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Breach of Warranty

* Impaired Property

—if repair or replace, no property
damage

» Exception for “sudden and accidental”
» What is the “other product”?

- - Breach of Warranty

» Cracks in bridge
« Water infiltration
 Streaking in glass
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* The defect is not the accident
* The defect causes the accident

» Unexpected, unforeseen,
undesignated happening or
consequence

» Outside elements cause damage
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-9 Defective Construction
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* Moisture seeps through walls
and windows

 Structural damage to house

» Sub’s work damages entire
project

18



i

Conclusion

* Look for the accident
* unintended and unexpected
 sudden and accidental

* Look for the physical injury

* Identify “loss of use” damage

» Distinguish between insured’s work and
resulting damage
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SIX MYTHS TO OVERCOME FOR INSURING
ECONOMIC LOSS, BREACH OF CONTRACT,
AND FAULTY WORKMANSHIP

by Jill B. Berkeley and Seth D. Lamden
Schiff Hardin LLP

Using “sound bites” to analyze coverage issues
is the bane of the coverage lawyer’s exist-
ence. Because of these sound bites, claims profes-
sionals, risk managers, and underwriters who rely
on generalities often are misled about the true na-
ture of insurance coverage. One of the most egre-
gious examples of the “fuzzy thinking” school of
insurance coverage is the statement that “economic
losses are never insurable.” This statement, in reali-
ty, is not true. The truth of the matter is that eco-
nomic damages (i.e., those damages representing
loss of use, consequential damages, benefit of the
bargain, loss of profits, and diminution in value)
can be covered under a standard commercial gener-
al liability (CGL) policy.

Economic damages arising from a defective
product or faulty workmanship are contractual lia-
bilities, since the damages are the result of a prod-
uct or work being less than that for which the par-
ties bargained. CGL insurance, however, is
designed to cover tort liability for physical damages
sustained by third parties because of accidents or
reasons beyond the control of the insured. Liability
insurance is not designed to cover contract liability
for economic losses because work was not per-

formed to a contract’s specifications. Nevertheless,
under certain circumstances, these types of damag-
es may in fact be covered by CGL insurance.

The “economic loss rule,” as adopted in many
states, generally applies to preclude the use of a
claim in tort or negligence for damages that are lim-
ited to a monetary loss. See Note, Economic Loss
and Products Liability Jurisprudence, 66 Columbia
Law Review 917, 918 (1966); Comment, Manufac-
turer’s Liability through Remote Purchases for
“Economic Loss” Damages—Tort or Contract?
114 U Pa L Rev 539, 541 (1996); Moorman Mfg.
Co. v National Tank Co., 435 NE2d 443, 450 (111
1982).

The rule, as discussed below, is often misapplied
to situations in which damages are measured by a
monetary loss, such as delay damages caused by an
occurrence, diminution in property value caused by
physical damage, or loss of profits caused by the
loss of use of tangible property.

This article will explore the basic concepts of
coverage in CGL insurance and will attempt to de-
bunk the various myths that surround the “wrong-
headed” analysis of economic loss coverage. Each
myth is tied to a specific policy provision and its in-

*The number in parentheses refers to the CGL Reporter Binder in which the case can be found.
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terpretation. If these provisions are the basis for the
insurer’s reservation of rights, then the insurer may
be relying on the “myth” of no coverage. Policy-
holders and insurers alike will profit from the analy-
sis that debunks these myths.

1: Consequential Damages
Are Not Covered

Consequential damages often are associated with
damages arising from a breach of contract, but that
does not eliminate the possibility that consequential
damages can be covered under a CGL policy. The
critical elements for the insurance coverage analysis
are:

1. Was there an occurrence?
Did bodily injury or property damage result
from the occurrence?

3. Are the damages excluded?

A standard CGL policy provides an insured with
coverage for “all sums that the insured is legally ob-
ligated to pay as damages for bodily injury or prop-
erty damage resulting from an occurrence.” An “oc-
currence” is defined as “an accident, or continuous
exposure to injurious condition.” Thus, if an acci-
dent occurs and results in bodily injury or property
damage, all resulting damage is covered, including
“consequential damage,” regardless of whether the
damages arose from breach of contract.

Although damages to the insured’s own product
usually are excluded from coverage, consequential
economic damages arising from this type of dam-
age may be covered. For example, in American
Home Ins. Co. v Libbey-Owens-Ford Co., 786
F2d 22 (1st Cir 1986) [see summary at (1) 105-
25%], the court ruled that damage to the insured’s
own product could serve as the trigger for cover-
age, even though the damage to the insured’s prod-
uct itself was not covered.! Libbey-Owens-Ford
provided windows for the John Hancock building
in Boston. The windows did not conform to con-
tract specifications and fell out during wind and
storm conditions. The windows were replaced,
causing substantial costs and delays to the project.
The building owner sued for loss of use of the
building, including lost rentals. The court deter-
mined that the CGL policy covered economic loss-
es from physical injury to the windows, even
though there was no coverage for the windows
themselves, because the language of the policy did

not specifically exclude consequential damages.

The court reasoned,
Although the plain language of the policy does
require that some physical injury to tangible
property must occur, other than for loss of use
claims, the policy language does not preclude
the possibility that physical injury to the in-
sured’s own property can constitute such prop-
erty damage. Under this reading of the policy,
consequential damages suffered as a result of
physical injury to any product, including that of
the insured’s, would be covered.... There is no
restriction in this definition regarding whose
property must suffer damage in order to qualify
as “property damage.” Thus, unless some ex-
clusion applies to qualify this provision, the
plain language of the policy covers consequen-
tial damages arising from physical injury to any
tangible property, including the property of the
insured.

The court went on to suggest that the insurance
company should use specific language to exclude
consequential damages set in motion by damage to
the insured’s property.

Similarly, in DiMambro-Northend Assocs. v
United Constr., Inc., 397 NW2d 547 (Mich App
1986) [see summary at (2) 120-5%], the court “re-
fused to read into the plain language of the policy a
requirement or condition that the tangible property,
damaged by the occurrence, belong to the claim-
ant.” In DiMambro-Northend, the insured was con-
structing a tunnel with several other contractors. A
fire in the insured’s section of the tunnel delayed
construction of other parts of the project. One of the
other contractors filed suit to recover lost profits
caused by delay from the fire. The court found it
was undisputed that the fire caused damage to the
insured’s equipment and the tunnel; likewise, it was
undisputed that the fire was an “occurrence.” Final-
ly, it was undisputed that the claimant’s lost profits
were caused by delay from the fire. Since the policy
did not require that the tangible property damaged
by the “occurrence” belong to the claimant, and
since the physical damage was to property of the in-
sured, the court held that there was coverage for the
consequential damages to third parties.

Myth debunked: Consequential damages sound
like, look like, and appear for all practical purposes
to be contractual liabilities. But if property damage
or loss of use of other property results from the fail-
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ure of the insured’s product or work, the consequen-
tial damages may be covered.

2: Loss of Use of Named Insured’s
Product Is Not Covered

The most important analysis for finding coverage
is the focus on whether the loss of use claim is
based upon the loss of use of tangible property other
than the insured’s own work. The policy defines
property damage as:

a. Physical injury to tangible property, including
all resulting loss of use of that property; or

b. Loss of use of tangible property that is not
physically injured.

The vast majority of courts have held that purely
economic losses, such as lost profits, are generally
not recoverable under insurance provisions providing
coverage for the loss of use of tangible property.2

There is an exception to this general rule when
an occurrence causes the loss of use of tangible
property, and the loss of use, in turn, then causes
economic losses such as lost profits, lost income, or
a third party’s loss of use of its plropelrty.3 For exam-
ple, if a manufacturer of construction cranes sold a
defective crane that collapsed in front of, and
blocked physical access to, a restaurant, some
courts would require the manufacturer’s insurer to
provide coverage for the loss of use of the restau-
rant, including lost income.* The most important
difference between the situation involving noncov-
ered economic loss versus covered economic loss is
the existence of an occurrence. When damages re-
sult from the policyholder’s conduct, purely eco-
nomic losses are not covered. When covered, the
economic losses are the measure of damages sus-
tained by the insured. In such situations, coverage
for lost profits may be appropriate because the oc-
currence directly caused a loss of use of tangible
property, which resulted in lost income. Myth de-
bunked.

This principle is illustrated in Trio’s, Inc. v
Jones Sign Co., Inc., 444 NW2d 443 (Wis App
1989) [see summary at (3) 320-1*]. In Trio’s, a
neon restaurant sign did not function properly and
the restaurant owner sued the sign manufacturer for
lost revenues caused by loss of use of the sign.
While the loss of use of the sign was damage to tan-
gible property, the lost revenues were not covered
because the CGL policy “unambiguously excludes

from the coverage damage to the insured’s prod-
uct.” The court noted that only the sign was dam-
aged, and the restaurant building remained un-
scathed. Since the restaurant was not damaged, the
loss of revenue from the damaged sign was purely
an economic loss rather than a measurement of the
economic loss from the broken sign.

Myth debunked: Damage to the insured’s own
product that causes the loss of use of a third party’s
tangible property supports coverage based on the
second prong of the definition of property damage
in the CGL policy.

3: Damages Arising Out of
Breach of Contract Are Not Covered

Another pervasive myth is that a standard CGL
policy never provides coverage for breach of con-
tract damages. This is not true. The required reading
for debunking this myth is the Supreme Court of
California’s decision, Vandenberg v Superior
Court of Sacramento County, 982 P2d 229 (Cal
1999) [see summary at (12) 120-1*]. Vandenberg
and a substantial number of other courts that have
considered this issue have ruled that when a breach
of contract claim arises from or causes a covered
claim (i.e., damages arising from an “occurrence”
that caused either bodily injury or property dam-
age), the breach of contract claim is covered under
the insuring agreement of the CGL policy.5

The Vandenberg court held that a CGL policy
that provides coverage for sums that the policyhold-
er is “legally obligated to pay as damages” may pro-
vide coverage for losses arising from a breach of
contract claim. The underlying action in Vanden-
berg arose when the policyholder was sued for, in-
ter alia, breach of contract after the policyholder al-
legedly caused soil and groundwater pollution on a
parcel of land that he had been leasing. The proper-
ty owner claimed that the environmental contami-
nation constituted a breach of the lease agreement.

Although the policyholder had obtained CGL
policies from a number of insurers, all of his poli-
cies contained “sudden and accidental” pollution
exclusions. When the policyholder tendered the de-
fense of the underlying action to his insurers, all but
one denied his claim. The policyholder and the
plaintiff in the underlying action submitted their
claim to binding arbitration. The arbitrator ruled
against the policyholder, finding that the policy-
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holder had breached his lease when he caused envi-
ronmental contamination on the leased property.

In response to the policyholder’s request for in-
demnification, the insurers filed two motions for
summary judgment against the policyholder. The
first motion involved the pollution exclusion. The
second motion claimed that because the arbitrator
awarded damages for a breach of lease, which is a
contractual cause of action, there could be no cover-
age under the CGL policies at issue.

In the coverage action, the trial court ruled in fa-
vor of the insurers on the second motion, finding
that the policyholder “had no coverage under the
policies for the arbitration award because the
claims submitted to the arbitrator were contractu-
al.” The Vandenberg appellate court reversed the
trial court, explaining that “coverage under the in-
surance policies in question could not be deter-
mined by reference to the ‘general rule’ that dam-
ages for an insured’s nonperformance of a contract
are not covered under CGL policies.” Instead, ex-
plained the court, “when there is damage to proper-
ty, the focus of the inquiry should be the nature of
the risk or peril that caused the injury and the spe-
cific policy language, not the form of action
brought by the injured party.” The Vandenberg
court affirmed the appellate court and found that a
claim for property damage losses may be covered,
even when the underlying action is pled as a breach
of contract claim.

In support of its holding, the California Supreme
Court disapproved of a “long line” of California de-
cisions that held that the CGL language “legally ob-
ligated to pay as damages” only describes tort lia-
bility and does not describe contractual liability.
The Vandenberg court rejected California’s histori-
cal “ex contractu/ex delicto distinction” in deter-
mining coverage under CGL policies on the basis
that nothing in the CGL policies at issue “suggests
any special or legalistic meaning to the phrase ‘le-
gally obligated to pay as damages’ ... A reasonable
layperson would certainly understand ‘legally obli-
gated to pay’ to refer to any obligation which is
binding and enforceable under the law, whether
pursuant to contract or tort liability.”

Interpreting the phrase “legally obligated to pay”
in its “ordinary and popular sense,” the Vandenberg
court held that the insurers could not avoid cover-
age for the policyholder’s request for indemnifica-
tion in connection with a breach of lease solely on

the ground that the damages were assessed on a
breach of contract theory.

Other courts have employed an analysis similar
to that of Vandenberg and found that a claim is not
barred from coverage under a CGL policy simply
because the claim is pled as a breach of contract
claim. For example, in Broadhead v Hartford Cas.
Ins. Co., 773 F Supp 882 (SD Miss 1991), the court
held that coverage was available for a claim alleg-
ing a breach of rental agreement seeking damages
from the policyholder for equipment that was de-
stroyed in an explosion when it was not returned to
the owner of the equipment on time. Rejecting the
insurers’ argument that there could be no coverage
for the complaint because it asserted a breach of
contract claim, the court stated that

[i]t is clear to the court that in the absence of an
applicable exclusion, the claims for damaged
equipment are covered under the policy. Con-
trary to [the insurance carrier’s] assertion, the
policy admits of no limitation of coverage to
tort claims only. Rather, the policy provides
coverage for sums which the insured becomes
legally obligated to pay because of property
damage due to an occurrence; the damage to
equipment falls within the policy definition of
“property damage” and the damage resulted
from an “occurrence”....

As the court further explained, while the claims
against the policyholder may be based, “in part, on
a failure to return equipment, ultimately, the reason
for the claims is the destruction of the equipment,
i.e., ‘property damage,” as a consequence of the
blowout, an ‘occurrence.”” As such, ruled the court,
the claims are not excluded simply because they
were pled as a breach of contract claims.

Similar to Broadhead and Vandenberg, in King
County v Travelers Ins. Co., 1996 WL 257135
(WD Wash, Feb. 20, 1996), the court held that a
breach of contract claim is covered under the insur-
ing agreement of a standard CGL policy when the
claim stems from property damage caused by an
“occurrence.” In King County, the policyholder
owned a stadium that it was forced to close for sev-
eral days while it investigated the cause of falling
ceiling tiles. Due to the closure, the policyholder
was unable to honor several contractual commit-
ments to third parties to allow them to use the stadi-
um. The policyholder’s insurers denied the policy-
holder’s request for indemnity under its CGL policy

6 CGL Reporter

26

2004 Edition



for its losses incurred in connection with the
breached “use agreements.”

The court disagreed with the insurers’ argument
that the phrase “those sums that the insured be-
comes legally obligated to pay as damages because
of ‘bodily injury’ or ‘property damage’ to which
this insurance applies” did not encompass the eco-
nomic losses incurred by the policyholder as a re-
sult of the fallen ceiling tiles. The King County
court explained that under Washington law, the
CGL insuring agreement creates “coverage for all
liabilities that flow from damage to tangible proper-
ty. Liability need not represent property damage in
order to be covered; it simply must arise ‘because
of” property damage.” Instead, so long as there is a
causal relationship between the property damage
and the liabilities to third parties, the CGL policy
provides coverage. The court supported its conclu-
sion by noting that the CGL policy does not ex-
pressly limit coverage to tort damages, and the in-
surer could have inserted such a limitation in the
policy if it so desired.

Some courts have retained the distinction be-
tween breach of contract and tort claims, holding
that breach of contact claims are not covered under
a CGL policy. It should be noted that a number of
cases that support the distinction between contract
and tort liability in the context of CGL coverage re-
ly on California appellate-level decisions specifical-
ly disapproved by the California Supreme Court in
Vandenberg. Furthermore, most of these decisions
did not involve an “occurrence” under the CGL pol-
icy.6 Myth debunked.

4: Defective Construction Claims
Are Excluded

Standard form CGL policies exclude coverage
for property damage arising out of the completed
work of the insured. The Kalchthaler v Keller Con-
str. Co., 591 NW2d 169 (Wis App 1999) [see sum-
mary at (11) 105-8*], court interpreted an excep-
tion to the business risk exclusion of a standard
form CGL policy. Standard form CGL policies con-
tain a coverage exclusion for “‘property damage’ to
‘your work’ arising out of it or any part of it and in-
cluded in the ‘products-completed operations haz-
ard.”” An exception to this exclusion states that
“[t]his exclusion does not apply if the damaged

work or the work out of which the damage arises
was performed on your behalf by a subcontractor.”
The Kalchthaler court ruled that “[t]he only reason-
able reading of this exception is that it restores cov-
erage for damage to completed work caused by the
work of a subcontractor.”

The policyholder in Kalchthaler was the general
contractor on a project to construct a residential fa-
cility. The policyholder contracted all of the work to
subcontractors. The underlying action in Kalchthal-
er arose when the completed building leaked due to
the policyholder’s negligence, causing water dam-
age to the interior. The plaintiff in the underlying
action sued the policyholder for damage to the
building and its interior. The policyholder’s insurer
denied coverage, claiming that the claim was not
covered because it did not arise from an “occur-
rence” because a claim for faulty workmanship,
without more, cannot constitute an occurrence. The
policyholder claimed that because the damage was
caused by negligence, it was unintentional and
therefore an accident, which is a covered “occur-
rence.” The policyholder also relied on the excep-
tion for subcontractors quoted above.

The court first held that the underlying action in-
volved an “occurrence” under the policy because it
involved property damage caused by negligence,
which the court found to be an ‘“accident.” The
court also found that the claim was covered under
the policy’s “products and completed operations
coverage” because the claim alleged property dam-
age to property that was not owned or rented by the
policyholder and that resulted from the policyhold-
er’s work.

In addition, the court ruled that the subcontrac-
tor’s exception “unmistakably applies” to the un-
derlying claim. In so ruling, the court considered
both the plain language of the subcontractor’s ex-
ception, as well as industry commentary. Under the
Kalchthaler holding, when a general contractor is
sued in connection with the faulty workmanship of
its subcontractor, the general contractor will be cov-
ered under its CGL policy.

Myth debunked: An accident can occur within
the context of a contractual relationship. Even if the
plaintiff’s remedies are defined in a contract, the
CGL policy can still be triggered by the existence of
an occurrence that results in bodily injury or proper-
ty damage.
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5: UCC Breach of Warranty Claims
Are Excluded

Impaired property exclusions are designed to
block coverage for business risks and to prevent
contractors from using CGL insurance to indemnify
poor workmanship and to avoid contractual obliga-
tions. Such exclusions bar damages for “loss of
use” claims and “diminution in value” claims. Im-
paired property exclusions are intended to cover a
defective product that is incorporated into another
piece of property. The larger property has not been
physically damaged, but the defective part may
make the property less valuable or less useful or it
may be expensive or extensive to repair or replace
the defective component. CGL policies generally
describe impaired property as follows:

“Impaired property” means tangible property,

other than “your product” or “your work,” that

cannot be used or is less useful because:

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

b. You have failed to fulfill the terms of a con-
tract or agreement,

if such property can be restored to use by:

a. The repair, replacement, adjustment or re-
moval of “your product” or “your work;” or

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

There remains an exception to this exclusion that
allows coverage for impaired property under certain
conditions. Under the “sudden and accidental” ex-
ception, the impaired property exclusion does not
apply to the loss of use of undamaged property aris-
ing out of “sudden and accidental” physical injury
to the contractor’s work after it has been put to its
intended use.

The “sudden and accidental” exception has been
examined in a number of cases, such as United
Steel Fabricators, Inc. v Fidelity Guaranty Ins.
Underwriters, Inc., 1993 WL 69258 (Ohio App
1993). In United Steel, the court determined that the
“sudden and accidental” exception applied, even
though the damage occurred over time. The insured
provided modular expansion joints for a bridge re-
pair. After the bridge opened to traffic, the welds on
the joints cracked and were repaired or replaced.
The court ruled that the product clearly had been
put to its intended use when the cracks occurred and

upheld the trial court’s determination that the initial
cracks were “sudden and accidental,” even though
they may have resulted from stresses over time or
may have expanded over time. Myth debunked.

In contrast, in St. Paul Fire and Marine Ins. Co. v
Futura Coatings, Inc., 993 F Supp 1258 (D Minn
1998), the exception did not apply when a manufac-
turer applied a defective coating to wastewater basins
at several power plants. The coating system failed,
left pinholes in the coating, and eventually was
stripped off entirely and replaced. The court reasoned
that the coating had been put to its intended use be-
cause untreated water had been released into the
coated basins but held that the initial pinholes in the
coating occurred before the product was put to use.
The court concluded that the exception did not apply
because the cracking and peeling of the coating was
not “sudden and accidental” but became apparent
over time.

In another case, the court refused to extend CGL
coverage because the insured’s damaged work did
not qualify as an “other product” as described in the
policy’s exclusion. In Federated Service Ins. Co. v
R.E.W., 770 P2d 654 (Wash App 1989) [see summa-
ry at (2) 315-11%], the insured installed an insulating
liner to the walls of a fruit storage room. The liner
warped and ruptured the air seal for the controlled
environment room. The insured replaced the liner, at
great expense, before the next fruit crop was harvest-
ed. The court ruled that the “other product” described
in the policy’s exception to the impaired property ex-
clusion” is property other than the insured’s work or
product. Here, it was [the insured’s] product that was
damaged, not ‘other property.’”

Myth debunked: The impaired property exclu-
sion is limited by the existence of an occurrence,
which the policy recognizes in the “sudden and ac-
cidental physical injury” exception.

6: Insured’s Defective Work/
Product Claims Do Not Arise
from an Occurrence

Claims for faulty workmanship generally are ex-
cluded from CGL policies as business risks because
quality and performance of work are entirely within
the control of the insured. Thus, when an insured’s
product fails to perform to contract standards, with-
out more, a breach of warranty claim most likely
will not be covered.
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But if the insured’s product breaks, is physically
destroyed, cracks, or is otherwise physically dam-
aged, a basis for coverage exists. If damage results
from the faulty workmanship, the defect in the in-
sured’s work may constitute an “occurrence” and
the resulting damage is covered under the CGL pol-
icy either as a “sudden and accidental” failure, or as
continuous exposure to an injurious condition.

For example, suppose the insured manufactures a
turbine. As the turbine is running, it is subject to vi-
bration. Upon being put to use, the vibrations cause
the blades inside the turbine to break off, and the
turbine stops working. This is not merely “failure”
but an accident that results in property damage.
Similarly, when a defective vapor barrier permits
the infiltration of water behind brick and causes the
rotting of plywood, plasterboard, and interior fin-
ishes, the defect is not the accident. The accident is
the penetration of water allowed by the defect.

This principle is illustrated in Pekin Ins. Co. v Ri-
chard Marker Assoc., Inc., 682 NE2d 362 (Il App
1997) [see summary at (10) 105-8*]. In Richard
Marker, the court held that an insurer had a duty to
defend its policyholder when the underlying com-
plaint alleged that the policyholder caused damage to
personal property belonging to the plaintiff in the un-
derlying action due to breach of an architectural ser-
vices contract. The underlying action arose when the
policyholder was hired to construct a building for the
plaintiff. The policyholder was sued for breach of the
architectural services agreement when the policyhold-
er’s alleged failure to design the proper location of
pipes caused the pipes to burst and, as a result, caused
substantial water damage to the personal property be-
longing to the plaintiff. The policyholder’s CGL in-
surer denied coverage on the basis that there was no
“occurrence” because the complaint against the poli-
cyholder did not allege an “accident.” The court dis-
agreed, noting that “[a] CGL policy does not cover an
accident of faulty workmanship but rather faulty
workmanship which causes an accident.” Because the
underlying complaint alleged faulty workmanship
that caused an accident in the form of water damage
to personal property, the court held that the insurer
had a duty to defend the policyholder.

In so ruling, the Richard Marker court distin-
guished Monticello Ins. Co. v Wil-Freds Constr.
Co., Inc., 661 NE2d 451 (Ill App 1996) [see sum-
mary at (8) 105-7*]. The underlying action in Wil-
Freds sought damages only for construction defects

to a structure manufactured by the policyholder. The
Wil-Freds court held that the underlying complaint
did not allege an “accident” because “a defective
structure is the natural and ordinary consequence of
faulty workmanship.” The Richard Marker court
noted that Wil-Freds was distinguishable because the
underlying complaint in Wil-Freds did not allege
damage to other property. If the underlying com-
plaint had alleged damage to other property in addi-
tion to and resulting from the defective manufacture,
the complaint would have been covered under the
CGL policy.

In a series of cases, including Travelers Ins. Co. v
Volentine, 578 SW2d 501 (Tex Civ App 1979),
courts have found an “occurrence” where the injury
or damage was unexpected or unintended. In Volen-
tine, a customer sued the insured automobile garage
owner, claiming a defective valve job caused the
valve keeper in his car to fail, resulting in the de-
struction of the entire car engine. The court found the
policy coverage applied because the destruction of
the entire engine was unexpected, unintended, and
constituted an accident. According to the court, an
“accident” within the meaning of the policy meant
“an unexpected, unforeseen or undesignated happen-
ing or consequence from either a known or unknown
cause.” Even though the defective work might not
have been an accident in and of itself, “the destruc-
tion of the entire engine as a result of the malfunction
of one of the repaired valves was certainly unexpect-
ed and unintended, and constituted an accident with-
in the meaning of the policy provision.”

Following Volentine, the court in Hartford Casual-
ty Co. v Cruse, 938 F2d 601 (5th Cir 1991) [see sum-
mary at (6) 315-3*], determined that an occurrence
takes place where resulting injury or damage was un-
expected or unintended, even if the insured’s actions
were intentional. In Cruse, a contractor performed de-
fective leveling on the foundation of a home, which re-
sulted in structural damage to the house, including
faulty doors, windowsills, and countertops, and sepa-
rated interior walls, as well as diminution in the value
of the house. The court ruled that the faulty workman-
ship exclusion of the CGL policy applied only to the
cost of repairing the foundation itself, but did not ap-
ply to the repair costs for other parts of the house that
were damaged by the defective foundation, nor to the
diminution in value of the home as a result of the
faulty foundation. Citing Volentine, the court found
that the unexpected, unintended damages to the home
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caused by the defective foundation were sufficiently
extensive to trigger coverage.

Federated Mutual Ins. Co. v Grapevine Exca-
vation, 197 F3d 720 (5th Cir 1999) [see summary at
(12) 105-1], follows the line of cases, including Vo-
lentine and Cruse, that interpret “accident” and “oc-
currence” to mean damage that is an “unexpected,
unforeseen or undesignated happening or conse-
quence” of negligent performance. In Grapevine, the
insured used fill materials with a lower quality rating
than specified in the contract for a parking lot. The
inferior fill materials damaged the subsequent paving
work of another contractor. The court found where
the consequential damages of the insured’s faulty
workmanship extend to other work, they become un-
expected and are an occurrence. Furthermore, the
CGL policy language described an occurrence as an
“accident,” but “accident” was undefined in the poli-
cy. Since the contractor alleged the insured’s actions
were negligent, the actions were unintentional and
thus accidental within the meaning of the policy’s
definition of “occurrence.”

More recently, in Corner Constr. Co. v USF&G,
638 NW2d 887 (SD 2002) [see summary at (14)
165-2%], the court ruled that a subcontractor’s faulty
workmanship was an “accident” resulting in property
damage covered by the general contractor’s CGL in-
surance. In this case, an HVAC subcontractor for
Corner “left voids in the insulation between the studs
and failed to securely attach the vapor barrier. The
vapor barrier fell, causing temperature fluctuations
and other ventilation problems. As a result, Corner’s
own work was damaged by the faulty work of its

subcontractor.” For Corner’s CGL policy to apply,
the “property damage must be caused by an occur-
rence. An ‘occurrence’ is defined as an ‘accident’
which is an event that is ‘undesigned, sudden, and
unexpected.”’7

Myth debunked: As has often been said, “The
standard CGL policy is designed to cover faulty
workmanship that causes an accident rather than the
accident of faulty workmanship.”8

Conclusion

The concepts and principles of tort law differ
from those in insurance law. The application of
both, however, is often parallel. When a party’s per-
formance does not meet contractual standards, the
damaged party generally will be denied a tort or
negligence cause of action but can recover for the
defect under a breach of warranty cause of action.
The economic losses from the breach of warranty
fall outside the scope of coverage under the CGL
policy under these circumstances. If the party’s per-
formance does not meet contractual standards and
the defect or faulty workmanship causes an accident
resulting in physical damage or loss of use of tangi-
ble property, the plaintiff can typically assert negli-
gence as well as breach of contract claims and the
resulting damage may well be covered by the
breaching party’s CGL policy.

Keeping these differences in mind will often be
the linchpin to correctly analyze whether coverage
exists. Distinguishing between fact and myth gives
the greatest certainty that the analysis is correct.
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Endnotes

In contrast to Libbey-Owens-Ford, a minority of courts have
refused to consider damage to the insured’s own product as a
triggering occurrence and have declined coverage. In Feder-
ated Mutual Ins. Co. v Concrete Units, Inc., 363 NW2d 751
(Minn 1985) [see summary at (1) 120-14%], the court decid-
ed that consequential damages must be causally related to
damaged property other than the insured’s own property.
Thus, interest expenses and lost profits from delays brought
on by damage to the insured’s own property were not covered
because they were “simply too tenuously related” to eligible
property damage to be recoverable as consequential damages.
In Nu-Pak, Inc. v Wine Specialties International, Inc., 643
NW2d 848 (Wis App 2002) [see summary at (14) 310-5*],
the court ruled that consequential losses stemming from a
product contaminated during negligent packaging were ex-
cluded from coverage under the policy because the insured
“manufactured” or “handled” the product. Since the product
was excluded from coverage as the insured’s own product, the
consequential damages stemming from the product were ex-
cluded as well because they “[flowed] solely from excluded
property damage.”

ZSee, e.g., the following cases:

e Selective Ins. Co. of S.E. v J.B. Mouton & Sons, Inc.,
954 F2d 1075, 1080 (5th Cir 1992) [see summary at (5)
120-3*] (claims for loss of future rent involved intangi-
ble property);

e Gulf Ins. Co. v L.A. Effects Group, Inc., 827 F2d 574,
577 (9th Cir 1987) [see summary at (2) 120-6*] (eco-
nomic losses such as lost profits, loss of goodwill, loss of
the anticipated benefit of a bargain, and loss of an invest-
ment did not constitute damage or injury to tangible
property);

e American States Ins. Co. v Martin, 662 So2d 245, 248—
49 (Ala 1995) [see summary at (9) 120-1*] (purely
economic losses are not considered “tangible property”);

* Giddings v Indus. Indem. Co., 112 Cal App 3d 213
(1980) (“To construe the explicit words ‘tangible proper-
ty’ to include intangible economic interests and property
rights requires a strained and far-fetched interpretation,
doing violence to the plain language of the policies™).

3See, e.g., National Union Fire Ins. Co. v Structural Sys.
Tech., Inc., 756 F Supp 1232, 1241 (ED Mo 1991) (suggest-
ing that coverage for lost profits and diminution in value
would be available because the collapse of a radio tower re-
sulted in loss of use of tangible property).

4See Lucker Mfg. v Home Ins. Co., 23 F3d 808, 815 n 6 (3rd
Cir 1994) [see summary at (7) 120-4*]; see also Continental
Cas. Co. v Gilbane Bldg. Co., 461 NE2d 209, 214 (Mass
1984) [see summary at (1) 120-8*] (noting that a CGL poli-
cy would provide coverage in the situation where “a large
piece of contractor’s equipment breaks down in a public street
in such a manner that the street must be closed off for a period

of time and the public has limited or no access to the stores lo-
cated in the block affected. Loss of use claims [against the
policyholder-contractor by] the operators of those stores
would be covered”).

3See, e.g., Olympic, Inc. v Providence Wash. Ins. Co. of Alas-
ka, 648 P2d 1008, 1012 (Alaska 1982) [see summary at (1)
310-1%] (holding that “legally obligated to pay as damages
... refers to liability imposed by law for torts and not to dam-
ages for breach of contract, except when the contract breach
itself results in injury to persons or property).

6See, e.g., the following cases:

e Data Specialties, Inc. v Transcontinental Ins. Co., 125
F3d 909, 913 (5th Cir 1997) [see summary at (10) 170-
6*] (citing International Surplus Lines Ins. Co. v De-
vonshire Coverage Corp., 93 Cal App 3d 601, 155 Cal
Rptr 870 (2nd Dist 1979), and holding that, under Texas
law, CGL policy did not provide coverage for breach of
contract claims when the claims did not arise from the
policyholder’s negligence)

* Keystone Filler & Mfg. Co., Inc. v American Mining
Ins. Co., No. 4: CV-99-1947, 2002 WL 59071, at *9
(MD Pa, January 16, 2002) (citing International Sur-
plus Lines Ins. Co., 93 Cal App 3d 601, and holding that
Pennsylvania case law recognizes the breach of contract/
tort distinction and there is no coverage under a CGL
policy for a breach of contract claim)

e Aetna Cas. & Sur. v Spancrete of Ill., Inc., 726 F Supp
204 (ND 111 1989) (holding that CGL policy did not pro-
vide coverage for damages resulting from its policyhold-
er’s failure to fulfill its contractual obligation to name a
general contractor as an additional insured under its
CGL policies)

e Action Ads, Inc. v Great American Ins. Co., 685 P2d 42
(Wyo, 1984) [see summary at (1) 105-15*] (citing In-
ternational Surplus Lines Ins. Co., 93 Cal App 3d 601,
and finding no coverage under a CGL policy for breach
of contract claims stemming from policyholder’s failure
to provide medical insurance to its employee)

Id. at 894 (citing Taylor v Imperial Cas., 82 SD 298, 144
NW2d 856, 858 (1966)). The Corner Constr. court held that
faulty workmanship generally is not covered, but recognized
an exception when the faulty work “results in an accident or
occurrence which results in property damage to the work....
[If] the subcontractor’s faulty workmanship results in damage
to the other property, the damage will be covered.” Id. at 894
(citing Haughan v Home Indem. Co., 86 SD 406, 414, 197
NW2d 18, 22 (1972)).

8Jay Barry Harris, “Economic Loss Rule and Its Impact on
Property Insurance Coverage,” DRI Insurance Coverage Law
Seminar, December 2003, page 375.
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