766, 782 (Cal 1997).  In addition, Allocation of Defense
Costs, supra, identifies the following cases: First Newton Natl. Bank v. General Cas. Co. of Wis., 426 N.W.2d 618,
630 (Iowa 1988); Grebe v. Dan, 496 N.W.2d 106 (Wis. Ct. App. 1992); Home Ins. Co. v. Pin ski Bros., Inc., 500
P.2d 945 (Mont 1972); Imperial Cas. & Indem. Co. v. State, No. CV 980382336, 1996 WL 469733 (Conn. Super
Ct. August 6, 1996); J. G. Industries, Inc. v. National Union Fire Ins. Co. of Pittsburgh, 578 N.E.2d 1259 (Ill. App.
1991); Prince v. Universal Underwriters Ins. Co., 143 N.W.2d 708 (N.D. 1966); Riley Stoker Corp. v. Fidelity &
Guar. Ins. Underwriters, 26 F.3d 581 (5th Cir 1994) (Louisiana law); St. Paul Fire & Marine Ins. Co. v. Hodor, 200
S.2d 205 (Fla. Dist. Ct. App 1967).  
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have allowed allocation of defense costs.171  Generally, however, the ability of insurers to
allocate defense costs between covered and noncovered allegations is either non-existent
or has only been recognized in limited circumstances.  

On the other hand, carriers are sometimes able to allocate defense costs between and
among themselves in cases where there are multiple triggered policies each insuring the
same insured.  For example, in Centennial Ins. Co. v. United States Fire Ins. Co.,172 three
insurers issued policies covering for the property damage period at issue in connection
with a residential construction defect case.  U.S. Fire provided the initial five and one half
months of coverage, Centennial provided the next three years of coverage and Travelers
provided the final year of coverage.  The three carriers settled the underlying lawsuit, but
a disagreement arose over how to allocate the defense costs.  Specifically, the parties dis-
puted whether the insurers shares of the defense costs should be apportioned using a
“time on the risk” method, or instead on an equal basis with each insurer paying one third
of the costs.  The trial court rejected allocation based on “equal shares” under the circum-
stances, holding instead held that the defense costs should be apportioned based on each
carrier’s “time on the risk.”

Under California law, the trial court was required in this circumstance to determine which
method of allocation would most equitably distribute the obligation among the insurers
“pro rata in proportion of their respective coverage of the risk,” as “a matter of distributive
justice and equity.”173  In addressing whether the trial court abused its discretion, the ap-
pellate court in Centennial reviewed six different methods of allocation that potentially
could apply, including methods based on “equal shares,” “time on the risk,” “policy limits,”
and “premiums paid.”  In the case before it, the court had “no difficulty” affirming the trial
court’s decision to apply the time on the risk allocation method for defense costs.  In par-
ticular, the court held that the equal shares method would cause a “patently arbitrary and
inequitable” result because U.S. Fire was responsible for providing insurance for only a
small fraction of the total insurance coverage period, application of the equal shares meth-
od.174

In addition, the court rejected the argument that equal shares apportionment was re-
quired because each insurer owed the policyholder “a complete duty to defend” even if
only a portion of the alleged damage occurred during a given insurer’s policy period.  The
court held that this argument “confuses the rules applicable to equitable contribution
among insurers with those pertinent to the relationship between an insurance carrier and
it own insured.”175  Although insurers must respond in full to a contractual policy holder’s
tender of defense, “their respective obligations for contribution to other insurers for the
costs of defense are entirely separate from their obligations to their insured and are ad-
justed equitably on the basis of all the circumstances of the case.”176

171Allocation of Defense Costs, supra, identifies the following cases:  Burlington Drug Co. v. Royal Globe Ins. Co.,
616 F Supp 481 (DC Vt. 1985); Equal Employment Opportunities Commission v. Southern Publishing Co., 705 F
Supp 1213 (SD Miss 1988) (Mississippi law); Rosenthal v. Security Ins. Co. of Hartford, 50 Md. App 112, 436 8th
2d 493 (Md. App. 1981); Prudential Prop. & Cas. Ins. Co. v. Lawrence, 724 P.2d 418 (Wash. App. 1986); SL In-
dustries, Inc. v. American Motorists Ins. Co., 128 N.J. 188, 201 A.2d 1266 (1992).  See also Charles Spevacek,
“Revisiting the Duty to Defend,” CGL Reporter, (10) 135-13 (2000).

17288 Cal. App. 4th 105, 105 Cal. Rptr. 559 (2001).
173Fireman’s Fund Ins. Co. v. Maryland Cas. Co., 65 Cal. App. 4th 1279, 1293, 1308, 77 Cal. Rptr.2d 296 (1998).
17488 Cal. App. 4th at 114, 105 Cal. Rptr. at 564 (2001).
17588 Cal. App. 4th at 114-115, 105 Cal. Rptr. at 565 (2001) (emphasis in original).
176Id.

Shapiro



D
e
fe

ct

47

In a recent non-construction case involving sequential policies responding to a loss, a
court similarly held that each insurer owed a complete duty to defend the insured but
could, as between themselves, seek allocation.  In Taco Bell Corp. v. Continental Cas.
Co.,177 the parties disputed whether a pro rata “time on the risk” allocation or an “equal
shares” allocation was appropriate in an unfair competition/misappropriation case alleging
conduct and damages that spanned successive policy periods.  The court acknowledged
that the “time on the risk” apportionment method may be appropriate in cases where a
“single continuous occurrence results in an unallocable loss implicating successive policy
periods.”  However, the court further found that it is virtually impossible to use this meth-
od to allocate defense costs that will be incurred before trial:

Whether any given loss is allocable to a particular policy period is a key factual
question that, in nearly all conceivable cases, must be resolved at trial (or through
some other mechanism resulting in a final disposition of the matter).  This explains
why cases resorting to a “pro rata, time-on-the-risk” methodology have only done
so once a case has concluded and it has been determined impossible precisely to
apportion an overall damage award among multiple policy periods.  Such an ap-
proach is simply malapropos in a declaratory judgment case which seeks a prospec-
tive determination of the allocation of defense costs.178

Accordingly, the court looked to the “other insurance” clauses contained in the policies is-
sued by the respective carriers.  As each policy purported to cover the defense costs solely
on an excess basis over “other valid and collectible insurance,” the court held the provi-
sions “irreconcilable.”  Under Illinois law, the clauses in this circumstance cancel each oth-
er and each carrier is required to divide the liability equally.  The court therefore held that
each carrier would bear half of the defense costs at issue.179

C. The “Known Loss” Doctrine

It is not uncommon in a progressive damage case for a later-in-time insurance company
to assert that the loss is not covered under its policy because it was a “known loss” (or a
“known risk” or a “loss in progress”).180  The known loss doctrine derives from the funda-
mental requirement in insurance law that the loss must be fortuitous.  Simply put, the
principle states that one may not obtain insurance for a loss that has already taken
place.181  The problem is determining when a loss becomes sufficiently “known” to be-
come uninsurable.

In the first-party insurance context, the injury or damage to property is the loss.  Thus,
knowledge of the property damage constitutes knowledge of the loss, therefore rendering
the loss generally uninsurable.  The issue is somewhat more complicated in the third-party
liability insurance context, however, as the loss under this kind of policy is liability which
may or may not arise from damage to property that has already occurred.  Thus, the

1772003 WL 1475035 (N.D. Ill. 2003).
178Id. at * 14.
179Id. at * 15.
180The “known loss” doctrine is sometimes said to be limited to situations where a loss has actually occurred, and

the “loss in progress” doctrine is sometimes said to refer to the idea that an insurer should not be held liable for
a loss which was in progress before the insurance took effect.  See General Housewares Corp. v. National Surety
Corp., 741 N.E.2d 408, 413 (Ind. App. 2000) (discussing distinction).  This article refers to these concepts collec-
tively as the “known loss doctrine.”

181General Housewares Corp. v. National Surety Corp., 741 N.E.2d 408, 413 (Ind. App. 2000).
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“loss” covered by a CGL policy arguably does not become “known” until the insured be-
comes legally obligated to pay.

Not surprisingly, the courts have disagreed over the standard that applies to determine
when a liability loss is sufficiently known to bar coverage, and they have also struggled to
apply the standards articulated.  Some decisions, most notably the decision by the Califor-
nia Supreme Court in Montrose Chemical Corp. v. Admiral Insurance Co.,182 hold that in-
jury or damage known to the insured prior to the inception of the CGL policy may none-
theless be insurable so long as the insured’s legal liability for that injury or damage has
not been conclusively established at the inception of the policy.183  Other courts have re-
jected this approach.  Some hold that knowledge of a “substantial probability” of loss is
sufficient to bar coverage,184 while others require the insured to have been “substantially
certain” of the loss.185  Regardless of the test adopted, virtually all decisions agree that
the issue is a question of fact. 

Largely in response to the Montrose decision and its progeny, ISO issued in the fall of
1999 a mandatory policy endorsement that amends the insuring agreement by adding
new provisions that address the known loss issue.  The insuring agreement, as revised,
states as follows:

b. This insurance applies to "bodily injury" and "property damage" only if: 

(1) The "bodily injury" or "property damage" is caused by an "occurrence" that
takes place in the "coverage territory";

(2) The "bodily injury" or "property damage" occurs during the policy period;
and

(3) Prior to the policy period, no insured listed under Paragraph 1. of Section II—
Who Is An Insured and no "employee" authorized by you to give or receive
notice of an "occurrence" or claim, knew that the "bodily injury" or "property
damage" had occurred, in whole or in part.  If such a listed insured or autho-
rized "employee" knew, prior to the policy period, that the "bodily injury" or
"property damage" occurred, then any continuation, change or resumption
of such "bodily injury" or "property damage" during or after the policy period
will be deemed to have been known prior to the policy period.

c. “Bodily injury” or “property damage” which occurs during the policy period and was
not, prior to the policy period, known to have occurred by any insured … or any
“employee” authorized by you to give or receive notice of an “occurrence” or claim,
includes any continuation, change or resumption of that “bodily injury” or “property
damage” after the end of the policy period.

18242 Cal. Rptr. 2d 324, 897 P. 2d 1 (1995).
183Accord Pittson Company Ultramar America, Ltd. v. Allianz Ins. Co., 124 F.3d 508 (3d Dir. 1997) (applying New

Jersey law); E&L Chipping Co., Inc. v. Hanover Ins. Co., 962 S.W.2d 272 (Tex. App. 1998). 
184See, e.g., Outboard Marine Corp. v. Liberty Mut. Ins. Co., 154 Ill. 2d 90, 607 N.E.2d 1204, 1209-10 (1992); City

of Carter Lake v. Aetna Cas. & Sur. Co., 604 F.2d 1052, 1059 n.4 (8th Cir. 1979) (applying Iowa law) (rejecting a
“reasonably foreseeable” standard in favor of a “substantial probability” test, and explaining the meaning of each
term).

185See, e.g., General Housewares Corp. v. National Surety Corp., 741 N.E.2d 408, 414 (Ind. App. 2000).
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d. “Bodily injury” or “property damage” will be deemed to have been known to have
occurred at the earliest time when any insured … or any “employee” authorized by
you to give or receive notice of an “occurrence” or claim:

1. Reports all, or any part, of the “bodily injury” or “property damage” to us or
any other insurer;

2. Receives a written or verbal demand or claim for damages because of the
“bodily injury” or “property damage; or

3. Becomes aware by any other means that “bodily injury” or “property dam-
age” has occurred or has begun to occur.

This revised policy language raises several issues that are potentially relevant to construc-
tion claims, particularly claims that involve allegations of any kind of progressive property
damage that occurred over an extended period of time.  

Paragraph (b)(3) adds a requirement that the injury or damage cannot be a continuation
or resumption of injury or damage that occurred before the policy period that was known
to the insured or an authorized employee before the policy went into effect.  While subpart
(d) identifies circumstances under which such property damage “will be deemed to have
been known,” several issues remain unresolved.  For example, it remains unclear whether
an insured that is aware of a claim involving defective work before a policy is issued, but
who believes the problem was fixed at the time the policy was issued, will be barred from
coverage under the “known loss” provisions in the revised policy form.  At least one deci-
sion found this circumstance to raise a question of fact under the earlier policy form as to
whether the known loss doctrine applied to bar coverage.186  It also remains unclear
whether coverage will be barred where the insured is aware of a claim that is minor at the
time the policy is issued which becomes a major claim during the policy period.  Whether
and to what extent additional claims that arise during the policy period based on newly
discovered latent defects or other information also remains unclear.

Paragraph (c) of the revised form addresses injury or property damage that occurs during
the policy period and was not known to have occurred before the policy incepted.  The
paragraph makes clear that damage that begins to occur during the policy period will be
covered, and will  continue to be covered under the policy even if continues to occur after
the policy period.  In addition, continuing property damage that was not known to the in-
sured or an authorized employee prior to the policy period is covered, and will  continue to
be covered if it continues beyond the policy period.  The provision of coverage into subse-
quent policy periods (if the property damage continues) does not, of course, resolve
whether later-in-time insurance policies also will apply to provide coverage.  It is possible
that all such policies could be required to respond under the trigger theories discussed
above.  However, if the later-in-time policies include the revised known loss provisions,
the coverage will be limited to loss that was not known to the insured before the policy pe-
riod began.  In other words, if all of the potentially applicable insurance policies include
the 1999 policy language, coverage may cease with the policy period during which the in-
jury or damage became known.

186International Environmental Corp. v. National Union Fire Ins. Co. of Pittsburgh, 860 F. Supp. 511, 515-16, 519
(N.D. Ill. 1994).
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D. The “Notice Trap”

The known loss concepts discussed above and the separate notice provisions in the CGL
policy create a potentially dangerous “notice trap” for the unaware construction insured.
Most contractors that learn about a problem with a project do not provide notice to their
CGL insurance carriers when the issue first arises.  Typically, the construction parties at-
tempt for a period of time, often an extended period of time, to work things out.  It is only
after the effort to resolve the construction problem by agreement fails and/or the problem
turns out to be much larger than anticipated that a lawsuit is filed and someone thinks to
notify the insurance company of the claim.  This can be a costly mistake.

The notice provisions in the CGL policy require the policyholder to provide the insurance
company with notice of an “occurrence” as well as, and in addition to, notice of a “suit.”
Insurance companies are increasingly taking the position that the policyholder is aware of
an “occurrence” in the construction defect context when the policyholder becomes aware
of defective construction work and property damage.  If the insured does not give notice
of this “occurrence” in a timely manner, the insurance company may seek to deny cover-
age on this basis.  In several jurisdictions, late notice can be raised to bar coverage even
when coverage and/or a duty to defend the claims otherwise would be found to exist.187  

In a progressive loss situation involving several policy periods, the combination of the
known loss doctrine and the notice provisions can leave an insured totally without insur-
ance coverage for a claim.  The carriers that issued policies after the problem first arose
may deny coverage on the ground that the insured knew of the problem and the property
damage at the time the policies were issued.  This is particularly likely if the policies at is-
sue include the revised known loss provisions discussed above.  These insurers will point
to insurance policies issued before the insured knew of the problem as the policies that
should be triggered.  Unfortunately for the insured, the insurers that issued policies before
the problem arose may deny coverage based on a “late notice” defense because the in-
sured did not provide the required notice of the “occurrence” when the problem first
arose.  If the arguments of the insurers are successful, the insured will be left with no in-
surance coverage for the claim.

It is therefore important to consider providing written notice to the insurance company as
soon as possible when a construction claim first arises even if no litigation has been
threatened or commenced.  This early notice will protect the policyholder from any later
claim by an insurance company that there is no obligation to provide coverage because
the policyholder failed to provide notice of an “occurrence.”  In addition, the insured
should provide notice to the insurance company promptly in the event a lawsuit is filed.
The insured should not assume that notice of an “occurrence” is sufficient to place an in-
surer on notice of a “suit” as well.

VIII. Do I Have Coverage As An “Additional Insured” And, If So, What Does It Cover?

It is common for owners and contractors to require their subcontractors to purchase and main-
tain insurance in connection with a project.  Usually, subcontractors are required, among other

187See, e.g., Rohm & Haas Co. v. Continental Cas. Co., 781 A.2d 1172, 1180 (Penn. 2001).  The courts are split on
whether an insurer must show that it was “prejudiced” as a result of the late notice in order to assert this de-
fense.  Compare Cooperative Fire Ins. Ass’n of Vermont v. White Caps, Inc., 694 A.2d 34, 38 (Vt. 1997) (adopting
the modern rule that insurer must show “prejudice” to assert late notice defense) with Montgomery Ward & Co.,
Inc. v. Home Ins. Co., 753 N.E.2d 999, (Ill. App. Ct. 2001) (holding that insurer need not demonstrate “preju-
dice” to assert late notice of occurrence defense).
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things, to name the owner and general contractor as “additional insureds” on the subcontractor’s
liability insurance policy.  For example, a subcontract might include a clause that provides, in
words or substance, as follows: 

Subcontractor shall include the Contractor, the Owner and the Architect as additional in-
sureds and must provide Premises-Operations, Elevators, Independent Contractors, Con-
tractual Liability, and Products-Completed Operations coverage (which shall be maintained
in force for a period of two years after substantial completion of the project or for such
longer period of time as is described in the Contract Documents).  (emphasis added)

Thus, a party faced with a construction defect claim often potentially has insurance coverage as
both an insured (under its own policies) and as an additional insured (under policies issued to its
subcontractors).  The subcontractor likely will attempt to fulfill its contractual obligation using a
standard policy form endorsement.  Several ISO forms are available for this purpose.188  

• The ISO CG 20 09 endorsement, sometimes referred to as the long form, adds ad-
ditional insureds “but only with respect to liability arising out of [the named in-
sured’s] work for the additional insured or acts or omissions of the additional in-
sured in connection with their general supervision of the [named insured’s work].”
The endorsement then specifically eliminates certain exclusions contained in the
body of the CGL policy form additional insured coverage, adding exclusions specific
to additional insured coverage in their place.  

• The ISO CG 20 10 endorsement, sometimes called the short form, adds as insureds
the persons identified on the additional insured schedule “but only with respect to
liability arising out of” either “your work for that insured by or for you” (1985 ver-
sion) or “your ongoing operations performed for that insured” (1993 version).
(Note that the word “your” refers to the named insured, here the subcontractor.)  

• The ISO CG 20 33, often called the blanket additional insured endorsement, adds
as an additional insured any party for whom the named insured is contractually ob-
ligated to provide coverage.  The endorsement limits coverage to the work, opera-
tions or facilities of the named insured.

An owner or contractor facing a construction defect claim that seeks to obtain insurance cover-
age as an additional insured likely will confront at least four issues:  (a) whether the claim falls
within the scope of the additional insured coverage, (b) whether an “other insurance” clause ap-
plies to eliminate such coverage, (c) whether there is coverage for claims arising out of complet-
ed operations, and (d) if additional insured coverage applies, whether and/or how defense costs
should be allocated.

A. The Scope Of Additional Insured Coverage

The additional insured endorsements provide coverage for the additional insured’s liability
“arising out of” some aspect of the named insured’s work or operations.  The case law an-
alyzing these provisions generally address personal injury claims brought by employees of
subcontractors against parties associated with the construction project other than their
employer.  In this context, coverage is often found to exist, or at least potentially to exist,
for the additional insureds.  

188The description of the ISO forms in this article is substantially similar to descriptions contained in L. Oonk, Cover-
age Issues created By Claims Against Additional Insureds, The Brief (Summer 1999) at 11.

Shapiro



52

For example, in a typical case, a subcontractor’s employee was injured when he tripped
and fell over conduit protruding from a concrete slab at the jobsite, and he sued the gen-
eral contractor for damages arising out of his injuries.189  A coverage dispute then arose
between the insurer for the general contractor and the insurer for the subcontractor.  The
subcontractor’s policy added the general contractor as an additional insured “but only with
respect to acts or omissions of the named insured [subcontractor] in connection with the
named insured’s operations at the applicable location designated.”190  In addition, the
general contractor’s policy (but not the subcontractor’s policy) included an endorsement
stating that the “insurance afforded by this policy is excess of coverage afforded to the in-
sured under valid and collectible policies purchased by other organizations, to which the
insured on this policy has been added as an additional insured.”191

The court first held that the claim fell within the additional insured endorsement.  Accord-
ing to the court, the injured plaintiff’s claim potentially arose out of “acts or omissions” of
the subcontractor/named insured because the injured employee was performing tasks re-
quired of him “in connection with the insured’s operations” at the time of the accident.
Even though the subcontractor was not named as a defendant in the underlying action,
the general contractor’s liability “could have arisen from an act or omission on the part of
the [subcontractor], whether or not the act or omission rises to the level of negli-
gence.”192  This possibility was held to be sufficient to trigger the duty to defend under the
additional insured endorsement.  Second, the court applied the “excess” policy endorse-
ment in the general contractor’s policy to hold that the subcontractor’s insurance company
was the primary insurance policy for the general contractor. Accordingly, the subcontrac-
tor’s policy was required to provide the general contractor with the entire defense in the
underlying litigation. 193

In other circumstances, however, additional insured endorsements have been viewed as
providing coverage only for the additional insured’s vicarious liability in connection with
the acts and omissions of the named insured.  This interpretation takes a narrow view of
the phrase “arising out of,” in effect taking the phrase to mean “caused by.”  There are also
non-ISO manuscript forms in use that expressly provide this kind of narrow coverage for
additional insureds.  

For example, in one case the endorsement provided coverage “only with respect to liability
incurred solely as a result of some act or omission of the Named Insured.” 194  Because
the claims in the underlying litigation alleged that the defendants were liable “jointly and
severally,” the court held the claims did not arise “solely” out of the alleged negligence of
the named insured, and therefore no coverage applied.195  In another case, the additional
insured endorsement provided “no coverage to the Additional Insured for liability arising
out of the claimed negligence of the Additional Insured, other than which may be imputed
to the Additional Insured by virtue of the conduct of the Named Insured.”196  Applying this

189U.S. Fire Ins. Co. v. Aetna Life and Cas., 291 Ill. App. 3d 991, 684 N.E.2d 956 (1st Dist. 1997).
190291 Ill. App. 3d at 1000, 684 N.E.2d at 962.
191291 Ill. App. 3d at 1001, 684 N.E.2d at 963.
192291 Ill. App. 3d at 1000, 684 N.E.2d at 962.
193291 Ill. App. 3d at 1001-02, 684 N.E.2d at 963-64.
194Village of Hoffman Estates v. The Cincinnati Ins. Co., 283 Ill. App. 3d 1011, 1014, 670 N.E.2d 874 (1st Dist.

1996) (emphasis added).
195Id. This analysis appears to misread the endorsement at issue, particularly with respect to the duty to defend.
196American Country Ins. Co. v. Cline, 309 Ill. App. 3d 501, 504, 722 N.E.2d 755, 758 (1st Dist. 1999).
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clause, the court held there could be no coverage for the additional insureds because the
claims asserted by the subcontractor’s injured employee did not allege any conduct by the
named insured/subcontractor that could result in imputed liability of the additional in-
sureds.197

B. “Other Insurance”/”Excess Insurance” Clause Issues

Claims arising in the additional insured context often raise issues regarding which of sev-
eral potentially applicable policies are required to cover the loss.  It is common for the pol-
icies at issue to include some form of “other insurance” and/or “excess insurance” clauses.
These competing clauses can make it difficult to determine if a particular policy provides
“primary insurance” or “excess insurance” for the loss, or whether the coverage is to be
shared on some other basis.  The cases are divided and, not surprisingly, the outcome is
often determined by analysis of the specific “other insurance” or “excess insurance” provi-
sions contained in the policies in question.198  

A full discussion of the many different types of “other insurance clauses” and the implica-
tions arising from each is beyond the scope of this article.  In short, the courts have
reached divergent conclusions regarding application of these clauses.  One group of cases
holds that the policy under which the insured is an additional insured is the sole primary
insurer and that party’s own CGL insurer is only excess.199  Another group of cases holds
that the party’s own policy is primary, and the policy under which it is an additional in-
sured is excess.  There are also cases finding both insurers jointly to be primary, usually
requiring them to prorate their contributions.200  

In addition, at least one court refused to apply “other insurance” clauses contained in a
subcontractor’s insurance policy based on obligations the subcontractor assumed in its
subcontract.201  The subcontractor in that case entered into a subcontract that included
the usual dual agreement to indemnify and to purchase insurance for the general contrac-
tor as an additional insured.  Applying Georgia law, the court held that the “other insur-
ance” provisions in the subcontractor’s policy could not apply in this circumstance to place
the primary insurance obligation on the general contractor’s carrier with respect to the un-
derlying claim.  According to the court, the subcontractor’s agreement to hold the general
contractor harmless and to secure insurance “was evidence of their mutual intent to have
any claim arising out of the contracted work paid exclusively by the insurance secured by
[the subcontractor], without contribution by [the general contractor’s] insurer, Liberty Mu-
tual.”202  

197309 Ill. App. 3d at 506-512, 722 N.E.2d at 760 –764.
198See Scott C. Turner, Insurance Coverage For Construction Defects (2d Ed. 1999) at ß 42.11 (collecting cases).

See also Rhone-Poulenc, Inc. v. International Ins. Co., 877 F. Supp. 1170, 1174-1180 (discussing and distinguish-
ing various kinds of “other insurance” and “excess insurance” clauses).

199Id. See also Prisco Serena Sturm Architects, Ltd. v. Liberty Mut. Ins. Co., 1996 WL 114785 (N.D. Ill. 1996);
American States Ins. Co. v. Liberty Mut. Ins. Co., 291 Ill. App. 3d 336, 683 N.E.2d 510 (1st Dist. 1997).

200See, e.g., Taco Bell Corp. v. Continental Cas. Co., 2003 WL 1475035 (N.D. Ill. 2003); Home Ins. Co. v. Liberty
Mut. Ins. Co., 266 Ill. App. 3d 1049, 641 N.E.2d 855 (1st Dist 1994) (finding both carriers provided primary insur-
ance for the alleged tort because the clauses at issue were “escape clauses” not “excess clauses”); U.S.F.&G v.
CNA Ins. Co., 618 N.Y.S.2d 465, 466-67 (1994).  See also Scott C. Turner, Insurance Coverage For Construction
Defects (2d Ed. 1999) at ß 42.11 (collecting cases).

201J. Walters Construction Co. v. Gilman Paper Co., 620 So. 2d 219, 221 (Fla. App. 1993).
202Id.
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C. Designating Which Of Several Insurance Policies Must Respond To A Particular 
Claim (“Targeted Tender”)

In Illinois, a policyholder can elect to have only one of several applicable policies respond
to a particular claim.  In John Burns Construction Co. v. Indiana Ins. Co.,203 the Illinois
Supreme Court settled a dispute among the appellate court districts and reaffirmed that a
contractor insured under more than one liability insurance policy has the right to select or
“target” the specific carrier or carriers that it wants to provide insurance for the claims at
issue, including the duty to defend.204  The court further held that an insurer targeted by
the policyholder has no right to seek contribution from other insurers from whom the pol-
icyholder elects not to seek insurance coverage for the claim.205  

Under Illinois law, a contractor can therefore attempt to “target tender” either its own pri-
or-in-time insurance carriers and/or carriers that issued policies that name the contractor
as an additional insured.  A contractor named as an additional insured on its subcontrac-
tor’s insurance policy does not breach any obligations under that policy by failing to tender
the defense of the claim to its own insurer.206  Even where a subcontractor’s insurance
policy contains “other insurance” provisions to the contrary, a general contractor named
as an additional insured can tender a claim exclusively to the subcontractor’s insurance
carrier and relieve its own insurance company of any obligation with respect to the partic-
ular claim.  

Of course, the claim that is tendered must give rise to potential insurance coverage under
the policy to trigger a defense and give rise to a legal obligation to pay a claim within cov-
erage before a duty to indemnify can arise.  As we have seen, coverage in the construction
defect context is often problematic, so this approach should be used with caution.  While a
policyholder may want to seek (at least initially) to invoke coverage as an additional in-
sured under its subcontractor’s policy in an effort to avoid making a claim under its own
CGL policy, it should be careful not to release its own insurance carrier of responsibility for
a claim until it knows with certainty that the claim will otherwise be covered by the carrier
to whom it is tendered.  In addition, the policyholder in this circumstance must take care
not to adversely affect coverage under its own CGL insurance by failing to provide timely
notice of the occurrence or claim to its insurance carrier.  If in doubt, the policyholder
should provide notice to its own insurance carrier and all insurance companies that issued
policies that may apply, and then consider separately whether to “target tender” a partic-
ular policy.

D. Is There Completed Operations Coverage For Additional Insureds?

Before a general contractor tenders (or “target” tenders) a policy naming it as an addition-
al insured, the contractor should investigate whether the policy at issue provides complet-
ed operations coverage.

The original November 1985 version of endorsement CG 20 10 tied additional insured sta-
tus to liability arising out of “your work,” that is, the named insured’s work for the addi-

203727 N.E.2d 211 (Ill. 2000).
204Id. at 215.  In a previous decision the Illinois Supreme Court (1) held that actual notice of the suit from one in-

surer without tender by the insured was sufficient to trigger the additional insured’s right to a defense under the
other policy, and (2) upheld the insured’s right to designate which of several insurers would defend.  Cincinnati
Cos. v. West American Insurance Co., 183 Ill.2d 317, 701 N.E.2d 499, 233 Ill.Dec. 649 (1998).

205Id. This was so despite the presence of an “other insurance” clause in the policy.  Id. at 216-17.
206Employers Ins. of Wausau v. James McHugh Construction Co., 144 F.3d 1097 (7th Cir. 1998).
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tional insured.  If the named insured purchased completed operations coverage as part of
the primary policy overages, the language in this original additional endorsement encom-
passed not only liability incurred while the named insured’s work was in progress, but the
named insured’s completed operations as well.  By applying to completed operations loss-
es, the November, 1985 edition of the CG 20 10 addressed the typical subcontract require-
ment that the subcontractor provide insurance coverage to the project’s owner and gener-
al contractor for claims that might arise out of the subcontractor’s completed work.

A recent case analyses this coverage intent, and holds that the completed operations cov-
erage provided in the November 1985 CG 20 10 endorsement applies to provide complet-
ed operations coverage even where the project out of which the claims arise was complet-
ed before the policy incepted.  In Pardee Construction Co. v. Insurance Company of the
West,207 a general contractor facing construction defect claims sought coverage as an ad-
ditional insured under a subcontractor’s policy.  While the claims at issue arose during the
subcontractor’s policy period, the construction project itself was completed before the ef-
fective date of the subcontractor’s insurance policy.  As it was undisputed that the general
contractor was an additional insured under the policies and that the policies provided cov-
erage for completed operations, the sole issue for interpretation was “whether the addi-
tional insured endorsements explicitly exclude coverage for the subcontractor’s completed
operations.”  

Pointing, in part, to the 1993 changes to the CG 20 10 form (discussed below), the court
held that “the insurer’s failure to use available language expressly excluding completed
operations coverage implied a manifest intent not to do so.”208  The court further made
clear that it was aware of and understood the commercial construction context at issue.
In particular, the court strongly rejected the insurance companies argument that “general
contractors seek additional insured coverage from subcontractors solely in the event that
there is a course of construction work site accident involving bodily injury or property
damage.”  According to the court:

This myopic spin ignores commercial reality.  Damage resulting from a subcontrac-
tor’s work often does not arise for years.  It is thus prudent for general contractors
to obtain completed operations coverage as additional insureds from their subcon-
tractors’ insurers.  … Nor is there any dispute the endorsements were purchased to
protect the general contractor against potential construction defect claims.  Mindful
such litigation is typically complex and expensive, it is reasonable to conclude the
key motivation in procuring an additional insured endorsement is to offset the cost
of defending lawsuits where a general contractor’s liability is claimed to be deriva-
tive.  Rather, commercial reality here is that all parties fully understood the others’
intentions; but one party, the insurer, failed to draft and incorporate express cover-
age language in its policy and endorsement language.209

The 1993 revisions to the ISO forms, however, changed a number of standard additional
insured endorsements with the purpose of eliminating language that would provide the
additional insured coverage in connection with the named insured’s completed work.  The
1993 (and subsequent) editions of CG 20 10, for example, refer not to liability arising out
of the named insured’s work, but instead refer to the named insured’s “ongoing opera-

20792 Cal. Rptr. 2d 443, 77 Cal. App. 4th 1340 (2000).
208Id. at 92 Cal.Rptr. 456.
209Id. at 457-58 (citations omitted).
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tions.”  This newer language in effect eliminates coverage for the completed operations
exposure (since once an operation is completed it is no longer “ongoing”).  

The use of the newer CG 20 10 form with its “ongoing operations” language may well
leave CGL named insureds (particularly subcontractors) without a standard form that en-
ables them to comply with the common contractual demand of completed operations cov-
erage for their additional insureds.  Failure to update contract forms and/or to require sub-
contractors to purchase completed operations coverage on a manuscript basis has led to
situations where the general contractor is left without the intended additional insured cov-
erage required by the subcontract.  The general contractor in this circumstance is left to
rely on its own insurance to provide coverage, and to consider pursuing a claim against
the subcontractor based on its failure to procure the insurance required in the parties’
subcontract.

E. Allocation Of Defense Issues In The “Additional Insured” Context

It is often difficult to determine whether and how to allocate defense costs in cases that
involve multiple subcontractors each of whom named the general contractor as an addi-
tional insured on their respective insurance policies.  A recent case demonstrates the com-
plexity that can arise in this situation.  In Krusinski Construction Co. v. Northbrook Proper-
ty and Cas. Ins. Co.,210 an owner filed counterclaims against its general contractor in an
arbitration action alleging that the general contractor and eight of its subcontractors per-
formed defective work.  The general contractor tendered the defense of the counterclaim
to its insurer and to each of the subcontractors’ insurers.  All of the insurers denied cover-
age, and the general contractor filed an action to determine its rights under the various
policies.  

The trial court first held that the general contractor had potential insurance coverage only
as an additional insured under the eighth subcontractor’s insurance policy and under its
own CGL policy.  The court then addressed whether and how to apportion defense costs.
The court held that the eighth subcontractor’s policy was primary and the general contrac-
tor’s policy excess, but only for the part of the counterclaim that arose out of the work
performed by the eighth subcontractor.  Based on this conclusion, the court held that the
general contractor’s policy was required to defend the general contractor for the claims
arising out of the allegedly defective work performed by the other seven subcontractors.
Accordingly, the subcontractor’s insurance company was held to be entitled to “allocation
of defense costs in the underlying arbitration based on actual proof of fees and costs allo-
cated to the covered and non-covered claims.”211  This ruling was affirmed on appeal. 

IX. Can The Insurance Company Seek To Recover Back Defense Costs?

An insurance company that agrees or is required by judicial intervention to provide a defense in
a construction defect claim usually does so because there is potential insurance coverage for
some part of the underlying claims.  What happens if it is later determined that some or all of the
claims at issue in the underlying litigation were, in fact, not covered by the policy?  Is the insur-
ance carrier permitted to recover back from the policyholder defense costs incurred to defend
uncovered claims?

210326 Ill. App. 3d 210, 760 N.E.2d 530 (1st Dist. 2001).
211326 Ill. App. 3d at 217, 760 N.E.2d at 536.
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As discussed above in Part II, most jurisdictions hold that the duty to defend requires the
insurance company to provide a complete defense, even in “mixed” cases where only some
of the underlying are potentially covered under the insurance policy.212  It is also the gener-
al rule that, absent an agreement to the contrary, an insurer that defends under a tradition-
al reservation of rights may not recover back defense costs from its insured upon a letter
determination of no coverage.213  However, in 1997, the California Supreme Court modified
this rule when it decided Buss v. Superior Court.214  The Buss decision reaffirms that an in-
surance carrier must provide a complete defense in a “mixed” case,  and further holds that
insurance carriers may not seek back reimbursement of defense costs incurred with respect
to any claims that are potentially covered.  As to claims that are not even potentially cov-
ered, Buss holds that the insurer may seek reimbursement of defense costs if the insurer
expressly reserves the right to seek such reimbursement.  The decision also holds that the
insurance company has the burden of proving which specific defense costs it is entitled to
recover.

The reaction to Buss has been mixed.  In Shoshone First Bank v. Pacific Employers Ins.
Co.,215 the Supreme Court of Wyoming rejected Buss and the argument that insurance car-
riers may allocate defense costs between covered and uncovered claims.  The court held
“that the allocation and recovery of the costs attributable to the defense of claims that were
not covered by the policy of insurance is not permitted under Wyoming law so long as one
or more of the claims alleged is covered by the insurance policy.”216  The Texas Supreme
Court followed Shoshone, and rejected Buss, in a decision that denied an insurer’s claim for
reimbursement of the costs of settling an uncovered claim.217

Some courts have allowed reimbursement of defense costs when the insurer did not have a
duty to defend any of the asserted claims and where the insurer: (1) timely and explicitly
reserved its right to recoup the costs; and (2) provided specific and adequate notice of the
possibility of reimbursement.  For example, in Colony Insurance Co. v. G & E Tires & Ser-
vice, Inc.,218 it was determined that no duty to defend any of the underlying claims existed.
The court held that the insurer in this circumstance was entitled to reimbursement. The
court stated, “Having accepted Colony's offer of a defense with a reservation of the right to
seek reimbursement, G & E ought in fairness make Colony whole, now that it has been judi-
cially determined that no duty to defend ever existed.”219 Similarly, in Grinnell Mutual Rein-
surance Co. v. Shierk,220  the court ruled that the insurance company could seek reim-
bursement of defense costs where it was also determined that there was no duty to provide
a defense for any claim in the underlying case.  The court held that the insurer in this cir-
cumstance would be permitted to seek reimbursement if it satisfied the two conditions iden-
tified above.221

212United States Fidelity & Guaranty Co. v. Wilkin Insulation Co., 578 N.E.2d 926, 930 (Ill. 1991).
213See, e.g., Worchester Ins. Co. v. Dairyland Ins. Co., 555 A.2d 1050, 1053 (Me. 1989); Maryland Cas. Co. v. Pep-

pers, 355 N.E.2d 24, 30-31 (Ill. 1976).
21465 Cal. Rptr. 2d 366 (Cal. 1997).
2152 P.3d 510, 515-16 (Wyo. 2000).
2162 P.3d at 511.
217Texas Ass’n of Counties County Gov’t Risk Mgt. Pool v. Matagorda County, 52 S.W.3d 782, 784-85 (Tex. 2000).
218777 So.2d 1034 (Fla.Ct.App. 2000).
219Id. at 1039.
220996 F.Supp. 836 (S.D.Ill. 1998).
221Id. at 839.  See also Resure, Inc. v. Chemical Distributors, Inc., 927 F.Supp. 190 (M.D.La. 1996); Knapp v. Com-

monwealth Land Title Insurance Co., 932 F.Supp. 1169 (D.Minn. 1996),
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There is also disagreement whether the insured has to expressly agree with the insurer’s res-
ervation for the insurer to seek recoupment.  Some cases refuse to permit the insurer to seek
reimbursement based on a “unilateral” reservation of rights letter.222  Other cases hold that
an insurer’s unilateral reservation of rights to seek recoupment is sufficient,223  or that accep-
tance of the payment of defense costs without objecting to the insurance company’s reser-
vation of the right to seek reimbursement constitutes implied agreement.224  Of course,
where the insurer’s reservation of rights letter does not expressly assert and reserve the in-
surer’s ability to seek reimbursement for uncovered claims, reimbursement should not be
permitted in any event.225

Even in jurisdictions that agree with Buss, the insurer must pay for the entire defense and
then wait for a determination of no coverage before obtaining reimbursement.  In addition, the
insurer has to provide clear notice to the policy-holder that if there is a finding of no coverage,
the insurer reserves the right to seek reimbursement of defense costs.  Policyholders that are
provided a defense under a reservation of rights letter should review the letter to determine
whether the insurance company is attempting to reserve its right to seek reimbursement of
defense costs for uncovered claims.  The policyholder may want to respond with a letter
that generally reserves and does not waive the policyholder’s right to disagree with and to
contest  the grounds on which the reservations of rights are asserted,  and which specifical-
ly disagrees with and contests the insurance company’s right to seek reimbursement of de-
fense costs.  There is some risk associated with this approach, however, as in rare cases the
insurance carrier will refuse to provide a defense without agreement with its reservations of
rights.

X. Conclusion

The CGL insurance policy is intended to provide construction industry policyholders with cover-
age in certain construction defect claim situations.  A party involved in a construction defect
claim should therefore consider possible application of CGL insurance when the claim arises.
While the insurance issues are at times complex, and resistance from insurance companies
sometimes strong, a policyholder that is able to trigger coverage under its CGL insurance policies
and/or those of its subcontractors can dramatically improve its financial and strategic position in
connection with construction defect claims.

222See, e.g., Texas Ass'n of Counties County Gov't Risk Mgmt. Pool v. Matagorda County, 52 S.W.3d 128, 131 (Tex.
2000) (“a unilateral reservation of rights letter cannot create rights not contained in the insurance policy”).

223See Forum Insurance Co. v. County of Nye, 1994 WL 241384 (9th Cir June 3, 1994).
224See Grinell Mutual Reinsurance Co. v. Shierk, 996 F. Supp. 836, 839 (S.D. Ill. 1998), quoting, Walbrook Ins. Co.

Ltd. v. Goshgarian & Goshgarian, 726 F. Supp. 777, 784 (C.D. Cal. 1989).
225See St. Paul Mercury Ins. Co. v. Ralee Eng. Co., 804 F.2d 520, 522 (9th Cir 1986) (recoupment disallowed where

the insurer did not state its intention to seek recoupment in reservation of rights letter); Terra Nova Ins. Co. v.
900 Bar Inc., 887 F.2d 1213 (3d Cir. 1989); In re Hansel, 160 B.R. 66 (Bankr. S.D. Tex. 1993).
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