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But . ..

... Who Pays Last?

_0]/'_

He Who Laughs Last
Laughs Best
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Introduction

“It is hard to imagine another set of
legal terms with more soporific effect
than indemnity, subrogation,
contribution, co-obligation and joint
tortfeasorship. . . Even lawyers find
words like ‘indemnity’ and ‘subrogation’
ring of an obscure Martian dialect.”

Importance of Contracts

e Construction industry does business by
contract

e Transfers huge risks by contract

e Modifies common law methods of
allocating liability — negligence and fault
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Types of Breaches of

Contracts
e Abandonment of job site
e Delayed completion
e Failure to provide insurance
e Substitution of cheaper materials

e Defective work not in compliance with plans
and specifications

e Damage to the work or other property

Contractual Risk Transfer
Devices

e Commercial general liability insurance
e Contractual liability insurance coverage
e Indemnification agreements

o Additional insured status

e OCP policies

e Workers compensation insurance
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Contractual Risk Transfer
Devices

e Property insurance

o Waivers of subrogation

e Contractors Pollution Liability

e Design Professional Liability Insurance
e Contractors Professional Liability

Property Insurance

e Builders Risk — during construction of
the project

e Owner’s Permanent Property Insurance
— after completion
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Basics of Subrogation

One party (subrogee), with only
secondary liability, pays the debt that
another is obligated to pay (subrogor)

e Insurance
o Surety

Preservation of Subrogation
Interest

Release of tortfeasor by insured destroys
right of subrogation

e Post-loss release prohibited
e Pre-loss (waiver) allowed
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Voluntary Payments

e Insurer is not entitled to subrogation for
uncovered claim

* No legal interest to protect

e Example: Payment of claim to avoid
potential loss

Waiver of Subrogation —
General Principles

Involves two contracts:

e Waiver is included in contract between
the parties

e Insurance policy allows waiver prior to
loss
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“Prior to Loss”

Waiver Provision

“If the insurers pay a claim under this policy
they will be subrogated, to the extent of
such payment, to all the insured’s rights of
recovery from other persons, organizations
and entities. The insured will execute and
deliver instruments and papers and do
whatever else is necessary to secure such
rights. . . .

“Prior to Loss”
Waiver Provision

. .. The insurers will have no rights of
subrogation against:

a) any person or entity, which is a named
insured or an additional insured . . .
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“Prior to Loss”’
Waiver Provision

b) any other person or entity, which the
insured has waived its rights of
subrogation against in writing before
the time of loss;

c) notwithstanding the foregoing, it is a
condition of this policy that the insurers
shall be subrogated to all the insured’s
rights of recovery against any architect
or engineer . . ."”

Mechanics of Builders Risk
Subrogation — No Waiver

e Loss does not remain with builders risk
or property carrier

e Myth: Carrier is allowed to pursue the
party which caused the loss

e Reality: All parties are dragged into

itigation
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Builders Risk Subrogation
— Waiver in Place

e Allocates the risk of damage to the
work during construction to third party
insurer

e Myth: payment for the loss will stay
with the builders risk carrier and avoid
time-consuming and costly litigation

e Reality: Litigation over enforceability
and scope of waiver

Standard Form Waivers of
Subrogation — AIA A201

11.3.7 Waiver of Subrogation. The Owner and
Contractor waive all rights against (1) each other and
any of their subcontractors, sub-subcontractors, agents
and employees, each of the other, and (2) the Architect,
Architect’s consultants, separate contractors described
in Article 6, if any, and any of their subcontractors, sub-
subcontractors, agents and employees, for damages
caused by fire or other perils fo the extent covered by

otr popet /nsuace app//ab/e to the Work, éxcpt
such rights as they have to proceeds of such insurance
held by the Owner as fiduciary. . . .
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Standard Form Waivers of
Subrogation — AIA A201

. .. The policy shall provide such waivers of
subrogation by endorsement or otherwise. A waiver
of subrogation shall be effective as to a person or
entity even though that person or entity would
otherwise have a duty of indemnification,
contractual or otherwise, did not pay the insurance
premium directly or indirectly, and whether or not
the person or entity has an insurable interest in the
property damaged.

A201 Waiver of
Subrogation — Major
Issues

The owner and contractor waive all rights
against (1) each other and any of their
subcontractors, sub-subcontractors, agents
and employees, each of the other . . .
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A201 Waiver of
Subrogation — Major

Issues

. . . For damages caused by fire or other
perils to the extent covered by property
insurance pursuant to this Paragraph 11.3
or other property insurance applicable to
the Work . . .

Who Is An Insured?

An insurer cannot subrogate against its
own Insured

e Issue as to insured party status under
builders risk policy is critical

e Alternative method to waiver in order to
prevent subrogation

15 Wielinski




Who Is An Insured?

AIA Document A201, Paragraph 11.4.1 (1997
edition):

. . . T'he Owner shall purchase and maintain .
. . property insurance written on a builders
risk “all-risk” or equivalent policy form in the
amount of the contract sum . ... This
insurance shall include interests of the
Owner, the Contractor, Subcontractors and
Sub-Subcontractors in the Project

Who Is An Insured?

Policies often grant insured status to
parties as required by contract

Wielinski 16




Property Subject to Waiver

Two issues:

e Whether the damaged property falls
within the scope of the waiver

o Whether subrogation is waived under
an existing policy

Property Subject to Waiver

Frequent scenario:
e Renovation causes damage to existing
building
— Is the existing building part of the work?
e Construction is insured under the
owner’s existing property policy, as
opposed to builders risk
— Is subrogation waived under that policy?
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What Property Is Covered

Standard A201 builders risk insurance requirement:
1987 edition:

"11.3.1 ... The Owner shall purchase and
maintain . . . property insurance . . . for the
entire work at the site

1997 edition:

“11.4.1 ... The Owner shall purchase and
maintain . . . property insurance written on a
builder’s risk ‘all-risk’ or equivalent policy form . . .
comprising total value for the entire Project
at the site . . .

What Property Is Covered
A201 Definitions

1.1.3 The Work

The term "Work” means the construction and
services required by the Contract
Documents, whether completed or partially
completed, and includes all other labor,
materials, equipment and services provided
or to be provided by the Contractor to fulfill
the Contractor’s obligations. The Work may
constitute the whole or a part of the Project.

Wielinski 18




What Property Is Covered
A201 Definitions

1.1.4 The Project

The Project is the fotal construction of
which the Work performed under the
Contract Documents may be the whole or
a part and which may include construction
by the Owner or by separate contractors.

Property Subject to Waiver

Common Scenarios

Employers Mutual v. A.C.C. T., 580 N.W.2d

490 (Minn. 1998)

e Asbestos abatement contractor’s
negligence causes fire in existing building
e Standard AIA waiver for damages “to the
extent covered by property insurance
obtained pursuant to this Article or any
%helz property insurance applicable to the
ork ..."”
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Property Subject to Waiver

Common Scenarios

A.C.C.T issue:

Whether the waiver “completely immunizes
the contractor from liability for any
|:>roperty damage and business interruption
oss suffered by the owner as a result of
the contractor’s negligence, even if the
property damaged is not the subject of the
construction contract and never worked
upon by the contractor”

Property Subject to Waiver

Common Scenarios
A.C.C. T. holding:

o If the owner purchases a separate builders
risk policy, it waives the right to sue for
damages only as to “work” covered under
that policy

o If the owner relies on an existing policy
which is so broad that it covers both

“work” and “nonwork,” it waives the right
to sue for all damages

Wielinski 20




Property Subject to Waiver

Common Scenarios
A.C.C. 7. reasoning:

e Owner has option of purchasing an all risk
project specific builders risk policy to cover
the “work” or can rely on existing property
insurance to cover the “work”

e Waiver clause creates the “work” and
“nonwork” distinction based upon the
owner’s decision to purchase a new policy
or to rely on an existing one

Damages Subject to
Waiver --Common
Scenarios

e Faulty workmanship or design —
ensuing loss

e Consequential damages — delay
e Liquidated damages
e Soft costs
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Other Waiver Provisions —
Adjoining Property

Paragraph 11.4.5 (A201, 1997 edition):

If during the Project construction period the Owner
insures properties, real or personal or both, at or
adjacent to the site by property insurance under policies
separate from those insuring the Project, or if after final
payment property insurance is to be provided on the
completed project through a policy or policies other than
those insuring the Project during the construction period,
the Owner shall waive all rights in accordance with the
terms of Subparagraph 11.4.7 for damages caused by
fire or other causes of loss covered by this separate
property insurance. All separate policies shall provide
this waiver of subrogation by endorsement or otherwise.

Other Waiver Provisions —
Loss of Use

Paragraph 11.4.3 (A201, 1997 edition):

Loss of Use Insurance. The Owner, at the
Owner’s option, may purchase and maintain such
insurance as will insure the Owner against loss of
use of the Owner’s property due to fire or other

rlghts of action against the Contractor for loss of
use of Owner’s property, including consequential
losses due to fire or other hazards however caused.

Wielinski 22




Waivers of Subrogation

and Performance Bonds

Owner waives subrogation against
contractor

Builders risk insurer pays loss

No cause of action against contractor
or its performance bond surety

No rights to enforce against the
surety where principal contractor has
already been released

Summary — Builders Risk

Subrogation

No subrogation if:

¢ A subrogation clause in the policy allows the
insured to waive recovery rights against others
in writing prior to loss

e A named insured provision in the policy
includes the general contractor and all
subcontractors as insureds

e The owner, contractor, and subcontractors
waive their rights of subrogation against one
another with respect to losses covered by
insurance in the construction contract

23 Wielinski




Performance Bonds

e Guaranty of the contractor’s
performance obligations

e Underwritten based on contractor’s
creditworthiness and ability to complete
the project

* No losses are expected
e A financial transaction

Performance Bonds

» Not for the protection of the contractor
(principal)
e Protects the Owner (obligee)

e Obligation is to complete the project if
the principal defaults

Wielinski 24




Surety’s Completion Options

“Do nothing” and pay the cost of completion
in excess of contract balance

Finance the defaulting principal

Tender another contractor to contract with
the owner to complete the project

Take over the work and enter into a
completion contract with a new contractor

“Buy back” the bond in exchange for a
release

Surety Relationships

Surety

Indemnity Agreement

Contractor-  contract Owner-
Principal Obligee

25 Wielinski




Surety Relationships

e Three parties: Owner, surety and
contractor

e Three contracts: Bond, construction
contract and indemnity agreement

Surety Indemnity Relationship

e Surety retains right of indemnity for loss
against the principal-contractor and
associated individuals

e Indemnitors are obligated to hold the
surety harmless and defend the surety
in default-related litigation

Wielinski 26




General Indemnity Agreement

“Principal shall exonerate, indemnify and keep
indemnified Surety from and against any and
all liabilities, losses and expenses of
whatsoever kind or nature (including but not
limited to, interest, court costs and counsel
fees) imposed upon, sustained or incurred by
Surety by reason of (1) Surety having
executed, provided or procured Bond(s) in
behalf of Principal . . .”

Insurance Relationship

Insurer

Insured Contractor
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Insurance Relationship

e Two parties: Insured and insurer
e Protects the insured

e Underwritten based on actuarial
evaluation of risks

e No indemnity by insured

CGL Policy as De Facto
Performance Bond

e Upholding CGL coverage for defective work
converts the policy into a performance bond

e Made in conjunction with the argument that
defective work is an uninsurable business risk
e Offered as a justification for denial of

coverage without considering the
circumscription of the “uninsurable business

risk” rationale by CGL property exclusions

Wielinski
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CGL Policy -- Performance
Bond Continuum

__PerformanceBond _:

Jobsite Crane collapse ~ Leaky roof Contractor

injury  destroys project installed by ~ goes broke,
subcontractor ~ defaults

Surety’s Right of Equitable

Subrogation
e The surety that pays the debt of his
principal stands in the principal’s shoes

e Obtains the right to recover against a
third party that should have paid it

e No need for a contract

e Equitable doctrine that arises by
operation of law
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Assignment of Rights

e Assignment of rights by the principal to
the surety of the principal’s rights
against third party

¢ Really not necessary in light of surety’s
right of equitable subrogation

e Assignment does not extinguish the
surety’s equitable rights

Subrogation: Surety vs. CGL

Insurer Example
e Contractor builds a pipeline to move
chemicals within a manufacturing plant

e Deflection and leaks are discovered
during testing

e Improper compaction of fill caused the
deflection and leaks

e Contractor is insolvent

Wielinski 30




Subrogation: Surety vs. CGL

Insurer Example
e Owner makes claim on performance
bond
o Contractor makes claim on its CGL
policy
e Surety hires remediation contractor to
repair and complete the pipeline

e Multimillion loss

Subrogation: Surety vs. CGL

Insurer Example

e Surety sues contractor’s CGL insurer for
equitable subrogation

e Surety stands in the shoes of the contractor
as to coverage for the property damage
caused by the improper backfilling

 Definitions and property damage exclusions
will be applied as if the insured was pursuing
coverage
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GIA as Insured Contract

e Is there contractual liability coverage
for the contractor’s indemnity obligation
under the GIA?

e Does Exclusion (b), the Contractual
Liability Exclusion, apply?

GIA as Insured Contract

This insurance does not apply to:

. .. property damage for which the
insured is obligated to pay damages by
reason of the assumption of liability in a
contract or agreement.”
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GIA as Insured Contract

This exclusion does not apply to liability
for damages:

That the insured assumed in a contract
or agreement that is an “insured
contract.”

GIA as Insured Contract

“Insured contract” means:

That part of any other contract or agreement
pertaining to your business . . . Under which
you assume the tort liability of another party.

Tort liability means a liability that would be
imposed by law in the absence of any
contract or agreement.
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COMPLEX CONSTRUCTION DEFECT CLAIMS:
WHO PAYS FIRST?

Introduction

Modern construction is a dangerous business even though the means and methods of
construction may have changed and improved over time. Many and varied risks are encountered
and dealt with, whether through elimination or reduction through such means as safety planning,
training and best practices. Others are transferred between the parties delivering the project or to
third parties. The transfer of the majority of construction risks is usually supported by insurance,
thus ultimately transferring potentially huge risks to a third party, an insurer considered to be
more financially capable of bearing and spreading them.

The major means to insure property exposures on a construction site is through first party
property insurance, that is, builders risk coverage. On the other hand, the major source of
insurance protection for third party claims for any insured business, including owners, developers
and contractors, is the commercial general liability (CGL) policy. In many instances, the line
between builders risk and CGL coverage blurs, in that a CGL policy may provide coverage for a
contractor for defective work, coverage which either coincides with, or is excess of coverage
provided under the builders risk policy. Due to the blurring between the property damage
coverage under CGL policies and first party property insurance, exclusions relating to the work of
contractors are included in CGL policies. This approach may work well with many types of
insureds, but contractors and other service providers face property damage liability exposures that
are not easily or cost-effectively covered under standard property or inland marine policies.
These exposures lend themselves to coverage under liability insurance. For the most part, these
types of exposures involve losses arising out of the unintentional acts of project participants, for
example, where an electrician’s faulty wiring may burn down an entire building.

Nowhere is the distinction between first property coverage and liability coverage more
blurred than in the area of defective work. Since builders risk policies, to a large extent, exclude
coverage for defective work and design, owners, developers and contractors typically look to the
CGL policy for coverage for this exposure. This exposure often dovetails with the insured’s so-
called “business risks,” that is, those risks which are apparently under the control of the insured
and which are, therefore, not regarded as fortuitous in nature. Understandably, carriers are
hesitant to insure these types of risks, but it is often extremely difficult to distinguish between
uninsurable business risks and accidental property damage covered under a CGL policy. These
claims give insurers and insureds fits and the insurance industry has struggled for decades to draft
policy language to accomplish this goal.

There is another risk in the construction industry that is of major concern—the risk of
nonperformance or default. The possibility that a contractor will be unable to construct the
project on time or within budget, or even at all due to mismanagement, financial difficulties or
insolvency is often addressed through the use of surety bonds provided by the contractor in favor
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of the owner—a performance bond to guaranty performance of the contract and payment bonds to
guaranty payment of the contractors subcontractors and suppliers. These devices are regarded as
financial guaranties of the contractor’s financial ability to construct the project and are not
underwritten in the same manner as insurance. Nevertheless, both insurance and surety bonds can
be implicated in defective workmanship claims that involve a contractor’s default on the
construction contract. When that occurs, another layer of complexity arises, especially in light of
the surety’s right to indemnity from the owners of the bonded construction company and its
corresponding right of equitable subrogation against other parties that may have had an obligation
to pay, including the CGL insurer of the defaulted contractor.

It is the purpose of this presentation and these materials to explore the complexities of the
rights and obligations of the CGL insurer, the builders risk insurer and the performance bond
surety in sorting out, “Who pays first?” in the event of a construction default involving defective
work by the contractor.

First Party Property Coverage: Builders Risk Insurance

Builders risk insurance is a special type of property coverage for insuring construction
projects while they are in progress. Insuring against the property loss exposures in a large
construction project can be complex because of the multiple—and shifting—insurable interests
that are present. The project owner obviously has an insurable interest as the ultimate owner and
perhaps occupant of the building. But until the structure is completed (and paid for), a number of
other involved parties may be property owners in the project as well. The general contractor and
the various subcontractors hired to perform the work usually purchase the building materials and
are paid periodically as the project progresses. As part owners of the insured property (or as
creditors of the owner to the extent that materials and labor are being provided ahead of payment),
these contractors also have an insurable interest. For this reason, all parties to the construction are
named as insureds under a builders risk policy.

A builders risk policy typically covers the structure under construction; materials, fixtures,
supplies, machinery, and equipment to be used in the construction; property of others for which an
insured may be liable; and removal of debris of covered property that is damaged in a covered
loss. Additional types of property for which coverage may be arranged are scaffolding and
temporary structures, office trailers, underground works, sidewalks and other paving,
landscaping, and the value of grading and excavation work. Property is covered while at the
construction site and, usually, also while stored off-premises (but intended for use in the
construction) or in transit. Separate limits of insurance will usually apply to covered property
stored off-premises or in transit; debris removal is often subject to a separate limit as well. Like
other forms of property insurance, builders risk coverage is available either on an all risk or a
named perils basis. All risk coverage, which pays for losses other than those caused by an
excluded peril, is the most widely written alternative.

Builders risk policies are written with a limit of insurance that represents the estimated
completed value of the project. Since the property values at risk in a construction project increase
as the project moves forward and generally do not equal the policy limit until the work is
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completed, two methods of premium calculation have been devised to establish a fair price for
builders risk coverage: the completed value approach and the reporting form approach. With the
completed value form of builders risk coverage, the policy premium is calculated (and paid) at
policy inception, by multiplying the anticipated completed value of the project by a rate that is
typically 50 to 55 percent of the reporting form rate in recognition of the fact that the average
value exposed to loss during the project is approximately one-half of the project’s completed
value. The completed value form is the most common builders risk form.

The alternative to the completed value form of builders risk coverage is a builders risk
reporting form, under which completed values are reported to the insurer at various stages of the
construction (usually monthly) and installment premiums are charged on the basis of the values
actually at risk. Certain disadvantages of this approach—severe penalties for late reporting or
underreporting of completed values—outweigh, in the estimation of most insureds, the obvious
advantage—the cash flow benefits of periodic premium payment. Thus, reporting form builders
risk policies are infrequently written.

Valuation under a builders risk policy presents the same two options available under other
types of property insurance: replacement cost or actual cash value. Even though the property
insured under a builders risk policy is, by definition, brand new and should not be subject to
reduction in value through depreciation, replacement cost coverage is by far the most popular
choice, simple because it is readily available and costs no more than the same amount of actual
cash value coverage.

A. Theoretical Underpinnings of Builders Risk Insurance

The prevailing opinion within the construction industry is that the builders risk policy,
rather than litigation among the contracting parties and subsequent liability insurance claims,
should be the single source of recovery for insured losses to the project itself. For this reason,
there is some justification in the argument that contractual requirement of the broadest possible
builders risk coverage is in the interests of all contracting parties. Standard form construction
contracts such as those drafted by the American Institute of Architects (AIA), particularly ATA
Document A201, “General Conditions of the Contract for Construction,” contain claborate
specifications as to property insurance for a construction project. Those specifications provide a
template for examination of builders risk coverage on a typical commercial construction project.

B. Parties Insured

All contractors and subcontractors, as well as the project owner, should be named as
insureds under the policy. The use of limiting or defining language in this naming of insureds,
such as phrases like “as their interests may appear,” should be avoided. Such language has in
some instances led to successful subrogation against an insured subcontractor after a builders risk
loss was paid. This issue is discussed below.
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C. Waiver of Subrogation

In conjunction with naming all involved contractors and subcontractors as insureds under
the policy, the contract should specify a waiver of subrogation between the owner and contractor
to the extent that damage to the project is covered by insurance. This issue is discussed in the next
section of these materials. The contract should also contain a requirement that the builders risk
policy be endorsed if necessary to effect the waiver of subrogation. Usually no endorsement will
be necessary. Most builders risk policies contain a provision granting permission for the insured
to waive recovery rights against others in writing prior to loss. This permission may be
affirmatively stated or inferred from a provision that prohibits the insured from giving up
recovery rights after loss.

However, some builders risk policies have a subrogation provision that prohibits the
insured from waiving recovery rights against others. Also, some policies that otherwise allow the
insured to waive recovery rights against others in writing prior to loss contain an exception that
forbids the insured from waiving its recovery rights against architects, engineers, and sometimes
also manufacturers or suppliers of equipment or materials used in the project. If the builders risk
policy contains a restrictive subrogation provision, the execution of a construction contract
containing a mutual waiver of subrogation provision might constitute a violation of the policy
conditions, and thus jeopardize loss recovery under the policy.

D. Covered Perils

While named perils builders risk policies are available in the market, all risk coverage
predominates and is called for in AIA A201. All risk insurance addresses more types of loss,
making it less likely that one party will have to resort to litigation against another to have a
property loss paid. The term all risk, while still widely used within the insurance industry, is
seldom seen in current property insurance forms. The word “all” is usually omitted, in hopes of
preventing expansive court interpretations of the coverage provided.

The contract should specifically require full coverage for collapse, including those
resulting from design error. Coverage is usually provided for some very important causes of
collapse—including use of defective material or methods in construction, remodeling, or
renovation—usually named perils policies may need to be endorsed to provide coverage for
collapse from design error. Fortunately, many, if not most, independently filed inland builders
risk coverage forms provide full collapse coverage without any need for endorsement.

If the project is located in an area with an exposure to earthquake or flood loss, strong
consideration should be given to requiring coverage for these perils, and some consideration
should be given to requiring them even when the chance of loss is remote. Although these
coverages are generally available as part of a builders risk policy, they usually must be
specifically requested and added by endorsement. Also these coverages are usually subject to
separate lower limits of insurance (and separate, higher deductibles), so “full” coverage may not
be available.
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E. Faulty Workmanship or Design Exclusions

Most builders risk policies contain an exclusion applicable to losses due to faulty
workmanship or materials. As is the case in CGL coverage, the purpose of this exclusion is to
deny coverage for a contractor’s failure to perform work properly, i.e. the contractor’s business
risks. Nevertheless, many builders risk policies cover the resulting damage to other property,
usually by means of an “ensuing loss” clause. In other words, the exclusion will contain an
exception for resulting damage caused to other property by the faulty workmanship or materials.
It will exclude only the cost to make good the faulty or defective work or materials themselves.
An ensuing loss clause in this context is critical to preserve coverage for a construction contractor.

Where a builders risk policy provides coverage for resulting damage from faulty
workmanship or materials, the costs of repairing or rebuilding that damage will be subject to a
waiver of subrogation applicable to perils covered under the builders risk policy. However, as to
repair of the faulty workmanship or materials themselves, a waiver of subrogation in the
construction contract may not apply since those costs are not covered by builders risk insurance.
In that event, the contractor’s CGL policy may be called upon to respond, subject to its own
exclusions.

Likewise, most builders risk insurance policies contain a design error exclusion but will
provide coverage for resulting physical damage from an otherwise covered cause. Therefore, the
exclusion eliminates coverage only for the cost of correcting the design errors, not the actual
physical damage that results from them.

F. Covered Property

Coverage should be required not only on the structure(s) being constructed, but also on
materials, fixtures, supplies, and machinery and equipment to be used in the construction; on
property to be used in connection with the construction while stored at other locations; and on
property intended for use in the construction while in transit. Coverage for architects’ fees, a
legitimate component of the value of the project to the owner, should also be specifically
mentioned in the insurance requirements.

G. Deductibles

The use of deductibles in builders risk insurance generates considerable controversy
among the contracting parties. Most builders risk insurers insist on minimum deductibles in their
policies. Owners and large general contractors may have the ability to absorb larger deductibles
than small general and trade contractors. Unfortunately, the builders risk deductible applies on a
per-occurrence basis, regardless of which insured under the policy suffers the loss. Responsibility
for deductibles should be defined in the construction contract insurance requirements. The
simplest method of assigning the burden of deductible payments to parties able to bear that
burden is to make the project owner responsible for the payment of deductibles.
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H. Occupancy before Completion

Builders risk policies customarily contain restrictions on occupancy of the insured
building before it is completed. Such restrictions can vary in scope, but all have the potential
effect of voiding coverage if the building is occupied, even partially, without the consent of the
insurer. The construction contract should therefore contain, as a corollary to the builders risk
requirements, an agreement that neither the owner nor the contractor will take any action that
might trigger the occupancy restriction of the builders risk policy, and that both parties will act in
concert to obtain the required permission of the insurer before acting in a way that could be
construed as occupancy of the building.

I. Coverage Termination

Because it insures the interests of so many involved parties, builders risk insurance should
not be terminated in favor of permanent property insurance on the building unless all the
contracting parties agree. Some provision in the contract insurance requirements is therefore
necessary to define when and with what prerequisites the builders risk coverage shall terminate.
The termination point can be defined in a number of ways. Obviously, if all the policy insureds
agree to terminate the coverage, it can be safely terminated without jeopardizing any party’s
interests. At a point of substantial completion at which no party other than the project owner has
any property interest in the project, the owner may choose to transfer coverage to a permanent
property policy without jeopardizing the position of any other contracting party; the builders risk
policy may safely be terminated at that point as well. This last point typically is reached when
final payment has been made according to the provisions of the construction contract.

Many builders risk policies contain a termination of coverage provision. Typically, this
provision states that coverage under the policy will end as soon as any one of several different
events outlined in the provision has occurred. One of the listed events is always cancellation or
expiration of the policy, but the other coverage termination “triggers” vary from policy to policy.
It is important that the builders risk coverage termination point that is identified and defined in the
contract be coordinated with any termination of coverage provision in the builders risk policy.

Convergence of CGL and Builders Risk Insurance: Subrogation

Construction contracts often seek to allocate risks associated with building construction.
A means of addressing the risks by the parties to a construction contract is through “contractual
risk transfer,” the major method in which risks are dealt with on construction projects. The ability
of parties to transfer risk contractually is profoundly affected by legal doctrines and principles,
whether those principles are embodied in statutes or common law. A common law doctrine of
particular importance to the implementation of contractual risk transfer is that of subrogation.
This doctrine allows a party who has paid a loss or debt on the part of another to succeed to the
rights of that other party to pursue recovery from a third party who was responsible for causing
the loss.
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The common law doctrine of subrogation attempts to allocate liability to the party
responsible for the injury or damage. When two or more parties contract with each other,
however, they often desire to allocate risks in a different manner. In such cases, the doctrine of
subrogation may operate so as to controvert their intent. For example, an owner and a contractor
enter into a contract for the construction of a commercial office building. The contract requires
that the owner provide builders risk coverage to insure the project while under construction. The
policy is issued with the owner as the named insured. The contractor subcontracts out the
electrical work and, during the course of construction, a short in an electrical system causes a fire
that severely damages the project. The builders risk insurer adjusts and pays the loss and then files
a lawsuit against the general contractor and the subcontractor, claiming that their negligence
caused the fire. The lawsuit is eventually settled by the contractor’s and subcontractor’s
commercial general liability (CGL) insurers.

When they prepared the contract, the owner and contractor probably intended for the
interests of all the parties (including subcontractors) to be protected under the builders risk policy
in the event of loss to the project, even if the loss was caused by their negligence. This risk
allocation approach is generally considered the most cost-efficient method of handling the risk of
damage to a project under construction because it purportedly avoids the frictional costs of
litigation. Thus, their attempt at allocating the risk of property damage to the project while under
construction to a single property insurer failed.

Specific actions can be taken by contracting parties to avoid having their attempts to
allocate risks circumvented by the doctrine of subrogation. These include contractually waiving
the right to subrogate against specific parties or including those parties as insureds under the
insurance policy. For example, the contracts in the example above could have contained waivers
of subrogation to prevent the builders risk insurer from bringing the suit against the contractor and
the subcontractor. Another method to avoid that result would be to add the contractor and all of
its subcontractors as named insureds to the policy since insurers are generally not allowed to
pursue subrogation against their own insureds.

A. Subrogation Basics

Prior to examining waivers of subrogation, it is helpful to review the general principles of
subrogation itself. Any person insisting upon or giving a waiver of subrogation should first
understand what is being insisted upon or given through the waiver.

Subrogation is a doctrine of equity intended to compel the ultimate payment of a debt by
the one who in justice, equity, and good conscience should pay it. In the introductory example
above, a property insurer that has indemnified its insured is usually subrogated to any rights the
insured may have against the third party that is actually responsible for the loss. The theory
behind this principle is that, absent repayment of the insurer, the insured would be unjustly
enriched by virtue of recovery from both the insurer and the wrongdoer. More frequently, in the
absence of such double recovery by the insured, the third party would emerge free from liability
despite its legal obligation in connection with the loss. The right to subrogation can arise in other
contexts besides insurance, such as when one party pays the debt of another. For example, a
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surety, after paying the debt of its principal, is subrogated to the principal’s rights against any
third parties.

The party whose debt has been paid or satisfied is referred to as the “subrogor.” For
purposes of this discussion, the subrogor is usually the insured who has been paid by the insurer.
The party that has satisfied the subrogor’s debt and that succeeds to the subrogor’s rights against a
third party responsible for the loss is referred to as the “subrogee.” For our purposes, the subrogee
is usually the insurer.

The elements necessary to trigger the right of subrogation are summarized as follows:

. The subrogee that is claiming subrogation rights has first paid the obligation of the
subrogor.
. The payment has been made by a subrogee that is directly interested in the

discharge of the subrogor’s obligation. In other words, the subrogee has not acted
as a volunteer in paying the obligation.

. The subrogee claiming the subrogation rights is secondarily — that is, not
primarily—Iliable for the obligation.

. The subrogor will not suffer injustice if subrogation is allowed.
D. Malecki, “Subrogation: To Waive or Not to Waive,” Malecki on Insurance, October 1994.

The insured-insurer relationship fits nicely into these elements in that the insurer pays the
loss as a party directly interested in the discharge of the obligation by virtue of its obligations to
the insured undertaken in the policy. Moreover, it is the insured who is primarily liable for the
obligation. For example, it is the insured’s legal obligation to pay damages to another that is
covered under the insuring agreement of a commercial general liability policy, and the insurer
does not owe coverage unless this legal obligation arises.

B. General Principles of Waivers of Subrogation

With only a couple of exceptions, an insurer has an absolute legal right to pursue
recoupment of a loss it has paid through subrogation. One of the major ways a party can avoid
subrogation by an insurer is by including a waiver of subrogation in a contract. Just as the insurer
has the legal right to pursue subrogation, so too does a party to a commercial transaction have the
right to structure it in order to prevent a specific insurer from subrogating against another of the
parties.

Technically, subrogation itself is not waived. Rather, one or both parties to the contract
waive their rights to recover from the other for any damages arising out of the contract and
covered by insurance. Since one party’s right to recover from another party has been waived, the
first-party insurer’s right to subrogate against that other party has also been waived, even where
the insurer pays the loss. Therefore, the actual “waiver of subrogation” is found in the
construction contract in connection with which the waiver is sought.
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A waiver of subrogation allows the parties to allocate the risk of damage to the work
during construction to a third party insurer with the reasonable certainty that payment for the loss
will stay with the builders risk carrier, and not be passed on to contractors on the project. In
theory, the raft of litigation and finger pointing which accompanies most serious construction
losses is avoided. The builders risk insurer is prevented from subrogating against the party that
caused the loss, even if that part was negligent.

The “waiver of subrogation” actually involves two separate provisions, one in the contract
and one in the insurance policy. Issues can develop as to the intended scope of either provision.
For example, a question can arise as to the scope of the waiver of the right of recovery provided to
the other party in the contract. In addition, disputes sometimes occur regarding whether the
insurer has actually consented to the waiver. In that connection, virtually all insurance policies
provide that the insured shall do nothing to prejudice the insurer’s right of recovery from other
parties, i.e., its right of subrogation, after a loss. Such provisions raise the question as to whether,
in prohibiting a waiver of the right of recovery after a loss, they by implication permit such a
waiver prior to a loss.

Where the insured actually waives its right of recovery post-loss, and the subrogee is
therefore not entitled to maintain its subrogation rights against the wrongdoer, the subrogee may
be entitled to pursue a claim against its insured for breach of contract where the policy prohibits
post-loss waivers or where it prohibits the insured from settling a claim without the knowledge
and consent of the insurer. Nevertheless, such an action by the insurer against its insured is
seldom brought, largely due to business realities that prevent an insurer from suing its own
insured. However, such an action may be filed in the case of fraud or collusion between the
insured and the third-party wrongdoer.

There is, of course, a possibility that an insurer will argue that the proscription of post-loss
waivers does not imply that the insured can provide a pre-loss waiver of recovery rights following
payment of a large claim or one that resulted from a blatant error on the part of the party against
whom recovery was waived. Such a dispute can be avoided by attaching a waiver of subrogation
endorsement to the policy. Standard waiver of subrogation endorsements exist for use with most
standard insurance forms. This problem may be particularly troublesome where the policy is not
on a standard form, particularly builders risk forms. There, a careful reading of the subrogation
provision must be undertaken, and a separate endorsement allowing pre-loss waiver of
subrogation should be added to the policy, if necessary.

Since builders risk policies are written on a great variety of forms, it is especially critical
for an insured to determine whether the policy prohibits the insured from waiving recovery rights
against another. If the policy does prohibit such waivers and the contractor enters into a typical
construction contract containing a mutual waiver of subrogation provision, the contractor may
have violated policy conditions and voided the coverage. This is particularly true in the case of
waivers of recovery against architects and engineers. In the case of design professionals, builders
risk insurers are hesitant to allow waivers of recovery since design errors often cause other
covered losses under the policy. In addition, since many insurers draft their own forms, they may
contain similar prohibitions of waivers of subrogation against all parties, unless prior permission
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from the carrier is obtained. Waivers of subrogation should be entered into by an owner or a
contractor only after permission is obtained from the builders risk insurer in these instances.

Regardless of the policy form, it cannot be stressed too strongly that an insured should
first consult the policy conditions as to the terms of the subrogation clause. Even though pre-loss
subrogation appears to be allowed by the most common policy forms and the courts interpreting
them, where there is any uncertainty as to whether the insurer will question pre-loss waiver of
recovery, it is obviously prudent to seek a clarifying endorsement. This, of course, if especially
important where the policy form strictly prohibits all waiver of recovery against third parties,
whether pre- or post- loss.

C. Standard Form Waiver of Subrogation Provisions

The most frequently used waiver of subrogation provision in construction is found in AIA
Document A201, the General Conditions of the Contract for Construction, 1997. The text of that
waiver is shown as follows:

11.4.7 Waivers of Subrogation. The Owner and Contractor waive all rights
against (1) each other and any of their subcontractors, sub-subcontractors, agents
and employees, each of the other, and (2) the Architect, Architect’s consultants,
separate contractors described in Article 6, if any, and any of their subcontractors,
sub-subcontractors, agents and employees, for damages caused by fire or other
causes of loss to the extent covered by property insurance obtained pursuant to this
Paragraph 11.4 or other property insurance applicable to the Work, except such
rights as they have to proceeds of such insurance held by the Owner as fiduciary.
The Owner or Contractor, as appropriate, shall require of the Architect, Architect’s
consultants, separate contractors described in Article 6, if any, and the
subcontractors, sub-subcontractors, agents and employees of any of them, by
appropriate agreements, written where legally required for validity, similar waivers
each in favor of other parties enumerated herein. The policy shall provide such
waivers of subrogation by endorsement or otherwise. A waiver of subrogation
shall be effective as to a person or entity even though that person or entity would
otherwise have a duty of indemnification, contractual or otherwise, did not pay the
insurance premium directly or indirectly, and whether or not the person or entity
had an insurable interest in the property damaged.

Paragraph 11.4.7 of the 1997 edition of A201 virtually mirrors the waiver of subrogation
provision found at Paragraph 11.3.7 of the 1987 edition of A201. Because that edition is still used
in many construction contracts, and the principles discussed in these materials apply with equal
force to both, unless otherwise noted.

D. General Intent

The intent behind the ATA waiver of subrogation provision is that it be very broad. In the
AlIA’s guide for use of A201, the Architect’s Handbook of Professional Practice, 12th edition, the
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AIA states that, “The waiver of subrogation is intended to be as broad as possible.” Construction
industry commentators agree. In Justin Sweet, Sweet on Construction Industry Contracts: Major
AIA Documents, 2"¢ Edition (1992), the author states that, “The AIA has made a strenuous effort
to bar subrogation claims by having participants waive any claims they may have against other
participants.” The author goes on to state that “The AIA would like the outcome so clear that the
party seeking protection from such a claim can receive a summary judgment in its favor.”

The broad scope of the AIA waiver of subrogation is generally upheld and enforced. In
Temple Eastex, Inc. v. Old Orchard Creek Partners, Ltd., 848 S.W.2d 724 (Tex.App.—Dallas
1992, writ denied), the court enforced a waiver of subrogation in favor of a subcontractor. In that
case, the owner of an apartment complex which was destroyed by fire brought suit against the
manufacturer of the fiber board which caught fire and the subcontractor hired to install plumbing
fixtures, Red Gillard. In turn, Red Gillard third-partied in the company it hired to perform the
plumbing work, and the manufacturer, in typical circular fashion, third-partied in the general
contractor, Greener & Sumner. Finally, Greener & Sumner filed a cross-claim against Red
Gillard. Red Gillard raised the waiver of subrogation provision contained in the contract, 1976
edition of AIA Document, which included A201 in response to the cross-claim filed by Greener &
Sumner, the general contractor. That waiver is substantially identical to the 1987 edition set out
above. The Temple Eastex provision stated that the owner and contractor “waive all rights against
(1) each other and the Subcontractors, Sub-Subcontractors, agents and employees each of the
other . . . for damages caused by fire or other perils to the extent covered by insurance obtained
pursuant to this Paragraph 11.3 or any other property insurance applicable to the Work . . . .”

In rejecting the argument that the waiver did not apply to subrogation rights of Red Gillard
and Greener & Sumner, the court stated as follows:

The inclusion of the word ‘sub-subcontractor’ in the waiver clause indicates that a
considerable depth of parties was contemplated and that the waiver was not meant
to be limited only to those who contracted directly with the prime contractor.
Crow-Williams, I v. Federal Pac. Elec. Co., 683 S.W.2d 523, 524 (Tex.App.—
Dallas 1984, no writ). The language, ‘The Owner and Contractor waive all rights
against each other and the Sub-contractors, Sub-Subcontractors, agents and
employees each of the other ...” in section 11.3.6 of the contract reveals Old
Orchard’s [the owner’s] and Greener & Sumner’s [the general contractor’s] intent
that the waiver provision extend to subcontractors. Therefore, Red Gillard, as a
subcontractor, is entitled to benefit from the waiver provision. Because Red
Gillard is benefited by the waiver provision, Red Gillard is a third-party
beneficiary of the construction contract. As a third-party beneficiary, Red Gillard
is entitled to rely upon and enforce all of the contract’s provisions.

The Temple Eastex court stated its rationale in broadly reading the waiver and in enforcing
it in favor of a subcontractor as follows:

Section 11.3.6 of the contract operates as a waiver as to all rights of the owner and
contractor against the subcontractors for damages caused by fire or other perils to
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the extent that such damages are covered by insurance obtained pursuant to section
11.3.1. Sectionl1.3.1 places an affirmative duty upon the owner to procure
property insurance that covers the interests of the owner, the contractor and the
subcontractors. [Citation omitted.] The policy underlying these clauses is to avoid
disruption and disputes among the parties to the project. The need for lawsuits
between the parties is eliminated because all contracting parties are protected from
property loss under the owner’s property insurance.

Other courts agree with the broad analysis of Temple Eastex. See, Crow-Williams, I v.
Federal Pac. Elec. Co., 683 S.W.2d 523, 524 (Tex.App.—Dallas 1984, no writ) (broadly reading
waiver of subrogation in favor of subcontractors to include materialmen); USF&G v. Farrar'’s
Plumbing & Heating Co., 762 P.2d 641 (Ariz.App. 1988) (waiver of subrogation applied in favor
of subcontractors, avoiding disruption and disputes among the parties to a construction project
and eliminating the need for lawsuits); Commercial Union Ins. Co. v. Bituminous Cas. Corp., 851
F.2d 98 (3rd Cir. 1988) (the policy underlying AIA waiver of subrogation is avoidance of disputes
and this policy is best effectuated by interpreting the clause to effectively abrogate any
subrogation rights of the insurer against a subcontractor); Richmond Steel, Inc. v. Legal & Gen.
Assurance Soc’y, Ltd., 821 F.Supp. 793 (D. Puerto Rico 1993) (general contractor denied
subrogation against negligent subcontractor after paying claim arising out of steel collapse during
construction based upon waiver providing that the contractor and subcontractor waived all rights
against each other “for damages caused by fire or other perils to the extent covered by property
insurance provided under the Prime Contract or other property insurance applicable to the
Work™).

E. Parties Protected by Waiver

During the course of the construction, numerous parties often have varying degrees of
property interests in property destined to become part of the completed project. Consequently,
parties to construction contracts sometimes conclude that the most efficient way to insure such
property is under a single policy, such as a builders risk policy. Since coverage is on a first party
basis, which means it applies without regard to who was responsible for the loss, this approach,
theoretically, minimizes delays in disruptions in the construction process.

Most construction documents go to great lengths to ensure that the builders risk insurer
will have no legal recourse against any of these parties, including the owner, the general
contractor, and subcontractors of any tier, for damage to covered property. Nevertheless, insurers
sometimes attempt to subrogate against one of these insureds. For example, in Industrial Risk
Insurers v. Garlock Equipment Co., 576 S.W.2d 652 (Ala. 1991), the plaintiff builders risk insurer,
IRI, issued a policy to the owner of a shopping mall and office tower project. During construction,
a fire destroyed the roof of the office tower and caused extensive damage to the top two floors of
the tower. After paying $414,000 to the owner under the builders risk policy, IRI sued the roofing
subcontractor and the manufacturer of an allegedly defective tar kettle that caused the fire.

In defense of the claim against it, the subcontractor relied upon the 1976 edition of
Paragraph 11.3.6 of Document A201, which was substantially identical to the 1997 version
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quoted above. That clause stated that the owner and contractor “will waive all rights against (1)
each other and the Subcontractors, Sub-Subcontractors, agents and employees of each of the
other....” The subcontract contained an incorporation by reference provision which incorporated
the General Conditions of the general contract. In holding that IRI was not entitled to subrogate
against the subcontractor, the court observed that (1) the purpose of a waiver of subrogation
clause is to require one party to the contract to provide property insurance for all of the parties,
and (2) a waiver of subrogation clause prevents disruption and disputes among parties, which
eliminates lengthy lawsuits because they are protected from property damage losses by the
builders risk policy. The court also stated a waiver of subrogation clause shifts the risk of loss to
the insurance company regardless of which party is at fault.

In light of these principles, the court held that the parties to the contract intended to
allocate property loss to IRI and to limit the recourse of the owner solely to the insurance
proceeds from IRI so that it was not allowed to subrogate against the subcontractor. However,
such was not the case as to Garlock, the manufacturer of the defective tar kettle. Garlock was not
a named insured on the builders risk policy, nor was it a subcontractor, sub-subcontractor,
materialman, agent, or employee of the named insureds. It is curious that the court included the
term “materialman” in listing the protected parties, even though Paragraph 11.3.6 does not contain
a materialman or a supplier within the list of protected parties. Neither do the subsequent editions
of the AIA general conditions. Thus, Garlock was not protected by the waiver of subrogation in
the general contract, and IRI was entitled to seek recovery from the manufacturer as the owner’s
subrogee.

Similar issues were addressed by the court in Aetna Casualty & Surety Co. v. Canam Steel
Corporation, 794 P.2d 1077 (Colo.App. 1990). In that case, a builders risk insurer, as subrogee of
the owner, filed suit against a joist supplier as a result of the collapse of a new addition to a
church’s roof during construction. The general contract appears to have been on the 1976 AIA
form and included the standard waiver of subrogation provision that expressly included
subcontractors within the terms of the waiver but made no mention of suppliers or materialmen.
The joist supplier claimed to be a subcontractor on the project, but the court reviewed the
definition of subcontractor contained in the General Conditions that defined the term as “a person
or entity who has a direct contract with the Contractor to perform any of the Work at the site.” The
term “the Work” was defined “to include all materials and equipment incorporated or to be
incorporated in such construction.” While the joist supplier had a direct contract with the general
contractor, that contract did not require it to perform any of the work at the site. Therefore, the
supplier, as a matter of law, was not a subcontractor under the general contract and could not be
afforded the benefit of the owner’s waiver of rights against subcontractors.

A similar case addressing the persons covered under a waiver of subrogation is Crow-
Williams, 1. v. Federal Pacific Electric Co., 683 S.W.2d 523 (Tex.App.—Dallas 1984, no writ). In
that case, a builders risk policy was issued to the owner on a construction project. The policy
included a waiver of subrogation by the insurer against the general contractor, “its subcontractors
and sub-subcontractors.” Federal Pacific, a supplier, supplied the bus duct system to Fisk Electric
Co., a subcontractor of the general contractor. During the construction of the building, a fire was
allegedly caused by a defective electrical bus duct manufactured by Federal Pacific. After paying
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the loss, the builders risk insurer filed a products liability suit against Federal Pacific in order to
recover the amount paid under the builders risk policy. The insurer contended that since a
materialman (supplier) was not a subcontractor under Texas mechanics lien law, likewise, a
supplier was not a subcontractor under the terms of the waiver contained in the construction
contract.

The court rejected this line of argument, finding fault with the assumption that the two
words “subcontractor” and “materialman” were mutually exclusive. The court continued that in
the construction industry, performance requires the furnishing of both labor and materials. The
court could see no reason to make a distinction between a labor contract and a material contract.
Therefore, the insurer was disallowed further pursuit of its subrogation suit against the electrical
supplier due to ambiguity in the waiver provision. This case illustrates the impact that an
unintended waiver can have on an insurer’s subrogation rights. The inclusion of unintended
parties in the scope of the waiver obviously was not considered in underwriting the policy and
setting the premium.

A variation on the same theme is found in Lumbermens Mutual Casualty Co. v. Carter,
934 S.W.2d 912 (Tex.App. — Beaumont 1996, no writ). In that case, the employee of Biskamp
Electric Company, the insured, was injured while working pursuant to a contract between
Biskamp and Temple-Inland Forest Products Corporation. The employee filed a third-party action
against Temple-Inland Forest Products Corporation, and Biskamp’s workers compensation
insurer sought to assert a subrogation interest in third-party recovery. At the same time, a waiver
of subrogation endorsement attached to the workers compensation policy included specific
waivers as to Temple-Inland and Temple Assoc., Inc. The record reflected that there was no
corporation in Texas named Temple-Inland, but that there was a Temple-Inland, Inc., a Temple
Associates, Inc., and a Temple-Inland Forest Products Corporation. However, there was testimony
that “Temple-Inland” was the standard way to refer to Temple-Inland Forest Products Corporation
and that Biskamp’s contract was with Temple-Inland Forest Products Corporation only. That
contract required the waiver of subrogation provision that gave rise to the disputed endorsement
on the workers compensation policy. The court held that there was “some evidence” in the record
to support the position that the waiver of subrogation prevented the insurer from making any type
of subrogation against the employee’s recovery. Moreover, the court applied rules of contract
construction and stated that where two constructions of policy language are possible, the
construction rendering the policy “possible of performance will be applied over one which
renders the performance impossible or meaningless.” Moreover, it construed the policy against
the insurer, the party that drafted the endorsement. Finally, the court pointed to the fact that the
insurer had sent a certificate of insurance setting out the waiver of subrogation to Temple-Inland
Forest Products Corporation. The court refused to allow the insurer to renege on a contractual
obligation that, based on the facts surrounding the issuance of the waiver of subrogation, was
obviously intended to apply to the insured’s contract with Temple-Inland Forest Products
Corporation.

Willis Realty Associates v. Cimino Construction Co., 623 A.2d 1287 (Me. 1993), involved
the scope of protection provided to the general contractor under the 1976 edition of the A201
waiver of subrogation provision. In that case, the owner of a building, Willis Realty, entered into a
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contract with Cimino to construct an addition to a commercial building. That commercial building
was leased to Maine Printing, a related entity to Willis Realty. Under the contract, the parties
agreed that Cimino would provide the builders risk coverage, but that coverage was not procured
by Cimino until November 1, 1986. In October 1986, prior to the effective date of the builders
risk coverage, Cimino caused a collapse of the rear wall of the existing building while performing
excavation at the job site. Royal Globe, the property insurer for Willis Realty and Maine Printing,
paid the loss and sought subrogation against Cimino. In defense, Cimino claimed that it was
immune from suit since the waiver of subrogation in A201 applied to insurance obtained pursuant
to the contract as well as any other property insurance applicable to the work. The court
concluded that the back wall of the existing building to which the addition was to be attached was
a part of the work under the contract and was within the scope of Paragraph 11.3.6, the waiver of
subrogation provision. Thus, subrogation had been waived by Willis Realty under the contract.
However, the court also concluded that Maine Printing had not waived subrogation against
Cimino since Maine Printing as the tenant of the building was not a party to the construction
contract with Cimino.

In a further effort to obtain the protection of the waiver, Cimino claimed that it was “an
implied co-insured” under the Royal Globe property insurance policy. This argument was based
on an endorsement to the Royal Globe policy extending the property insurance to cover additions
and alterations to the existing building. The court disagreed, holding that the endorsement
allowed only the named insureds to undertake renovation or remodeling without invalidating their
existing property coverage, and did not make Cimino a coinsured.

In addition to the cases that specifically address the parties insured under AIA Document
A201, the following cases also provide examples of the problems that frequently arise as to the
designation of insureds under builders risk policies. In McBroome-Bennett Plumbing, Inc. v. Villa
France, Inc., 515 S.W.2d 32 (Tex.Civ.App. — Dallas, 1974, writ ref’d n.r.e.), the court upheld the
right of a builders risk insurer, having paid a property loss to the contractor, to subrogate against
the negligent subcontractor who had caused the loss. However, the court specifically found that
the subcontractor was not named as an insured under the builders risk policy, which allowed the
insurer to pursue recovery from it.

A case giving effect to the letter of the intent of the parties to the project is 7,700 Lincoln
Limited v. Denver Marble & Tile Company, Inc., 741 P.2d 1270 (Colo.App. 1987). In that case,
the owner contracted with J.A. Jones to build an office tower. Continental Marble and Granite
Company was awarded the subcontract to install the granite facade, and certain of that work was
subcontracted to Denver Marble & Tile. The contract between the owner and Jones required Jones
and each subcontractor on the project to obtain commercial general liability (CGL) coverage. As
required by the contract, Denver Marble added the owner as an additional insured to its CGL
policy. The owner procured the builders risk coverage for the project. During construction, high
winds caused a scaffold used by Denver Marble to break loose, resulting in extensive damage to
the building. Northbrook, the builders risk insurer, paid the loss and then filed a subrogation
action against Denver Marble in the name of the owner, claiming that the accident was caused by
the negligence of Denver Marble employees. In addition to paying the owner’s claim, Northbrook
also paid as a first-party claim Denver Marble’s losses, but it did not seek subrogation for that
amount.
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At trial, the parties stipulated that Northbrook intended to provide coverage for Denver
Marble under the builders risk policy by an endorsement that added the general contractor as an
insured in its capacity “as General Contractor and Agent for its subcontractors and the
Subcontractors as their interests may appear.” In support of its claim for subrogation, Northbrook
argued that the intent of the parties was that the builders risk policy of the owner would provide
coverage only in excess of that provided by the CGL policies of each subcontractor. However, the
other insurance clause in Denver Marble’s CGL policy stated that its coverage would be excess
over any property insurance available to it, such as builders risk coverage. The court further
observed that since the owner was also insured under Denver Marble’s liability policy, the care,
custody, or control exclusion applied, specifically excluding the damage to the building.
Therefore, the builders risk policy was the only applicable policy to cover the losses incurred.

In short, the court held that Northbrook, as the owner’s insurer, could not subrogate
against another of its insureds, a subcontractor. It reviewed recent case law and determined that
not “since 1976" had such an issue been resolved in favor of a builders risk insurer against a
negligent subcontractor. It concluded that in view of the conflict of interest that would exist if an
insurer were allowed to recover from one of its insureds, together with the increased burden on
subcontractors to require them to procure additional liability insurance coverage, the court would
align itself with the rule of the majority of cases. It held that a builders risk insurer cannot
subrogate against a negligent subcontractor that is also insured on the policy.

Under similar circumstances, the following courts also barred subrogation by builders risk
insurers.

. Eslon Thermoplastics v. Dynamic Systems, Inc., 49 S.W. 3d 891 (Tex.App.-Austin 2001).
The court rejected the insurer's argument that the installation of the waterline to a semi-
conductor wafer processor did not constitute part of the "work" under the subcontract.
The court's rejection was based upon the definition of the work which included
"equipment incorporated or to be incorporated in the construction, that is, the semi-
conductor wafer processor."

. Albany Insurance Co. v. United Alarm Services, Inc., 194 F.Supp. 2d 87 (D.Conn. 2002).
The court upheld the waiver of subrogation barring the right to recover any damage
arising from “hazards covered by insurance,” relating to the claim for water damage after
a sprinkler system malfunctioned. The court rejected the insurer's argument that the
waiver extended only to tort claims, and not breach of contract claims.

. Behr v. Hook, 173 Vt. 122, 787 A2d 499 (2001). In this case, the court enforced a
standard AIA waiver of subrogation provision as to extra work added to the contract.
Subparagraph 11.3.1 required the owner to obtain property insurance “in the amount of the
initial Contract Sum as well as subsequent modifications thereto for the entire Work.”

. St. Paul Fire & Marine Insurance Co. v. Murray Plumbing & Heating Corp., 65
Cal.App.3d 66, 135 Cal.Rptr.120 (1976). The court found the insurer’s argument that by
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paying the loss, the insurer succeeded to the contractor’s right to indemnity from the
negligent subcontractor unpersuasive in light of the fact that the subcontractor was also
insured under the same builders risk policy. Thus, the insurer was prevented from
subrogating against the subcontractor.

. Dyson & Co. v. Flood Engineers, 522 S.2d 756 (Fla.App. 1988). An engineering and
architectural firm had an insurable interest in a sewer project within the meaning of the
contractual requirement that the contractor obtain builders risk insurance covering
various parties, including the engineer “as their interests may appear.” Thus, a builders
risk insurer was prevented from subrogating against the engineer for property damage
arising out of a fire.

. Baugh-Belarde Construction Co. v. College Utilities Corp., 561 P.2d 1211 (Alaska
1977). The phrase “as their interests may appear” in a builders risk policy extended to
property damage caused by a subcontractor’s work to other property and not solely to the
subcontractor’s own property. The builders risk policy was held to cover losses caused by
negligence of any insured, and the insurer was prevented from subrogating against that
insured.

. State v. Siplast, Inc., 877 P.2d 38 (N.M. 1994). A supplier of roofing materials that
supervised and instructed the contractor as to their proper installation was insured under a
builders risk policy covering “contractors,” subcontractors’ and sub-subcontractors’
interests in property in the course of construction....” The contract defined the term
“subcontractor” as “a person or entity who has a direct contract with the Contractor to
perform any of the work at the site.” The supplier was more than a mere materialman and
was a subcontractor since it agreed to provide specifications, instructions, and
recommendations for the use of products and conducted numerous job site visits.
Therefore, the insurer was prevented from subrogating against the supplier as a coinsured
under the policy.

However, provisions setting out the insureds under a builders risk policy are not always
interpreted in favor of a subcontractor or even a general contractor. For example, in Travelers
Insurance Companies v. Dickey, 799 P.2d 625 (Okla. 1990), rain damaged the interior of a
building upon which a roofing contractor was working. After paying the loss, Travelers sought to
subrogate against the roofer based on the roofer’s alleged negligence. The policy somewhat
inartfully stated: “Contractors’ interest in property covered to the extent of the insurer’s liability
imposed by law or assumed by written contract.” The court held that the requirement in the
contract that the owner purchase insurance did not make the contractor a coinsured under the
policy, neither did the policy which referred to the “contractors’ interest” being covered. Instead,
the policy covered the owner only for loss to the covered premises in which the contractor had an
interest in case of damage to any of the completed work for which it had not yet been paid or to
any of the contractor’s tools or equipment. Only to that extent would the roofer be protected by
the policy’s coverage as a third-party beneficiary. As such, the insurer was allowed to subrogate
against the contractor.
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Another case restricting the scope of protected parties under a waiver of subrogation is
Western Washington Corp. of Seventh-Day Adventists v. Ferrellgas, Inc., 102 Wash.App. 488, 7
P.3d 861 (2000). In that case, the church brought an action against the heating subcontractor and
Ferrellgas, the propane supplier, for fire damage to its partially constructed building caused by the
alleged negligence of the HVAC subcontractor and the propane supplier. In a fairly standard
analysis, the court concluded that the subcontract between the general and the HVAC
subcontractor incorporated the standard subrogation provision contained in ATA Document A201,
so that the church had waived such subrogation against the HVAC subcontractor.

Such was not the case, however, as to Ferrellgas, the propane supplier who also had an
agreement with the general contractor to supply a 500-gallon tank, construction heater and
miscellaneous equipment. The agreement was apparently in the form of a purchase order, and
two invoices. Although the purchase order stated that there were additional terms on the back of
it, they apparently were not supplied to the general contractor. The long and the short of it was
that the waiver of subrogation provision in AIA Document A201 was not incorporated into the
purchase order agreement between the general contractor and Ferrellgas.

Nevertheless, the court concluded that the temporary storage tank, construction heater and
other equipment provided by Ferrellgas were insured under the church's builders risk policy since
they were not covered by any other insurance. This rendered Ferrellgas a co-insured under the
policy. However, the court held its status as a co-insured as to the equipment it supplied did not
render it immune from subrogation for the damage caused to the entire project, relying upon
Public Employees Mutual Insurance Co. v. Sellen Construction Co., Inc., 48 Wash.App. 792, 740
P.2d 913 (1987), discussed later in this section in connection with the scope of the property
subject to a waiver of subrogation.

F. Time Period of Waiver

An issue that sometimes arises is the length of time in which the waiver of subrogation is
intended to remain effective. Usually, the waiver may be keyed to the property insurance, usually
builders risk insurance, obtained by the owner or the contractor to provide property insurance
coverage for the work while the project is under construction. Nevertheless, many waivers of
subrogation, including those contained in standard contract forms, appear to extend the waiver
beyond the builders risk coverage, even to the owner's permanent property insurance coverage
purchased after completion and occupancy of the project. In that connection, recall that the
waiver of subrogation provision in Paragraph 11.4.7 of AIA Document A201 states that the owner
and contractor waive all rights against each other, as well as other participants on the project ". . .
to the extent covered by property insurance obtained pursuant to this Paragraph 11.4 or other
property insurance applicable to the Work . . . ." The waiver of subrogation provision in the 1987
edition of A201, contained in Paragraph 11.3.7 of that form, is substantially identical. As
previously discussed, the reference to "property insurance obtained pursuant to this Paragraph
11.4.11 refers primarily to builders risk insurance in force during construction of the project (or
perhaps the owner's existing property insurance), but the reference to "other property insurance
applicable to the Work" appears to have no temporal limitation. In other words, even though the
project is completed and occupied, it still constitutes the "Work" or, so that subrogation is waived
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as to any property insuring the "Work, even after completion." In other words, this waiver of
subrogation can be read to apply to the owner's permanent property insurance insuring the
building.

This intent is supported by Subparagraph 11.4.5 of AIA Document A201. That
subparagraph refers to property insurance for property adjacent to the site, or for the completed
project. In either instance, Subparagraph 11.4.5 provides for a waiver of subrogation "in
accordance with the general waiver of subrogation contained in Subparagraph 11.4.7." A similar
provision is found in Subparagraph 11.3.5 of the 1987 edition of A201. Subparagraph 11.4.5

provides as follows:

11.4.5 If during the Project construction period the Owner insures properties, real
or personal or both, at or adjacent to the site by property insurance under policies
separate from those insuring the Project, or if after final payment property
insurance is to be provided on the completed project through a policy or policies
other than those insuring the Project during the construction period, the Owner
shall waive all rights in accordance with the terms of Subparagraph 11.4.7 for
damages caused by fire or other causes of loss covered by this separate property
insurance. All separate policies shall provide this waiver of subrogation by
endorsement or otherwise.

Courts that have considered these provisions have enforced the waiver, denying
subrogation by the owner's permanent property insurer in claims involving damage to the
completed project. For example, in Colonial Properties Realty Limited Partnership v. Lowder
Construction Company, Inc., 567 S.E.2d 389 (Ga.App. 2002), the property owner’s insurer
brought a subrogation action against the contractor after fire damaged an apartment building on
which the contractor had worked. In response, the contractor raised the waiver of subrogation
provisions contained in AIA Document A201, Subparagraphs 11.3.7 and 11.3.5. The court
specifically held that the waiver applied to property insurance obtained by the owner after
completion of the project, placing primary emphasis on Subparagraph 11.3.5 which waives
subrogation, since, after final payment, property insurance was provided on the completed
project through a policy other than the one insuring it during the construction period. The court
also pointed to the definition of the “Work™ in Subparagraph 11.1.3, which defined the term to
include the construction or services required by the contract documents, “whether completed or
partially completed.” The importance of the definition of the "Work" as set out in AIA Document
A201 is more fully discussed below in connection with the discussion of the property subject to
the waiver of subrogation.

A similar case relied upon by the court in Colonial Properties v. Lowder was Town of
Silverton v. Phoenix Heat Source System, Inc., 948 P.2d 9 (Colo.App. 1997). There the owner
sued the roofing contractor and its subcontractors, alleging that a fire that damaged the town hall
one and one half years after a new roof was installed was caused by a defective snow-melting
device installed on the roof. In addressing the temporal scope of the waiver of subrogation
contained in Paragraph 11.3.7 of the 1987 edition of AIA document A201, the court stated that it
extended beyond completion of the project since Paragraph 11.3.7, coupled with Paragraph
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11.3.5, indicated that subrogation was waived as to property insurance maintained by the owner
subsequent to completion. It rejected the owner’s contention that the waiver of subrogation
applied only to builders risk coverage and did not apply to insurance obtained subsequent to final
payment.

A more elaborate analysis to reach the same result is found in Blue Cross of Southwestern
Virginia v. McDevitt & Street Co., 360 S.E.2d 825 (Va. 1987). In that case, Blue Cross entered into
a contract with McDevitt & Street to construct its corporate headquarters. The contract included
the 1976 edition of AIA A201, including the waiver of subrogation provision. The building was
substantially complete on September 2, 1981, and was occupied beginning September 7, 1981.
On January 11, 1982, water in a pipe in the sprinkler system froze and the pipe burst. The parties
stipulated that at the time of the loss, A[tlhe “Work’ to be performed ... had been substantially,
although not fully, completed at the time of the freezing and bursting.

The project was insured under two policies. The first, containing a builders risk
endorsement, was in effect from December 1, 1979, to October 1, 1981. Coverage on the
subsequent policy began October 1, 1981, and was in effect on the date of the loss. The insurer
paid Blue Cross for the damage out of the latter policy. The City of Roanoke issued its final
certificate of occupancy dated February 10, 1982. The application for final payment was dated
March 17, 1983, for the period from February 28, 1983, to March 17, 1983, and actual final
payment was made by check dated April 8, 1983. This lawsuit arose out of the attempt by Blue
Cross’s property insurer to pursue subrogation against McDevitt & Street for the amount it paid
for the damage due to the frozen pipe.

On appeal, the owner contended that the waiver of subrogation applied only during
construction, and that the loss at issue occurred after substantial completion and therefore not
during construction. The owner further argued that the risk of casualty damage was on the
contractor until the date of substantial completion, at which time the risk shifted to the owner. The
contractor then had no insurable interest in the project and, consequently, the only claim
contemplated by the waiver provision was a claim covered by builders risk insurance.

The court rejected this argument, finding that both the contractor and the architect had
insurable interests subject to the property insurance in effect on the date of the loss. The Virginia
Insurance Code defined the term “insurable interest” as any lawful and substantial economic
interest in the safety or preservation of the subject of the insurance free from loss, destruction, or
pecuniary damage. Although the building was substantially complete and occupied, until final
payment was made, the property constituted inchoate security for the payment of the contract
balance due the contractor for performance of the entire work. In addition, the court rejected the
owner’s view that the only claim contemplated by the waiver provisions was a claim covered by
builders risk insurance. The court found no mention of that term in the contract and, to the
contrary, Paragraph 11.3.1 of the General Conditions required the owner to purchase and maintain
property insurance on the entire work, insuring the interest of all parties and the work against all
risks. In addition, the waiver clause in Paragraph 11.3.6 applied not only to claims covered by
insurance obtained pursuant to that paragraph, but also to claims covered by any other property
insurance applicable to the work. The term “the Work” was defined in the General Conditions as
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“the completed construction required by the Contract Documents [including] all labor necessary
to produce such construction, and all materials and equipment incorporated or to be incorporated
in such construction.” Thus, the substantially completed building was still part of the work as
defined in the contract.

Based on these cases, the contractor may be entitled to the protection of the waiver of
subrogation beyond final payment. As the Blue Cross v. McDevitt & Street and Town of Silverton
courts indicated, this “extended life” of the waiver is due to the definition of “the work” included
in the AIA General Conditions. The AIA waiver extends not only to the builders risk policy but
to any other property insurance applicable to the work that would take effect subsequent to
completion under Subparagraph 11.4.5. Should the parties desire to shorten the length of the
waiver of subrogation to substantial completion, occupancy, etc., the provisions in the AIA
General Conditions may need to be modified.

A somewhat similar issue was addressed by the court in General Electric Co. v. Zurich-
American Ins. Co., 952 F.Supp. 18 (D.Me. 1996), where a subrogation action was brought by the
builders risk insurer against GE in connection with a steam turbine it supplied for incorporation
into a wood-fired electric generating plant. The purchase contract provided that GE would bear
the risk of loss on the turbine until its installation. The turbine subsequently caused a fire, and the
property insurer sought to subrogate against GE, arguing that GE no longer possessed an
insurable interest in the turbine. Consequently, since GE had no property at the site for which it
was at risk, it was not an insured under the policy and therefore not immune to subrogation. GE
argued that even if it could not point to any tangible property interest in project, the builders risk
insurance policy provided immunity from liability for damages other than damage to GE’s own
property. Therefore, it had an insurable interest in its own potential negligence and was immune
from subrogation claims for losses paid under the builders risk policy.

The court held that GE’s interest in being held free from any liability arising from its
involvement in the construction project was indeed a substantial economic interest, and thus an
insurable interest as defined in the Maine Insurance Code to be “any actual, lawful, and a
substantial interest in the safety or preservation of the subject of the insurance free from loss,
destruction, or pecuniary damage or impairment.” Therefore, GE had an insurable interest in the
project at the time it was destroyed by fire, even though there was not at that time any specific
property for which it bore the risk of loss.

G. Property Subject to Waiver

Perhaps the most frequently litigated issue with regard to builders risk subrogation is the
scope of the waiver in terms of the property to which it applies. Since most construction contract
waivers of subrogation, including those found in the ATA documents, are keyed to the “work”™ to
be performed by the contractor pursuant to the contract, issues frequently arise as to pre-existing
or adjoining property. For example, if a contractor is hired to reroof a building and causes damage
to existing walls, is that damage within the scope of the contractor’s “work,” i.e., the reroofing of
the building? If not, the contractor may be subject to subrogation for the damage.
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Alternatively, this issue may arise where any owner insures a construction project under
its ongoing property insurance coverage. In the roofing example above, the issue would arise as to
whether the contractor could be subrogated against by the owner’s property insurer. Note that if
the contractor has been added as an insured to the owner’s property insurance, this question may
not arise.

The Standard Forms. Standard form waivers of subrogation include property that has
been insured under the builders risk policy or otherwise by the parties to the contract. In that
connection, the construction contract’s property insurance requirement is of key importance.
Paragraph 11.4.1 of the 1997 edition of AIA Document A201, General Conditions of the
Contract for Construction, sets out those requirements as follows:

11.4.1 Unless otherwise provided, the Owner shall purchase and maintain, in a
company or companies lawfully authorized to do business in the jurisdiction in
which the Project is located, property insurance written on a builder’s risk “all-
risk” or equivalent policy form in the amount of the Contract Sum plus value of
subsequent Contract modifications and cost of material supplied or installed by
others, comprising total value for the entire Project at the site on a replacement
cost basis without optional deductibles. Such property insurance shall be
maintained, unless otherwise provided in the Contract Documents or otherwise
agreed in writing by all persons and entities who are beneficiaries of such
insurance, until final payment has been made as provided in Paragraph 9.10 or
until no person or entity other than the Owner has an insurable interest in the
property required by this Paragraph 11.4 to be covered, whichever is later. This
insurance shall include interests of the Owner, the Contractor, Subcontractors and
Sub-subcontractors in the Project.

For comparison, Paragraph 11.3.1 of the 1987 edition of Document A201 states:

11.3.1 Unless otherwise provided, the Owner shall purchase and maintain, in a
company or companies lawfully authorized to do business in the jurisdiction in
which the Project is located, property insurance in the amount of the initial
Contract Sum as well as subsequent modifications thereto for the entire Work at
the site on a replacement cost basis without voluntary deductibles. Such property
insurance shall be maintained, unless otherwise provided in the Contract
Documents or otherwise agreed in writing by all persons and entities who are
beneficiaries of such insurance, until final payment has been made as provided in
Paragraph 9.10 or until no person or entity other than the Owner has an insurable
interest in the property required by this Paragraph 11.3 to be covered, whichever is
earlier. This insurance shall include interests of the Owner, the Contractor,
Subcontractors and Sub-subcontractors in the Work.

The builders risk insurance requirement in Paragraphs 11.3.1 (1987) and 11.4.1 (1997) of
A201 are keyed to the contract’s definitions of “Project” and “Work.” These definitions, which
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did not change in the 1997 edition, appear below. The difference between these two defined terms
is pivotal in determining the effective scope of the waivers of subrogation.

1.1.3 The Work. The term ‘Work’ means the construction and services required
by the Contract Documents, whether completed or partially completed, and
includes all other labor, materials, equipment and services provided or to be
provided by the Contractor to fulfill the Contractor’s obligations. The Work may
constitute the whole or a part of the Project.

1.1.4 The Project. The Project is the total construction of which the Work
performed under the Contract Documents may be the whole or a part and which
may include construction by the Owner or by separate contractors.

As previously indicated, contractual provisions such as those contained in A201
Paragraphs 11.3.1 (1987) and 11.4.1 (1997) are held to confer insured status upon contractors and
subcontractors as to a builders risk policy (or alternate property insurance) obtained by the owner.
For example, in 7,700 Lincoln Ltd. v. Denver Marble & Tile Co., Inc., 741 P.2d 1270 (Colo.App.
1987), the owner’s builders risk insurer was not allowed to subrogate against a subcontractor that
was an insured on the same policy.

Nevertheless, the ability of a contractor or subcontractor to avoid subrogation, despite
being an insured on the policy, often hinges on the waiver of subrogation provision in the policy,
since the scope of the waiver in the contract is essentially coextensive with the scope of the
property insurance coverage required under A201 Article 11. In that connection, the waiver of
subrogation provisions that appear earlier in this paper are of primary importance in determining
the extent to which an insurer will be allowed to subrogate against a contractor or subcontractor.

At first glance, the 1997 A201's property insurance requirement appears to be broader than
the prior edition’s. Under the new form, the owner’s property insurance requirement is keyed to
the “entire Project at the site,” versus the “entire Work at the site” as provided in the 1987 edition.
A look at the definitions of “Project” and “Work™ shows that “Work™ is defined to include
construction services required under the contract documents and labor, materials, equipment and
services to fulfill the contractor’s obligations. “Project,” on the other hand, includes the total
construction of which the Work may be a whole or a part, and which may include other
construction by the owner or by separate contractors. To illustrate the difference in these
definitions, if the insured is the general contractor, all construction services required by the
contract documents are the subject of the contract’s waiver of subrogation under the A201
definition of the “Work.” Moreover, the waiver of subrogation against subcontractors includes
damage to work other than that subcontractor’s own work.

Perhaps the most significant extension of the 1997 A201 waiver of subrogation is that it
may extend beyond the actual work set out in the contract documents since the term “Work™ is
defined to include “all other labor, materials, equipment and services provided or to be provided
by the Contractor to fulfill the Contractor’s obligations.” If the contractor’s obligations under the
contract include an obligation to preserve existing work, it is conceivable that the waiver of
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subrogation would extend to any damage caused by that general contractor to existing property
since it bears a contractual obligation to preserve such property.

Under the 1997 A201, by incorporation of the definition of “Project” into Paragraph
11.4.1, the owner also bears the affirmative obligation to insure work performed by the owner or
other contractors, in addition to the work to be performed under the contract documents. That
obligation is broader than the 1987 obligation, which is only keyed to insuring the “Work.”
Likewise, the preceding analysis regarding the incorporation of the “Work” and other
“obligations” of the contractor into the property insurance requirement may expand the owner’s
obligations under Paragraph 11.4.1, as is the case under the 1987 clause.

In sum, whatever the intent behind the 1997 revisions, they are likely to broaden the scope
of the insurance coverage, and thus, the waiver of subrogation.

Case Law Broadly Construing Waiver. Issues as to property subject to the waiver
have been the subject of frequent litigation. Often, those cases turn on whether the owner
purchases project-specific builders risk coverage or chooses to rely upon existing property
insurance, if available. For example, in Lloyd’s Underwriters v. Craig and Rush, Inc.,26
Cal.App.4th 1194, 32 Cal.Rptr.2d 144 (1994), an insurer brought suit against the contractor
seeking to recover the amount it paid for interior rain damage during the repair of a roof to the
owner’s facility. The contract was written on a standard AIA form, which obligated the owner to
purchase property insurance for the entire work at the site and to include the interests of the
owner, the contractor, and subcontractors. In addition, the contract documents contained the
standard AIA waiver of subrogation.

The owner elected not to purchase a separate builders risk policy, but instead it chose to
rely on its existing all-risk property insurance to satisfy its property insurance obligations under
the contract. The owner did not add the contractor as an additional insured on the policy. The
court denied the insurer’s subrogation claim, pointing to the contractual provision obligating the
owner to waive all rights against the contractor to the extent covered by property insurance
obtained pursuant to the contract, or other property insurance applicable to the work. The court
held that the plain import of this language was that as long as a policy of insurance applicable to
the work paid for the damage, the waiver applied.

The insurer also argued that the waiver applied only to the extent the loss fell under the
owner’s area of responsibility, i.e., a loss to the work. Since the loss involved interior damage to
the facility, which was not the work, the waiver should not apply. The court held that this
contention ignored the contract’s language defining the scope of claims falling within the waiver.
The waiver was not defined by what property was harmed, but rather the scope of waived claims
was delimited by the scope of applicable insurance coverage, i.e., whether the loss was paid for by
a policy applicable to the work.

Providing coverage broader than that actually required under the contract documents does
not negate the waiver. This argument, made by the insured in Haemonetics Corp. v. Brophy &
Phillips Co., Inc., 23 Mass.App.Ct. 254, 501 N.E.2d 524 (1986), was affirmed by the court. In
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that case, the owner argued that the property insurance extended only to the work, which in this
case was the construction of a mezzanine in an existing building, and not to the rest of the
building and its contents, which were damaged by a fire during construction. The court stated that
a pre-existing insurance policy was the insurance the owner chose to comply with Paragraph
11.3.1 of the 1976 edition of A201, so that even though the policy was broader than what was
required, the waiver of rights extended to the proceeds of that insurance.

Similarly, in E.C. Long, Inc. v. Brennan's of Atlanta, Inc., 148 Ga.App. 796, 252 S.E.2d
642 (1978), during the renovation of a Georgian mansion into a restaurant, a subcontractor
bulldozed a tree, breaking a gas line. Gas then seeped into the mansion, and an explosion and fire
followed; the mansion was destroyed. The owner’s insurer sought subrogation from the contractor
and others. The court reviewed the requirement in Paragraph 11.3.6 (1976 edition of A201),
which stated that the owner and the contractor waived all rights against each other to the extent
covered by insurance provided under Paragraph 11.3. Brennan’s had purchased three insurance
policies on the mansion, and the court held that since Paragraph 11.3.1 of the contract required
that the contractor be named as an insured on those policies and that the contractor had an
insurable interest in the mansion, having been paid $16,000 so far for his work, the waiver of
subrogation applied to the contractor. The court stated that the waiver of subrogation in the AIA
documents does not restrict the waiver of damages to the work, but to the proceeds of any
insurance provided under the property insurance requirement, and that even though they covered
the mansion, rather than the work, the fire insurance contracts on the mansion were insurance
contemplated under the waiver provision.

A similar ruling was reached in Village of Rosemont v. Lentin Lumber Co., 144 111.App.3d
651, 494 N.E.2d 592 (1986). In this classic case, an arena roof collapsed during the course of
construction, damaging bleachers and the masonry exterior of the arena structure. The owner
sought recovery from the contractor, which was named as an insured under the property insurance
provisions of the contract (1976 edition of AIA A201). The owner argued that the waiver of
subrogation provision did not apply to those items of work, but only to the collapsed roof. The
court rejected this argument stating that Paragraph 11.3 required the owner to provide insurance
covering the entire work at the site and the waiver of subrogation was based upon the insurance
required by Paragraph 11.3, or any other applicable insurance. Pointing out that the owner’s all
risk insurance policy covered the building and the arena, roof and non-roof, and that the damage
at the site did not exist independently from the work defined in the contract, but arose from it, the
court ruled the damage was subject to the waiver of subrogation and denied recovery against the
contractor and subcontractor. The court reached this conclusion without an in-depth analysis of
the definition of the term “work” contained in that contract.

Likewise, in Chadwick v. CSI, Ltd., 629 A.2d 820 (N.H. 1993), the owner filed a claim
against a subcontractor for alleged negligence in causing a fire at a school project. The
subcontractor raised a waiver provision identical to Paragraph 11.3.7 and Paragraph 11.3.5, a
waiver of subrogation applicable to damage to property adjoining the site. The court held that it
was immaterial whether the owner insured the work and adjoining property through a new
builders risk policy, an existing policy, or through separate policies. It held that the waiver of
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subrogation contained in Paragraph 11.3.7 applied even though the owner may have “failed to
comply with the precise language of the contract in its purchase of insurance for the Work.”

A similar issue was faced by the court in Independent School District 833 v. Bor-Son
Construction, Inc., 631 N.W.2d 437 (Minn.App. 2001). In that case, the Minnesota School Board
Association Insurance Trust (MSBIT) filed a lawsuit against the contractor for repairs to three
elementary schools which were damaged during renovation by heavy rain. The school had
chosen to insure the renovation work by means of a "builders risk endorsement” through its
property policy issued by MSBIT. Relying on prior precedent, including Employers Mutual
Casualty Co. v. ACCT, Inc., 580 N.W. 2d 490 (Minn. 1998), the court held that under the standard
AIA waiver of subrogation clause, where the owner relied upon an existing property insurance
policy to insure the work, the owner waives its right to sue for all damages as long as the damage
is covered by the policy, even where that damage is to property other than the work. Based upon
that precedent, the court held that the purchase of an additional coverage by buying an
endorsement to an existing policy could not render the separate policy applying only to the work.
In the court's view, that policy could not "stand alone" and therefore, the school district and
MSBIT, its insurer, had waived subrogation against Bor-Son for interior damage, including
damage to textbooks outside the scope of the contractor's work and damaged by the storms.

Another case following the majority approach was adopted by Texas courts in Trinity
Universal Insurance Co. v. Bill Cox Construction, Inc., 2001 WL 1161227 (Tex. App. B San
Antonio, October 3, 2001). In that case, Trinity Universal issued a builders risk policy to an
owner for renovation of a building. At the same time, the contractor obtained its own builders
risk policy and after paying its policy limits of $300,000 when the building was destroyed by fire,
Trinity sought subrogation from the contractor, claiming that the policy was not purchased
pursuant to the requirements of the AIA contract so that it was not applicable to the work. As
such, Trinity claimed that the standard AIA waiver of subrogation for damage caused by fire “to
the extent covered by insurance obtained pursuant to this Article 17 or any other property
insurance applicable to the Work™ did not apply. In reviewing the cases decided by the majority
of jurisdictions, the court, somewhat inexplicably, held that ... the only logical interpretation of
the clause ‘any other property insurance applicable to the Work’ is that the clause refers to
insurance applicable to the location of the work or the building containing the work as that is the
type of insurance contemplated by Article 17.6 [identical to Paragraph 11.4.7 of the AIA A201
general conditions].”

The effect of the contractor’s purchase of its own builders risk coverage pursuant to the
requirements of the contract documents appears to have been lost on the court. This aspect of the
Trinity v. Bill Cox case is somewhat troubling since the owner had purchased a builders risk policy
of her own as part of a renovation done by the owner herself prior to entering into the contract
which apparently required the contractor to obtain the builders risk for subsequent renovations.
The court determined that the owner had relied upon this policy to satisfy the property insurance
requirements in the contract, even though that contract specifically required that the coverage was
to be provided by the contractor. Under the majority rule, the waiver of subrogation applies
where an owner relies upon existing property coverage to fulfill the obligation to obtain property
insurance under an AIA contract. Query whether that rationale should have applied in the Trinity
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v. Bill Cox scenario, where the builder had actually purchased the builder’s risk coverage
applicable to the project.

Under the majority precedent, the focus is not upon the type of policy which pays the
claim, whether the policy was preexisting, or whether it was purchased specifically to provide
coverage for the work under the specific contract. Rather, the focus is whether the policy itself
provides the type of coverage pursuant to which the claim was paid.

The A201 waiver of subrogation is overwhelmingly interpreted to waive subrogation
where an insurer pays the loss pursuant to other types of property insurance not purchased
specifically for the project. See, Rahr Malting Co. v. Climatic Control Co., Inc., 150 F.3d 835 (8th
Cir. 1998); AISC II Limited v. Stonhard, Inc., 63 F.Supp.2d 85 (D.Me. 1999); Employers Mut. Cas.
Co.v. A.C.C.T., 589 N.W.2d 490, 493-94 (Minn. 1998); Commercial Union Ins. Co. v. Bituminous
Cas. Corp., 851 F.2d 98, 101 (3rd Cir. 1988); Tokio Marine & Fire Ins. Co. v. Employers Ins. of
Wausau, 786 F.2d 101, 104-05 (2nd Cir. 1986); American Ins. Co. v. L.H. Sowles Co., 628 F.2d
967, 968-69 (6th Cir. 1980); Richmond Steel, Inc. v. Legal & Gen. Assurance Soc’y, Ltd., 821
F.Supp. 793, 799-802 (D.P.R. 1993); United States Fidelity & Guar. Co. v. Farrar’s Plumbing &
Heating Co., 158 Ariz. 354, 762 P.2d 641, 642 (Ct.App. 1988); Housing Inv. Corp. v. Carris, 389
So0.2d 689, 689-90 (Fla.Dist.Ct.App. 1980); South Tippecanoe Sch. Bldg. Corp. v. Shambaugh &
Son, Inc. 182 Ind.App. 350, 395 N.E.2d 320, 332-33 (1979); Willis Realty Assocs. v. Cimino
Constr. Co., 623 A.2d 1287, 1288-89 (Me. 1993); Haemonetics Corp. v. Brophy & Phillips Co.,
23 Mass.App.Ct. 254, 501 N.E.2d 524, 526 (1986); Chadwick v. CSI, Ltd., 137 N.H. 515, 629
A.2d 820, 826-27 (1993); Trump-Equitable Fifth Avenue Co. v. H.R.H. Constr. Corp., 106 A.D.2d
242,485 N.Y.S.2d 65, 67-68 (N.Y.App.Div.), aff’d 66 N.Y.2d 779, 497 N.Y.S.2d 369, 488 N.E.2d
115 (1985); Touchet Valley Grain Growers, Inc. v. Opp & Seibold Gen. Constr., Inc., 119 Wash.2d
334,831 P.2d 724, 728 (1992).

Case Law Narrowly Construing Waiver. Despite the broad application by the majority
of courts of the A201 waiver of subrogation, some courts have construed the scope of the
contract’s waiver of subrogation quite narrowly. A case in point is Public Employees Mutual Ins.
Co. v. Sellen Constr. Co., Inc., 48 Wash.App. 792, 740 P.2d 913 (1987). In that case, a contractor
that was hired to remodel and expand a bank building allowed water to seep into a storage room
and destroy the owner’s microfiche files, and the owner’s property insurer sought subrogation
from the contractor for the damage to these records.

The court reviewed the underlying AIA A201 property insurance provisions and framed
the issue as whether the damage to the microfiche was to the “work” under Paragraph 11.3.1 or to
other than the work itself under the liability insurance provisions of the contract. It focused its
attention on what it viewed to be the intent of the insurance provisions to allocate liability based
on the type of property: damage to the work was to be allocated to the property insurance, while
damage to nonwork, that is the microfiche, to the contractor’s liability insurance. In doing so, the
court seems to have overlooked the fact that the contractual language in Paragraph 11.3.1 focuses
not on the type of property damage, but upon which policy provided coverage for the loss.
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Another leading case limiting the scope of the waiver of subrogation under similar
circumstances is Travelers Ins. Cos. v. Dickey, 799 P.2d 625 (Okla. 1990). In that case, an owner
of commercial property hired a roofer to replace the roofs on several office buildings. Prior to
completion of the project, rain penetrated one of the roofs and damaged the interior of the
building. The insurer, Travelers, paid the loss and then brought a subrogation action against the
roofer, alleging that the damage was caused by the roofer’s negligence. The construction contract
provided that “[t]he Owner and Contractor waive all rights against each other for damages caused
by fire or other perils to the extent covered by insurance ....” Moreover, the policy itself stated that
the contractors’ interest in the property was covered to the extent of the insured’s liability
imposed by law or assumed by written contract.

First, the court addressed who was insured under the policy and, based on the two
provisions set out above, the roofer claimed that it was a co-insured under the policy and immune
from subrogation. However, the court stated that the roofing contract and the insurance policy
constituted two distinct agreements and gave rise to two different and separate relationships. The
contract established the owner-contractor relation, and the policy established the insurer-insured
“bond.” The roofing contract’s requirement that the owner purchase insurance did not make the
contractor a co-insured under the policy, neither did the policy that referred to the contractors’
interest in the property covered. Rather, the coverage afforded the owner indemnity for a loss on
the covered premises to property in which the contractor had an interest in case of damage either
to any of the completed work for which he had not yet been paid or to any of its tools or
equipment. Only to that extent would the roofer be protected by the policy’s coverage as a third-
party beneficiary. The court concluded that it was the owner who stood protected from liability for
loss to property situated on the covered premises in which the contractor might have an interest,
not the contractor.

The court next addressed the issue of whether the mutual waiver clause in the construction
contract shielded the contractor from subrogation by the insurer. In concluding that it did not, the
court noted that the owner and contractor had agreed to waive all rights against each other only
“to the extent covered by insurance.” The court quoted as follows.

The insurer’s brief correctly points out that the mutual waiver clauses found in the
paragraph that makes the owner responsible for procuring coverage only for ‘the
completed value of the [roofing] work.” The roofing contract deals not with
allocating liability for the owners water damaged interior, but holds each party
harmless for those losses of the other which are connected with the work
performed. The agreement clearly is ineffective to exonerate the contractor from
liability for negligently inflicted harm to the owner s interior property.

The court went on to state that to allow the contractor coverage for the damage to the owner’s
interior property would render meaningless the contract’s explicit terms requiring the contractor
to purchase liability insurance. Therefore, the summary judgment against the insurer was
reversed, and the insurer’s claim against the roofer was remanded to the trial court.
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An additional case involving builders risk subrogation is S.S.D.W. Co. v. Brisk Water
Proofing Co., 76 N.Y.2d 228, 556 N.E.2d 1097 (1990). In that case, a contractor was performing
corrective work in an apartment building when a fire broke out, causing extensive damage not
only to portions of the building covered by the contract but to other areas as well. The builders
risk insurer paid the owner for the entire damage and filed a subrogation action against the
contractor in the name of the owner.

The sole issue on appeal was whether a waiver of subrogation in the construction contract
barred the subrogation claim for damage to those portions of the building not included in the work
under the contract. The contract described the specific work to be performed as corrective work to
the masonry and concrete portions of the exterior walls and parking garage floor slab of the
apartment building. The insurance specifications obligated the owner to purchase the builders risk
insurance “upon the entire Work at the site to the full insurable value therefor. This insurance shall
include the interest of the Owner, and Contractor, Subcontractors and Sub-Subcontractors in the
Work and shall insure against the perils of fire.” The contract also included a waiver of
subrogation whereby the owner and contractor waived all rights against each other for damages
caused by fire or other perils “to the extent covered by insurance....” The specific issue that the
court addressed was whether this waiver barred the subrogation claim of the insurer for damages
caused by the contractor in areas of the building that were outside the limits of the work.

The court accepted the insurer’s argument that the risks and responsibilities for the project
were allocated in such a manner that the owner was required to provide property insurance
protection covering the contractor’s work and that the contractor, in turn, was required to provide
liability coverage for damage to property other than the work caused by the contractor. Thus, the
waiver clause permitted the owner’s insurer to proceed against the contractor for damage caused
by its negligence to property other than the work (i.e., property covered by insurance that the
owner had provided to protect the contractor’s interest). The court specifically rejected the
contractor’s construction of the waiver provision, i.e., that it prevented the insurer from
proceeding against the contractor for its negligence not only for damage occurring to the work but
to other areas of the building provided that the damage “arose out of, or was related to, the Work
itself.”

In reaching its decision, the court followed Paul Tishman Co. v. Carney & Del Guidice, 34
N.Y.2d 941, 316 N.E.2d 875 (1974). In that case, the New York Court of Appeals held that a
contractor’s insurable interest in an insured building extended only to the tools, labor, and
materials that it furnished, and the owner’s insurer’s right of subrogation is barred only to the
extent of that insurable interest. The rationale of that case was that the contractor was a
constructive insured under the owner’s property insurance policy only to the extent of its
insurable interest in the building. It followed, therefore — under the settled rule that the insured has
no right of subrogation against its own insured — that the owner’s insurer was barred from
subrogation only to the extent of property in which the contractor has an insurable interest, i.e., its
tools and the labor and materials that it had furnished.

The obvious way to avoid the unexpected results of the cases dealing with the issues of
who and what is insured under a builders risk policy is to include the contractor and its
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subcontractors as insureds on the builders risk policy, particularly where that policy is provided
by the owner. Moreover, as is graphically illustrated by the Travelers v. Dickey and S.S.D.W. v.
Brisk Water Proofing cases, a policy that insures the contractor and subcontractors “as their
interests appear” may be woefully inadequate in providing full protection to those entities. The
“as their interests appear” language should generally be avoided in designating the insured parties
under a builders risk insurance policy. Otherwise, the insurer may be allowed to subrogate
against a contractor that has caused damage to other property besides its own work. Finally, the
waiver provision in the contract should be carefully worded so that the owner waives subrogation
not only as to loss covered by the builders risk policy but as to other property insurance on the
project as well, especially where the project is a renovation and the contractor’s work may impact
contiguous property.

H. Other Waiver Provisions — Adjoining Property.

AIA Document A201 contains two other waiver provisions in addition to the general
waiver discussed in this paper. These waivers specifically address adjoining property and loss of
use of property. Few cases appear to have considered the waiver provision found in Paragraph
11.4.5 of the 1997 edition of A201. This provision, which is substantially identical to Paragraph
11.3.5, its counterpart in the 1987 edition, provides as follows:

11.4.5 If during the Project construction period the Owner insures properties, real
or personal or both, at or adjacent to the site by property insurance under policies
separate from those insuring the Project, or if after final payment property
insurance is to be provided on the completed project through a policy or policies
other than those insuring the Project during the construction period, the Owner
shall waive all rights in accordance with the terms of Subparagraph 11.4.7 for
damages caused by fire or other causes of loss covered by this separate property
insurance. All separate policies shall provide this waiver of subrogation by
endorsement or otherwise.

One case which did consider the effect of the waiver for property not under construction is
Chadwick v. CSI, Ltd., 629 A.2d 860 (N.H. 1993), in which the owner filed a claim against a
subcontractor for alleged negligence in causing a fire at a school project. The subcontractor
raised a waiver provision contained in the 1987 edition of AIA Document A201. Specifically, the
subcontractor raised the standard waiver provision, Paragraph 11.3.7, as well as Paragraph 11.3.5,
identical to Paragraph 11.4.5 quoted above. The Chadwick v. CSI case involved property damage
to both the “Work™ and other work at the project site. The court, in upholding the waiver of
subrogation on behalf of the subcontractor as to property other than the “Work,” placed primary
reliance upon Paragraph 11.3.5, the waiver specifically tailored to damage to nonwork property.
The court stated that, “[t]he structure of the contract relies upon the distinction between what is
included in the Work and what is separate from the Work.”
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1. Other Waiver Provisions — L.oss of Use

Another waiver of subrogation provision is contained in AIA Document A201 and is
directed at loss of use damages. Paragraph 11.4.3 of the 1997 edition states as follows:

11.4.3 Loss of Use Insurance. The Owner, at the Owner’s option, may purchase
and maintain such insurance as will insure the Owner against loss of use of the
Owner’s property due to fire or other hazards, however caused. The Owner waives
all rights of action against the Contractor for loss of use of Owner’s property,
including consequential losses due to fire or other hazards however caused.

A corresponding provision of the 1987 edition, Paragraph 11.3.3, is identical to Paragraph 11.4.3
of the 1997 edition.

Under this provision, the option is with the owner to obtain insurance coverage for loss of
use of its property. Due to the waiver of all rights of action against the contractor for loss of use,
including consequential losses, this provision allocates to the owner the risk of loss of use of its
property arising from hazards such as fire. Chadwick v. CSI, Ltd., 629 A.2d 820 (N.H. 1993).

J. CGL Coverage for Damages Not Covered by Builders Risk

It should be noted that where the only physical property that has been damaged is the work
of the insured, there is a possibility that consequential damages arising from that damage may
nevertheless be covered. Consequential damages incurred in connection with the repair of
defective work often include such things as testing expenses, lost productivity, site overhead
expenses, overtime, and engineering costs.

This was the situation faced by the court in American Home Assurance Co. v
LibbeyOwensFord Co., 786 F2d 22 (Ist Cir 1986), where a claim was made against the
manufacturer of the window glass on the John Hancock Building. Included in the claim were
damages for lost rentals and lost use of the building. The court held that while the standard
definition of iproperty damagei requires some physical injury to tangible property, the policy
language did not preclude the possibility that physical injury to the insured’s own work or product
could constitute such property damage. Since the windows themselves were damaged, the court
held that consequential losses stemming from physical injury to the windows were covered, even
though there was no coverage for the repair and replacement of the windows themselves. The
court remanded the case to the trial court to determine which of the claimed consequential
damages— including increased administrative and heating/cooling costs and lost rentals—were
due to the breakage of the insured’s windows.

A similar case is Dimambro-Northend Associates v United Construction, Inc., 397 NW2d
547 (Mich App 1986). In that case, the insured was constructing one portion of a sewer system,
and the project contemplated that the insured’s work would proceed simultaneously with that of
other contractors until the system was activated. The negligence of the insured caused a fire in its
portion of a tunnel that delayed another contractor. That contractor subsequently brought suit
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against the insured seeking recovery of the consequential damages caused by the delay, including
lost profits. The court held that under the standard definition of “property damage,” it was not a
requirement that the tangible property damaged by the occurrence belong to the claimant, and that
where the physical damage was to property of the insured, there was coverage for the
consequential damages caused to third parties.This was the situation faced by the court in
American Home Assurance Co. v Libbey-Owens-Ford Co., 786 F2d 22 (1st Cir 1986), where a
claim was made against the manufacturer of the window glass on the John Hancock Building.
Included in the claim were damages for lost rentals and lost use of the building. The court held
that while the standard definition of “property damage” requires some physical injury to tangible
property, the policy language did not preclude the possibility that physical injury to the insured’s
own work or product could constitute such property damage. Since the windows themselves were
damaged, the court held that consequential losses stemming from physical injury to the windows
were covered, even though there was no coverage for the repair and replacement of the windows
themselves. The court remanded the case to the trial court to determine which of the claimed
consequential damages— including increased administrative and heating/cooling costs and lost
rentals—were due to the breakage of the insured’s windows.

In Fejes v Alaska Insurance Co., Inc., 984 P2d 519 (Alaska 1999), the Supreme Court of
Alaska addressed a claim for coverage for a lawsuit by a homeowner against a contractor arising
out of an improperly constructed curtain drain. Failure of the curtain drain caused the septic
system to stop functioning. The contractor claimed that flooding of the septic system constituted
destruction of tangible property. In response, the insurer contended that the claim was for “loss-
of-bargain damages” rather than destruction of tangible property. In finding the claim alleged
property damage, the court stated as follows:

On this point we think Fejes [the insured contractor] is more persuasive. The flooding of
the septic system squarely falls within the meaning of the term “destruction of tangible
property.” AIC’s contention that Reeves’ [the homeowners’] claims were for loss-of-bar-
gain damages does not mean that those claims were not “because of” or resulting from
property damage, which is what the policy requires. For reasons explained later in this
opinion, the argument that comprehensive general liability policies do not cover damage
to the work of the insured is not wholly accurate with respect to policies containing a
broad form property damage liability coverage endorsement. In any case, such an argu-
ment could not overcome actual policy language.

Thus, in Fejes, the Alaska Supreme Court referred back to the language of the insuring agreement
that stated that the policy provided coverage for damages “because of” property damage. There-
fore, where consequential damages are incurred “because of” property damage, the CGL policy
should provide coverage.

Coverage for consequential damages arising out of defective work can also sometimes be
had as “loss of use” of tangible property. Under Subparagraph (a), the “physical damage prong”
of the “property damage” definition, loss of use damages arising from the physical damage to
tangible property are covered.
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In Western World Insurance Co. v H.D. Engineering Design and Erection, 419 NW2d 630
(Minn App 1988), a collapse of structural steel occurred. Olsen was the general contractor. The
structure collapsed when employees of Olsen’s subcontractor, H.D., placed materials on the roof
of the partially completed construction. As a result of the collapse, Olsen made claims against
H.D., including the increased construction costs caused by loss of use of the property damaged or
destroyed by H.D.’s negligence. In addition, Olsen sought additional costs incurred by delay in
the steel erection until winter. H.D.’s CGL policy was issued by Western and included the
standard CGL definition of property damage. Nevertheless, Western denied coverage based on
several exclusions. However, the court held that the damages sought by Olsen against H.D., as
subcontractor, were damages to property other than the insured’s work product. The court
specifically held that Olsen’s additional costs of service and materials for erecting the steel
building under winter conditions were covered by the policy under the “property damage”
definition because they were a direct result of a loss of use of the steel and other property that was
damaged in an accident, which was the type of risk insured against.

Another such case is Federated Mutual Insurance Co. v Concrete Units, 363 N.W.2d 751
(Minn. 1985). There, the court upheld coverage for the loss of use of a grain elevator. There,
construction delays were caused by the use of defective concrete supplied by the insured.
Damages included the cost of piling bushels of corn, the loss of use of storage space, and the
inability to dry the corn.

In another case, the Fifth Circuit applied Louisiana law, also finding coverage for
construction delay damages. In Riley Stoker Corp. v Fidelity & Guaranty Insurance
Underwriters, Inc., 26 F3d 581 (5th Cir 1994), Riley contracted with Cajun Electric Power
Cooperative, Inc., to construct two coal-fired steam generators at a power plant. Each generator
included a boiler and furnace and four coal pulverizers (“ball tube mills™). The ball tube mills
exhibited defects after Cajun began initial operation of the power plant. Several explosions
occurred, and mechanical problems appeared, causing construction delays that prevented
commercial operation for almost 2 years. Cajun sued Riley Stoker for damages caused by delay
in completing the project, for loss of use of its electric generators, and for repair and replacement
of the steam generators. Riley Stoker was the named insured under an insurance policy issued by
USF&G. USF&G denied coverage for Cajun’s claim and lawsuit.

In the subsequent coverage action, the court reviewed an arbitration decision awarding
Cajun past repairs and future replacement cost of the ball tube mills. The court found coverage for
damages awarded for miscellaneous construction delays, such as scheduling and coordination
delays resulting from the repeated mechanical failures. The court held that the arbitrator’s award
was covered to the extent it awarded damages for delays caused by the mechanical failures. This
was because the mechanical breakdown of the steam generators supplied by Riley Stoker
interrupted steam flow to the turbines that in turn caused loss of use of the plant’s electric
generators. For another case upholding the recovery of liquidated damages under a CGL policy,
see Insurance Company of North America v. Aberdeen Insurance Services, Inc., 253 F.3d 878 (5th
Cir. 2001)(upholding coverage under CGL policy for delay and liquidated damages).
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The Role of Performance Bonding Versus Liability Insurance

As previously stated, the installation of defective work by a contractor that results in
property damage to the project can also involve a default by that contractor under the performance
bond. When that occurs, and a surety takes over or finances the completion of the project, it turns
its attention to recouping its loss from other parties, including the insured contractor. If the claim
involves an occurrence of property damage and is not subject to exclusion under the CGL policy,
particularly the business risk exclusions, the surety may seek recovery as an assignee of the
insured contractor, or simply under a theory of equitable subrogation. These issues are discussed
in this section of the materials.

A. The Function of Performance Bonds

A performance bond is not insurance. The insurance policy is a contract of indemnity,
while a surety bond is a guaranty of the performance of the principal’s obligations. An insurance
policy is issued based on an evaluation of risks and losses that is actuarially linked to premiums.
Losses are expected. In contrast, a surety bond is underwritten based on what amounts to a credit
evaluation of the particular contractor and its capabilities to perform its contracts, with the
expectation that no losses will occur. Sureties usually maintain close relationships with their
contractor-principals as well as the contractor’s bank, accountants, and attorneys. As part of the
underwriting of bonds, the surety analyzes the strengths and weaknesses of the contractor and its
ability to perform its obligations. In short, the underwriting process is very similar to the process
used by a lender in making a loan.

The performance bond is not for the protection of the contractor, but rather for the
protection of the owner (obligee). If the contractor fails to complete its construction contract, the
surety may satisfy its obligation to the owner under the bond by providing additional financing so
that the original contractor can complete the work, or by finding another contractor to complete
the construction, or finally, by having the owner complete the job itself, with the surety paying the
extra costs.

The performance bond is a three-party document between the owner, the surety, and the
contractor, with the surety retaining a right of indemnity against the contractor as well as other
third-party indemnitors, typically the individual owners of a construction company. In the event
of a claim, the surety will invoke the indemnity agreement with its principal (the contractor) and
its indemnitors to hold it harmless and often to defend it against the claim. Thus, the contractor
will, in effect, be required to pay the loss from its own funds when it indemnifies the surety. Of
course, an insurance company has no right of indemnity against its insured, although it may seek
to recover its losses from third parties through subrogation. Also, it is the liability insurer that
bears the duty to defend claims alleged against its insured contractor if those claims arguably are
covered under the policy. About the only similarity between a surety and an insurance company is
that a surety is typically an insurance company that has the financial wherewithal to issue these
types of bonds.
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B. Case Law on Surety Versus Insurance: The “Defective Performance Bond”

Various courts have examined the differences between performance bonds and liability
insurance. In Fidelity & Deposit Co. of Maryland v. Hartford Cas. Ins. Co., 189 F.Supp.2d 1212
(D.Kan. 2002), F & D was the surety on the performance bond and Hartford was the liability
insurer for National, the insured contractor. After serious construction deficiencies arose at the
project, F & D proceeded to complete the construction, which included demolishing and
rebuilding portions of the project. F&D incurred substantial costs, and proceeded as assignee of
the insured contractor against Hartford. Hartford argued that the damage to the project, caused by
National and its subcontractor Midwest Drywall's negligent workmanship, was not covered
because providing coverage for the damage would transform the insurance policy into a
performance bond. The court rejected this argument, explaining that the performance bond and
the insurance policy are completely different. The court stated that:

A performance bond does not ‘insure’ the contractor, it runs to the benefit of the
third party owner only. F & D provided a performance bond on the project that ran
to the benefit of the School District, not to National or Midwest Drywall. Since F
& D sued National and Midwest Drywall pursuant to an indemnification clause in
the performance bond for expenses incurred in finishing the project, the
performance bond in no way protected or insured National or Midwest Drywall
from liability.

Id. at 1218 (Citations and internal quotations omitted)

A similar analysis is found in Cates Constr., Inc. v. Talbot Partners, 21 Cal.4th 28, 980
P.2d 407 (Cal. 1999), where the issue was whether tort remedies for bad faith claims handling in
insurance should be extended to performance bonds. In answering that question with a
resounding “no,” the court set out in laborious fashion the differences between suretyship and
insurance. The court stated as follows:

A surety is ‘one who promises to answer for the debt, default or miscarriage of
another, or hypothecates property as security therefor.” ... A surety bond is a
‘written instrument executed by the principal and surety in which the surety agrees
to answer for the debt, default or miscarriage of the principal.’ . . . In suretyship,
the risk of loss remains with the principal, while the surety merely lends its credit
so0 as to guarantee payment or performance in the event that the principal defaults.
... In the absence of default, the surety has no obligation.

In addition to the financial guaranty aspects of the suretyship transaction, the court in Cates went
on to detail other key differences between insurance policies and performance bonds as follows:

A construction performance bond is not an insurance policy. Nor is it a contract
otherwise marked by elements of adhesion, public interest or fiduciary
responsibility, such that an extra contractual remedy is necessitated in the interest
of social policy. Obligees have ample power to protect their interests through

71 Wielinski




negotiation, and sureties, for the most part, are deterred from acting unreasonably
by the threat of stiff statutory and administrative sanctions and penalties, including
license suspension and revocation.

In other words, a performance bond documents a financial relationship as part of an
overall financial transaction. In contrast, an insurance policy is usually an adhesionary risk
transfer contract which gives rise to a special relationship and potential tort liability for the insurer
under many states’ laws.

Another court summarily rejected the argument by a CGL insurer that payment of a claim

would convert its policy into a performance bond. In Commercial Union Assurance Companies v.
Gollan, 394 A.2d 839 (N.H. 1978), the court stated as follows.

Commercial Union also argues that a holding for the defense in this case would
convert the insurance policy into a performance bond. A performance bond is a
guaranty by the surety that ‘the building will be completed within the contract
price without extra cost to the owner ... [and that] payment will be made by the
contractor to subcontractors and to those who furnish labor and materials.’ ... our
construction of the policy does not create a performance bond, but simply protects
the insured if liability arises from work performed as defined.

It should be noted that even though the Commercial Union v. Gollan court’s remarks were
made in the course of finding an ambiguity between the contractual liability exclusion and the
work performed exclusion, its statement as to the differences between a performance bond and a
CGL policy are valid. It also echoes the basic premise which should guide courts in determining
coverage for defective work claims: the terms of the policy must govern.

Due to the inherent differences between surety and insurance, other cases have recognized
the distinction between those concepts. See, National Shawmut Bank of Boston v. New
Amsterdam Cas. Co., 411 F.2d 483 (1% Cir. 1969); Madison County Farmers Assn. v. American
Employers’ Ins. Co., 209 F.2d 581 (Sth Cir. 1954); and Pearlman v. Reliance Ins. Co., 371 U.S.
132, 83 S.Ct. 232 (1962).

Nevertheless, some courts have confused the issues. The leading cases espousing this
point of view are Bor-Son Building Corp. v. Employers Commercial Union, 323 N.W.2d 58
(Minn. 1982) and Knutson Constr. Co. v. St. Paul Fire & Marine Ins. Co., 396 N.W.2d (Minn.
1986). In each of these cases, the courts used a “CGL policy as de facto performance bond”
rationale in conjunction with the “uninsured business risk™ line of reasoning to bolster denials of
coverage to general contractors for defective workmanship of their subcontractors under CGL
policies that provided coverage for property damage arising out of the defective work of
subcontractors.
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In the Bor-Son case, the court described the “CGL policy as de facto performance bond”
rationale as follows:

Any damages to the building sustained by HRA [the owner] because of defective
workmanship or materials flowed from the contract documents and the obligations
Bor-Son undertook therein. To protect the owner, HRA, from loss resulting from
building damage, Bor-Son was required to furnish a performance bond. To protect
those who sustained damage to person or property — other than for damages to
buildings which were the subject matter of the contract — Bor-Son was required to
carry comprehensive general liability insurance. The distinction between a
performance bond and a comprehensive general liability insurance policy, in our
view, is crucial to the resolution of the issues of this case. The allegations in the
HRA complaints concern faulty workmanship and materials resulting in damage to
the buildings themselves. These allegations, if proved, were damages resulting
from a breach of contract whether the acts or omissions giving rise to the claims
were negligent or intentional. Since the alleged building damages were the result
of alleged breach of contract, there was no duty on Commercial Union, the
comprehensive general liability insurer, to defend the HRA actions nor to
indemnify Bor-Son for its contribution toward the settlement of those actions.

Moreover, the Minnesota Supreme Court, following Bor-Son v. Employers Commercial
Union, in Knutson Constr. Co. v. St. Paul Fire & Marine Ins. Co., reiterated:

[T]he contractor likewise has a contractual business risk that he may be liable to
the owner resulting from failure to properly complete the building project itself in
a manner so as to not cause damage to it. This risk is one the general contractor
effectively controls and one which the insurer does not assume because it has no
effective control over those risks and cannot establish predictable and affordable
insurance rates. Nonetheless, appellant [the insured contractor] urges us in this
case to hold that by the purchase of a CGL policy, a contractor shifts to the insurer
this business risk which it effectively controls. Unlike the surety on a performance
bond, a CGL insurer has no recourse against a contractor for the employment of
defective materials or shoddy workmanship on the construction project.

Of course, in each of these cases, the Minnesota Supreme Court ignored the language of the
policy that provided the insured general contractor with coverage for property damage to and
arising out of the work of its subcontractors. !

"Numerous other cases have employed a “CGL policy as de facto performance bond” rationale. These cases include Indiana Ins. Co. v. Dezutti,
408 N.E.2d 1275 (Ind. 1980); Breaux v. St. Paul Fire & Marine Ins. Co., 345 So.2d 204 (La.App. 31 Cir. 1977); Allen v. Lawton & Moore Build-
ers, Inc., 535 So.2d 779 (La.App. 2" Cir. 1988); Hartford Accident & Indemnity Co. v. Pacific Mutual Life Ins. Co., 861 F.2d 250 (10[h Cir.
1988); Harrison Plumbing & Heating, Inc. v. New Hampshire Ins. Group, 681 P.2d 875 (Wash.App. 1984). See also, New Hampshire Ins. Co. v.
Vieira, 930 F.2d 696 (9th Cir. 1991); Bituminous Casualty Corp. v. Gust K. Newberg Construction Co., 578 N.E.2d 1003 (Ill. App. 15! Dist. 1991);
Wm. C. Vick Construction Co. v. Pennsylvania National Mutual Casualty Ins. Co., 52 F.Supp.2d 569 (E.D.N.C. 1999); Federated Mutual Ins. Co.
v. Grapevine Excavation, inc., 18 F.Supp.2d 636 (N.D. Tex. 1998), rev’d, 197 F.3d 720 (5th Cir. 1999); Lerner Corp. v. Assurance Co. of America,
707 A.2d 906 (1998).
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Potential Overlap of Performance Bonds and CGL Policies

One of the undercurrents running through the authorities supporting the “CGL policy as
de facto performance bond” rationale is that the scope of “coverage” of a performance bond and
CGL policy must be mutually exclusive. While it is true that there are many types of risks and
losses which fall within the ambit of a bond and not an insurance policy, and vice versa, there
remains a considerable overlap between the two. This is particularly true, where, as in the case of
defective work, a breach of the bonded contract may be involved. In that connection, consider the
diagram below.

CGL Policy As De Facto Performance Bond Continuum

CGL Policy

-————F

Job site Crane Leaky roof Contractor
injury collapse installed by becomes
Subcontractor’s destroys subcontractor insolvent,
employee project defaults

The diagram illustrates a continuum of job site risks. Along that continuum, at the left are
pure CGL policy losses, i.e., bodily injury, and moving farthest to the right, a performance default
by the contractor, a pure performance bond loss. Superimposed upon that continuum is the scope
of coverage provided by a CGL policy and a performance bond, signified by the dotted lines. As
can be seen, there is an overlap in the middle. Starting at the left, assume that an accident at the
job site seriously injures the employee of a subcontractor to the insured. In the event the insured
contractor is sued by that employee, the contractor’s CGL policy would respond to this insurance
claim. Next, assume a subcontractor’s crane collapses, causing damage to major portions of the
project. Absent a waiver of subrogation, the contractor’s CGL policy may be required to respond
to that loss. At the same time, the collapse and the attendant damage may constitute a breach of
the bonded contract and fall within the bonded obligation of the contractor, and thus the
performance bond.

Much the same can be said for a leaky roof installed by the roofing subcontractor on a
project. Again, the contractor’s CGL policy will respond to claims for property damage, even for
the cost of repairing the roof itself. Likewise, the roofing failure will constitute a breach of the
bonded contract, thus implicating the performance bond. Finally, at the far right of the continuum
is a classic default by the bonded contractor due to insolvency. Such a default is a performance
bond matter and should not impact liability coverage for the contractor as an insured.

Thus, the diagram illustrates that many claims, particularly defective work claims, may
have a potential impact on both the performance bond and the CGL policy. The two seldom can
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be separated from each other where there is a breach of contract involving the work.
Nevertheless, due to the relationships of the parties, that is the two party relationship between the
insurer and the insured, versus the principal-surety relationship involving indemnification
obligations on the part of the principal to the surety, the liability policy should usually step up to
the plate first in these types of losses.

In Kalchthler v. Keller Constr. Co., 224 Wisc.2d 387, 591 N.W.2d 169 (Wis.App. 1999),
the court recognized the overlap between a performance bond and a liability policy. There, the
court applied the exception to Exclusion (1) to uphold coverage for claims against a general
contractor for water damage to the interior of new construction caused by faulty window
installation by a subcontractor. In the course of doing so, it stated as follows:

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
interpreting case law decided before and after the addition. To do so would render
the new language superfluous. [Citation omitted.] We realize that under our
holding a general contractor who contracts out all the work to subcontractors,
remaining 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 to the policy. We have not made the
policy closer to a performance bond for general contractors, the insurance industry
has.

Once again, in reaching its conclusion, the court concentrated on the language of the policy before
it and not the carrier’s overly simple argument that to grant coverage would “turn the CGL policy
into a performance bond. . ..” For a similar holding, see, O’ Shaughnessy v. Smuckler Corp., 543
N.W.2d 99 (Minn.App. 1996).

This overlap between the scope of “coverage” provided by a general liability policy and
performance bond further weakens the argument that providing coverage for elements of
defective work per the terms of the CGL policy creates an untenable situation vis-a-vis a
performance bond. This simply is not the case and the “CGL policy as de facto performance
bond” argument, together with the “business risk” and “work product” arguments, can lead to
unwarranted restrictions on coverage. These restrictions are contrary to both the language of the
policy and the underwriting intent.

In Travelers Indem. Co. v. Miller Bldg. Corp., 97 Fed.Appx. 431 (4th Cir. 2004), PVC
hired Miller to build a hotel. After the opening of the hotel, the owner discovered defects
allowing water intrusion into the building. The water infiltration damaged carpet and other
finishes in the hotel. Travelers, Miller’s CGL carrier, defended Miller under a reservation of
rights, and then brought a declaratory judgment action on the coverage issue. The Fourth Circuit
found that Travelers owed a defense to Miller, explaining as follows:

Under North Carolina law, liability insurance is not a substitute for a performance
bond. Thus, to the extent that PVC is seeking to recover from Miller the cost of
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correcting Miller's faulty workmanship, the claims do not fall within the scope of
the policy issued by Travelers, because faulty workmanship does not constitute
‘property damage.” We agree with Miller, however, that PVC's claims are not
limited to correction of the construction defects. In addition to the claims seeking
to repair Miller's faulty workmanship, PVC's counterclaim alleges that carpet in
certain guest rooms was damaged by water leaking through the improperly
installed windows and sliding glass doors. Even if the district court properly
treated the improper installation of the cable system, doors and windows as
construction defects, this aspect of PVC's counterclaim alleges that a particular
construction defect (improper installation of windows and doors) caused damage
to separate tangible property (guest-room carpet). This claim, therefore, clearly
falls within the policy's definition of ‘property damage.’

Thus, even though there may be overlap between the protection provided by a CGL policy
and a performance bond, upholding coverage for defective work that breaches a contract does not
necessarily convert the CGL policy into a performance bond and vice versa.

Surety Versus CGL Insurer: Who Pays First?

Due to the potential overlap between the performance bond and the CGL policy with
regard to defective workmanship claims, a performance bond surety may be put in the position of
taking over or financing the completion of the defaulted project due to a breach of contract by its
bonded principal, the contractor. That contractor is also insured under a CGL policy that may
provide some coverage in the event the defective work caused property damage to the project. As
previously stated, in the event the performance bond surety suffers a loss on its bond, it may seek
to recoup that loss from other third parties who may also be responsible to pay it. This includes
the CGL carrier for the contractor.

There are at least two ways a performance bond surety can establish standing to pursue an
action on the contractor’s CGL policy. First, the surety can assert its rights under the principle of
equitable subrogation, “standing in the shoes” of the defaulting contractor. Alternatively, the
surety may obtain an assignment of the contractor’s rights against the CGL insurer, so long as
doing so does not contravene the general indemnity agreement.

A. Equitable Subrogation in General

Subrogation is the equitable right of the surety who has paid the obligation of its principal
to “step into the principal’s shoes” to enforce the surety’s rights of reimbursement. The right
exists under the law in equity and is not tied to a contract or an assignment. Equitable subrogation
is entrenched in surety law as a cherished concept:

Traditionally sureties compelled to pay debts for their principal have been deemed
entitled to reimbursement, even without a contractual promise.... And probably
there are few doctrines better established than that a surety who pays the debt of
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another is entitled to all the rights of the person he paid to enforce his right to be
reimbursed. This rule . . . [is] generally known as the right of subrogation.

See, Pearlman v. Reliance Insurance Company, 371 U.S. 132, 136-137, 83 S.Ct. 232,235, 9
L.Ed.2d 190 (1962). In addition, the surety has always been the “favorite of equity.” See e.g.
American Surety Co. of New York v. Lewis State Bank, 58 F.2d 559 (Sth Cir. 1932) (“surety is
indeed a favorite of equity, which will extend its aid in exoneration, quia timet, before he pays,

and will subrogate him after he pays, liberally and fully, as against others primarily liable on the
debt.

Equitable subrogation does not depend upon any contractual relationship between the
parties, but rather, it is a matter of equity and it arises through the legal consequences of the acts
and relationships of the parties. In other words, since it is a creature of equity, it depends upon the
equities of the parties, rather than a contract, and arises by operation of law.

B. Equitable Subrogation by the Surety Against the CGL Insurer

Surprisingly little law exists as to equitable subrogation in the performance bond /CGL
context. One case that addresses these issues is Auto Owners Ins. Co. v. Travelers Cas. & Surety
Co., 227 F.Supp.2d 1248 (M.D.Fla. 2002). There, Reliance, the surety, made a claim against the
defaulting contractor’s CGL insurers after it paid out on its performance bond. Auto Owners and
Northbrook, the CGL carriers, filed a declaratory action to avoid coverage, raising lack of
standing by the surety as one of the grounds.

Sun subcontracted the installation of the underground galvanized piping system at
Wellcraft’s manufacturing plant. After completion, it was determined that the pipe system leaked.
Some repairs were performed, then the leaking line was abandoned and Wellcraft began using an
overhead line, which was not installed by Sun, to transfer the acetone into the lay-up building.
Later, Wellcraft sued Sun, its owners, the surety and the subcontractor for damages related to the
acetone leak and its environmental consequences. The lawsuit included a claim by Wellcraft
against Reliance on the performance bond. Reliance and Wellcraft settled the claims.

Sun also entered into a contract for the construction of three facilities for the City of
Pinellas Park, Florida (the "Pinellas Contract"). Reliance issued a public construction bond to the
City. Sun filed suit against the City for non-payment under the Pinellas Contract. The City filed
a counterclaim against Sun for breach of contract, negligence and breach of warranty and a claim
against Reliance on the Pinellas bond. The City’s claims were based upon the alleged negligence
and faulty installation of a roof and stucco by Sun's subcontractors. The court held as follows:

At common law, a surety who performs or pays on behalf of an obligee steps into
the shoes of the obligee to the extent of the performance or payment. Accordingly,
if Reliance, as Sun's surety, performed or paid on behalf of Sun an obligation that
is covered by the policies issued by Auto Owners and Northbrook, then Reliance
stands in Sun's shoes to that extent, is equitably subrogated to the rights of Sun,
and is considered a first party claimant on the CGL policies. Reliance therefore
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has standing as both a first party claimant and a third party claimant to assert
claims for insurance coverage against Auto Owners and Northbrook.”

The court, however, ultimately concluded that the CGL policies issued by Auto Owners
and Northbrook did not provide coverage for defective workmanship, and that coverage was
barred for other fact-specific reasons. Nevertheless, the Auto Owners’ decision provides an
example of a surety’s equitable subrogation to the rights of the insured contractor.

In Western World Ins. Co., Inc. v. Travelers Indem. Co., 358 So.2d 602, 604 (Fla. App.
1978), Western World was the CGL insurer for Clark and Moore Security Service. In the
underlying case, Thomas sued Clark and Moore for assault and battery. Travelers, Clark and
Moore's surety on a $5,000 performance bond, paid this amount. Travelers then claimed
indemnity from Western World. The trial court in the coverage action held that the policy issued
by Western World obligated it to provide a defense to its insureds, Clark and Moore. The court
also found that had Clark and Moore paid the $5,000 judgment directly to Thomas, it would be
entitled to recover from Western World the amount paid, and as a result of payment, Travelers was
subrogated to the rights of Clark and Moore and entitled to recover the $5,000 from Western
World. On appeal, Western World argued that it would be against public policy to allow a
bonding company to recover from the general liability carrier of the same insured. The court
rejected that argument, and held that since it was clear under the law of general suretyship that the
surety, Travelers, may be indemnified from its principal, Clark and Moore, for the judgment paid,
Travelers had the right to be subrogated to any rights which Clark and Moore have against their
insurance carrier. The court also noted that contractual liability exclusion did not apply, because
the general rule is that such exclusion applies only to contractually created liability, and not to the
general liability of the insured arising by operation of the law.

In National Mut. Ins. Co. of Washington, D. C. v. Maryland Cas. Co., 187 N.E.2d 575
(Ind.App. 1963), the insured, Saunders, was being sued for property damages allegedly caused by
Saunders' driver in the operation of a tractor-trailer. Maryland issued a re-delivery bond,
attachment bond and surety bond on behalf of Saunders, ancillary to the lawsuit against him.
National Mutual insured Saunders under an insurance policy covering this tractor-trailer.

Johnson, the obligee named on the bonds, recovered a final judgment and obtained an
attachment on the vehicle. Maryland paid under its bond to release the vehicle from attachment
and brought a claim against National Mutual. National Mutual argued that Maryland was a
“volunteer” in assuming the obligations defined in the bond issued by it. The court stated that
National Mutual, by taking this position, “has failed to distinguish between one voluntarily
paying the debt of another and one voluntarily entering into a suretyship contract.” The court then
rejected National Mutual’s argument, holding as follows:

This position is untenable. A party, without compulsion, making a voluntary
payment of the debt of another is not entitled to subrogation. However, it is held
that a right of subrogation does exist in favor of one, who, bound as a surety, pays
the debt or obligation of the principal under the compulsion of his suretyship
obligation.
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Another such case is Gulf Ins. Co. v. TIG Ins. Co., 86 Cal.App.4th 422 (Cal.App. 2 Dist.
2001), in which Gulf was the surety on a performance bond issued on a construction contract.
During the course of the construction work, the contractor caused damage to adjacent real
property. Then the contractor defaulted on the construction contract. Gulf completed the contract
and performed repair and restoration of the damage to the adjacent property. The surety brought
an action against the contractor’s CGL insurer, TIG, for breach of the covenant of good faith and
fair dealing, declaratory relief, equitable indemnity, and contribution.

The court recognized the surety’s right of equitable subrogation to both contractual and
extra-contractual claims of the insured contractor, relying on California law as to equitable
subrogation by an excess carrier to the insured’s rights against its primary carrier. The court
defined the cause of action for equitable subrogation as follows:

An insurer's cause of action for equitable subrogation contains six elements: (1)
the insured has suffered a loss for which the party to be charged is liable; (2) the
insurer has compensated for the loss; (3) the insured has existing, assignable
causes of action against the party to be charged, which the insured could have
pursued had the insurer not compensated the loss; (4) the insurer has suffered
damages caused by the act or omission which triggers the liability of the party to
be charged; (5) justice requires that the loss be shifted entirely from the insurer to
the party to be charged; and (6) the insurer's damages are in a stated sum, which is
usually the amount paid to the insured, assuming the payment was not voluntary
and was reasonable.

Nevertheless, the court, on the facts before it, ruled against the surety, and found that the
surety could not recover on a theory of equitable subrogation to a claim of bad faith failure to pay,
where the CGL insurer’s conduct did not cause any injury to the insured contractor. This case
illustrates that the subrogation rights of the surety are not greater than the rights of the general
contractor itself.

C. Assignment of Rights From the Principal to the Surety

An actual assignment may not be necessary in light of the surety’s equitable subrogation
rights. In some instances, such an assignment may not even be possible in light of the
adversarial relationship between the surety and its principal in a default scenario. Where a surety
asserts a right of subrogation, by assignment or otherwise, and where the right is clear, an
assignment adds little to that right; thus, if it recovers, it is by virtue of a right in equity, not by
virtue of a legal right under an assignment. 73 Am. Jur. 2d Subrogation § 65 (2004), citing
Meyers v. Bank of America Nat. Trust & Savings Ass'n, 11 Cal. 2d 92, 77 P.2d 1084 (1938).

Nevertheless, in American Oil Co. v. L. A. Davidson, Inc., 290 N.W.2d 144 (Mich.App.,
1980), a CGL insurer argued that an express assignment from the insured contractor to its surety
constituted a waiver of equitable subrogation rights against the CGL carrier by the surety. The
court rejected this contention, holding that the rights obtained under an assignment are
independent from rights derived from equitable subrogation. See also, Old Kent Bank-Southeast
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v. City of Detroit, 444 N.W.2d 162, 165, 178 Mich.App. 416, 420 (Mich. App. 1989). Often an
assignment could add an unnecessary layer of complexity to an already complicated default
situation.

There are cases where an assignment was obtained. For example, in Fidelity & Deposit
Co. of Maryland v. Hartford Cas. Ins. Co., 189 F.Supp.2d 1212 (D.Kan.2002), F&D, the surety on
the performance bond, sought recovery of a loss from the CGL carrier of one of the
subcontractors, after F&D had obtained an assignment from both the insured subcontractor and
the general contractor. In its opinion, the court did not address the specifics or necessity of the
assignment in detail, but focused, instead, on the CGL coverage issues, ultimately upholding
recovery by the surety against Hartford, the CGL insurer for a subcontractor upon whose policy
the bonded contractor was an additional insured. For other cases involving sureties seeking
recovery of amounts paid in connection with defaults involving defective work, see Standard Fire
Ins. Co. v. Chester-O’Donnelly & Assoc, Inc., 972 SW.2d 1 (Tenn.App. 1998) (upholding
recovery by surety as CGL carrier for damage to other than the insured’s own work; Nat. Sur.
Group v. Precision Wood Products, Inc., 271 F.Supp.2d 776, 779 (M.D.N.C. 2003) (denying
coverage to surety due to bond lack of occurrence).

D. Surety’s Rights Under the General Indemnity Agreement and the
Contractual Liability Exclusion

As part of the underwriting process and issuance of a performance bond, the surety
requires that the contractor-principal, as well as its individual owners or officers execute an
indemnity agreement, usually referred to as a General Indemnity Agreement (“GIA”), in which
those parties agree to indemnify the surety in the event of any losses arising out of the issuance of
the bond. Typically, the GIA broadly states that the indemnitors will exonerate, indemnify, and
keep indemnified the surety for and against any and all liabilities, losses and expenses of
whatsoever kind and nature, including attorneys fees, imposed upon, sustained or incurred by the
surety by reason of the surety having executed, provided or procured bonds on behalf of the
principal. The GIA also states that the surety’s rights under the agreement are cumulative within
the other rights and the surety is not required to exhaust its remedies or rights against the principal
before asserting its rights under the GIA.

The GIA issues as to the Contractual Liability Exclusion, Exclusion b, in the standard
CGL policy which states as follows:

b. Contractual Liability

"Bodily injury" or "property damage" for which the insured is obligated to pay
damages by reason of the assumption of liability in a contract or agreement. This
exclusion does not apply to liability for damages:

(1) that the insured would have in the absence of the contract or agreement; or

(2) assumed in a contract or agreement that is an "insured contract" . . .
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The term “insured contract” is defined in the policy, in relevant part as follows:

That part of any other contract or agreement pertaining to your business (including
an indemnification of a municipality in connection with work performed for a
municipality) under which you assume the tort liability of another party to pay for
“bodily injury” or “property damage” to a third person or organization. Tort
liability means a liability that would be imposed by law in the absence of any
contract or agreement.

It is clear that the contractual liability exclusion applies to liability assumed by the
principal and the indemnitors under a contract such as a GIA. The terminology “assumed in a
contract or agreement” amounts to a term or art in the insurance industry and applies to
assumption of liability of a third party, and not a mere breach of contract. See, Olympic, Inc. v.
Providence Washington Ins. Co. of Alaska, 648 P.2d 1008 (Alaska 1982); Federated Mutual
Assurance Co. v. Grapevine Excavation, Inc., 197 F.3d 720 (5th Cir. 1999). It has been
specifically held that a GIA does not fall within the scope of an “insured contract,” thus, coverage
for the indemnity obligation of the principal and indemnitor is excluded under the Contractual
Liability Exclusion. Sanders v. Ashland Oil, Inc., 656 So0.2d 643 (La.App. 1995), since that
definition applies to hold harmless agreements assuming the tort liability of a third party.

For this reason, the surety’s cause of action for equitable subrogation, an action that arises
outside of contract, that is, the GIA, is particularly useful for the surety in seeking recovery
against the CGL insurer.
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