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Over the past 2 decades, the incidence of construction defect claims has soared.
Litigation between contractors and their CGL insurers over coverage for these
claims has also spiked, sometimes resulting in dramatically different interpretations
of policy language. While contractors bemoan the attachment of various exclusion-
ary endorsements, the more heated issues arise over interpretations of language in
the basic CGL policy. This session reviews the history of construction defect cover-
age and the positions being taken on both sides of the controversy.

➢ Presents trends in construction defect coverage, claims, and litigation. 

➢ Demonstrates the radically different conclusions courts have reached on stan-
dard CGL policy language.

➢ Outlines arguments for and against coverage over issues such as the defini-
tion of “occurrence” and the business risk doctrine. 
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Patrick J. Wielinski
Principal

Cokinos, Bosien & Young

Mr. Wielinski is is cospeaker for Workshop T4, “Defective Work and the CGL Policy,” on Tuesday.  He is a
principal in the Dallas-Fort Worth office of Cokinos, Bosien & Young.

Mr. Wielinski practices in the areas of construction, insurance coverage and risk management. He has
advised clients, and litigated and appealed insurance coverage claims involving defective workmanship
for nearly 20 years. He is admitted to practice before the courts of the states of Texas and Minnesota,
the U.S. Supreme Court, U.S. Fifth Circuit Court of Appeals, and other state and federal courts.

Mr. Wielinski is past Chair of the Insurance Law Section of the State Bar of Texas. He serves as the
Chair of the Construction Insurance Subcommittee of the Construction Law Committee of Defense Re-
search Institute and also on the Risk Management Committee of the Associated General Contractors of
America. He is a member of the ABA Forum Committee on the Construction Industry and the Insurance
Coverage and Construction Committees of the ABA Litigation Section. He received his BA degree from
St. John’s University and his law degree from the University of Minnesota.

Mr. Wielinski regularly lectures to construction, insurance, and legal groups on insurance coverage and
risk management issues. He is the author of Insurance for Defective Construction (Second Edition),
published by IRMI, as well as numerous other publications for insurance, construction, and legal organi-
zations. He is also the coauthor of Contractual Risk Transfer: Strategies for Contractual Indemnity and
Insurance Provisions, which is also published by IRMI.
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DEFECTIVE WORK AND THE CGL POLICY

Linda B. Foster
Weissman, Nowack, Curry & Wilco, P.C.

Patrick J. Wielinski
Cokinos, Bosien & Young

For the past several years, contractors have seen their coverage for damage arising out of
construction defects eroding due to changes in the policy language and changes in the way courts
are interpreting the language. While contractors bemoan the loss of coverage from exclusionary
endorsements, the more heated issues arise over the interpretations of language in the basic CGL
policy. This session reviews the history of this coverage and the positions being taken on both
sides of this controversial coverage issue.

➢ Presents trends in construction defect coverage, claims, and litigation.
➢ Demonstrates the radically different conclusions courts have reached on standard

CGL policy language.
➢ Outlines arguments for and against coverage over issues such as the definition of

occurrence and the business risk doctrine.

I. Overview of Broad Form Property Damage Coverage

A. Purpose and intent behind the coverage

B. Evolution of the coverage from the 1973 ISO forms to the present

II. The “Occurrence” Definition

A. Is defective construction an “occurrence”?

B. Comparison of recent cases reaching differing results

C. Necessity of property damage beyond the work?

III. The Economic Loss Doctrine and the Definition of “Property Damage”

A. Property damage as economic loss argument

B. Liability defense versus coverage defense



6

IV. The Incorporation Doctrine and the Definition of “Property Damage”

A. Does incorporation of a defective component result in “property damage” to the
larger structure?

B. Comparison of recent cases reaching differing results

V. Exclusion L: Damage to “Your Work”

A. Does Exclusion L restore coverage in construction defect claims where the work was
performed by a subcontractor?

B. Comparison of recent cases reaching different results

C. The Business Risk Doctrine
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DEFECTIVE WORK AND THE CGL POLICY:
THE INSURED’S ARGUMENT FOR COVERAGE

Patrick J. Wielinski
Cokinos, Bosien & Young

The Parameters of the Current Argument 

These materials present the insured contractor’s side of the argument as to commercial
general liability (CGL) insurance coverage for damage arising out of defective construction. As
such, no effort is made to present a balanced discussion. Rather, the purpose of these materials is
to set out the position, from an insured contractor’s point of view, supporting coverage under the
CGL policy – from the insuring agreement through the definitions to the exclusions that tailor the
scope of protection for construction defect. Nevertheless this effort is complicated by the
counterarguments mounted by insurers designed to avoid the carefully tailored coverage available
for construction defect exposures under the CGL policy form.
 

In response to numerous court opinions upholding the intent behind the policy language,
that is, giving effect to the carefully crafted exclusions in the CGL policy that were specifically
drafted to address service industries such as construction, insurers have mounted a continuous
effort to limit coverage through insurance coverage litigation. The uninsured “business risks” for
contractors under their CGL policies are carefully circumscribed under the policy, particularly in
the property damage exclusions, which, when read and applied together with the insuring
agreement and the definitions, often provide coverage for portions of this exposure.
Unfortunately, some insurers have experienced success in diverting courts’ attention from the
entire policy and limiting the focus to artificial distinctions based upon breach of contract versus
negligence and economic loss versus property damage, artificial distinctions without basis in the
policy language, or the better-reasoned case law. 

In contrast, those courts that employ a more traditional analysis, that is, whether the
physical injury to tangible property caused by the defect was neither expected nor intended from
the standpoint of the insured, tend to find an occurrence and then determine coverage according to
the property damage exclusions, giving effect to the language of the entire policy. Part and parcel
of this analysis is a determination of whether the claim involves damage to property other than the
insured’s own work. 

Wielinski
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The Role of Business Risk

Contrary to the arguments made by many insurers, the underwriting history of the CGL
policy form indicates a careful effort to provide a degree of coverage for property damage arising
out of defective construction.

A. The historical circumscription of business risk under the CGL form

An understanding of the historical development of the “business risk doctrine” and its
limitations under the CGL policy is helpful in order to also understand how the arguments based
upon the definitions of “occurrence” and “property damage” amount to an attempt by insurers to
rewrite the terms of their own policies. As stated, in recent years, insurers have sought to divert
attention away from the CGL policy contract in favor of opaque notions, and broad platitudes
such as “a CGL policy is not a performance bond” or that “a CGL policy is not designed to cover
the cost of an insured’s faulty workmanship.” Numerous of the cases relied upon by insurers to
support these propositions address the issue in terms of “business risk,” in that a CGL policy is
not designed to cover an insured’s ordinary business risks, including a construction contractor’s
own faulty workmanship. Obviously, that doctrine has some support in insurance underwriting,
case law interpreting older policy forms – and common sense. Nevertheless, that doctrine is
carefully circumscribed and limited in the CGL policy form, particularly the form promulgated in
1986, the one that is issued to most insured businesses in the United States.

A historical tension has existed between CGL coverage for defective construction work
and what insurance underwriters have traditionally referred to as an uninsured “business risk.”
This tension gained momentum with the 1966 revisions to the CGL form promulgated by the
Insurance Services Office (“ISO”), the industry organization responsible for drafting the industry-
wide standard forms used by insurers. The 1966 revisions separated the exclusion for property
damage arising out of work performed by the named insured from the exclusion for property
damage arising out of the named insured’s product. Then, in 1973, ISO promulgated the Broad
Form Property Damage Endorsement (“BFPDE”) to the standard policy form. That endorsement
expanded the coverage under the 1973 form by modifying the “work performed” exclusion to
delete the exclusion for work performed “on behalf of” the named insured, so as to provide an
insured general contractor coverage for property damage arising out of the defective work of its
subcontractors. The only caveat was that the property damage must occur after the completion of
the work. 

Nevertheless, the argument persisted that, despite the intent behind the attachment of a
BFPDE to an insured contractor’s CGL policy, all property damage arising from defective
workmanship, including property damage arising from a subcontractor’s defective work in the
completed operations context, was an uninsurable business risk. For example, in Knutson Const.
Co. v. St. Paul Fire & Marine Ins. Co., 396 N.W.2d 229 (Minn. 1986), the Minnesota Supreme

Wielinski
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Court applied a business risk rationale in derogation of the language of the policy before the court.
The policy was written on the 1973 CGL form as modified by a BFPDE, specifically attached to
the policy in order to provide the insured general contractor with coverage for claims involving
property damage arising out of the work of its subcontractors and occurring after completion of
the project. In Knutson, the court inexplicably dismissed the profound effect of the endorsement
as merely a “slight difference in wording.” 

In contrast, other courts, under virtually identical facts, upheld the underwriting intent
behind the subcontractor exception contained in the 1973 BFPDE. See, Mid-United Contractors,
Inc. v. Providence Lloyds Insurance Co., 754 S.W.2d 824 (Tex.App.-Fort Worth, 1988, writ
denied); Southwest La. Grain, Inc. v. Howard A. Duncan, Inc., 438 So.2d 215 (La.App. 1983),
writ denied, 441 So.2d 1224 (La. 1983), and writ denied, 442 So.2d 447 (La. 1983); Fireguard
Sprinkler System v. Scottsdale Ins. Co., 864 F.2d 648 (9th Cir. 1988); Maryland Cas. Co. v.
Reeder, 221 Cal.App. 3d 961, 270 Cal.Rptr. 719 (1990); Feges v. Alaska Ins. Co., Inc., 984 P.2d
519 (Alaska 1999); Corner Constr. Co. v. U.S. Fid. & Guar. Ins. Co., 638 N.W. 2d 887 (S.D.
2002). 

The CGL policy form was revised in 1986, and through those revisions to the CGL form,
ISO sought to clarify the limitations on the business risk concept previously introduced in 1973
by the BFPDE. Due to the popularity of the extra coverage provided by the BFPDE, one major
revision was the insertion of the subcontractor exception into Exclusion (l), the Your Work
Exclusion, in the standard coverage of the policy. That revision clarified the existence of
completed operations coverage for property damage arising out of the work of subcontractors and
in the process, reduced the possibility of contrary results in cases such as Knutson v. St. Paul. 

Authoritative commentary summarizes the intent of the insurance industry to eliminate the
confusion over CGL coverage for subcontractor work through the 1986 revisions. ISO itself,
when it promulgated the 1986 revisions, stated as follows with regard to the property damage
exclusions in the 1986 policy form:

Exclusions have been completely rewritten and clarified with no change in overall
scope of coverage. ‘Broad Form’ coverage has been incorporated in the new
provisions. Real property is specifically eliminated from the definition of ‘your
product,’ so that the broad form coverage for work and completed operations
clearly applies. Care, custody, or control exclusion has been restricted to personal
property to clarify further the application of these provisions. A new definition of
‘impaired property’ clarifies the application of the “failure to perform” and
‘sistership’ exclusions (m and n). [Emphasis added.]

Wielinski
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Insurance Services Office, Inc, ISO COMMERCIAL LINES POLICY AND RATING SIMPLIFICATION
PROJECT INTRODUCTION AND OVERVIEW: COMMERCIAL GENERAL LIABILITY (1985), p. 16.

Other commentators, writing contemporaneously as to effect of the 1986 policy revisions
state as follows: 

There is, however, an exception to exclusion ‘1’ of substantial importance to
insured contractors, which provides that ‘[t]his exclusion does not apply if the
damaged work of the work out of which the damage arises was performed on your
behalf by a subcontractor.’ This exception should allow for coverage, for
example, if an insured general contractor is sued by an owner for property
damage to a completed residence caused by faulty plumbing or electrical work
done by a subcontractor. The coverage in that circumstance should extend to all
‘work’ damaged, whether it was done by the contractor or by any subcontractor,
since the ‘work out which the damage arises was performed … by a
subcontractor.’ The only property damage to completed work which is excluded by
exclusion ‘1’ is damage to the insured contractor’s work, which arises out of the
insured contractor’s work. [Emphasis added.]

James D. Hendrick and James P. Wiezel, The New Commercial General Liability Forms -- an
Introduction and Critique, 36 Fed’n Ins. C.Q. 317, 360 (1986). The emphasized language
confirms the intent to provide coverage to insured contractors in common defective construction
claim scenarios. The line of argument that focuses on the definitions of “occurrence” and
“property damage” attempts to hide the ball as to the coverage provided under the CGL policy for
contractors.

Moreover, International Risk Management Institute Inc. (IRMI), a source relied upon by
both insurers and insureds alike, sets out the effect of the Subcontractor Exception states as
follows:

The substance of ‘broad form property damage’ coverage, in other words, was
simply the elimination of that portion of the exclusion that applied to work
performed on the named insured’s behalf – subcontracted work. The wording of
the broadened coverage, however, was given widely divergent interpretations by
the courts, however, many of which continued to rule that a CGL policy was not
intended under any circumstances to cover a contractor’s liability for repairing
damage to its own work – regardless of who performed the work. [Citing
Knutson.]

Wielinski
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When the 1986 commercial general liability coverage form replaced the 1973
CGL, the subcontractor exception was reformatted and made more explicit:

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

* * *

By virtue of the subcontractor exception, the insured has coverage, despite
exclusion l., with respect to the following exposures.

• Property damage to work performed by the insured when the damage
results from the work of the insured’s subcontractor

• Property damage to work performed by the insured’s subcontractor when
the damage results from that subcontractor’s work

• Property damage to work performed by the insured’s subcontractor when
the damage results from work performed by the insured.

• Property damage to work performed by the insured’s subcontractor when
the damage results from the work of another contractor or subcontractor.
[Emphasis added.]

Maureen McLendon, Jack Gibson and W. Jeffrey Woodward, COMMERCIAL LIABILITY
INSURANCE, (IRMI 2003). By virtue of the plain language of the subcontractor exception, insurers
specifically agreed to provide insured contractors with expansive coverage for property damage
arising out of the defective work of subcontractors.

The notion that a CGL policy should not cover a contractor’s business risk of defective
workmanship has a proper, but nevertheless, a limited place in the analysis of insurance coverage
for defective construction work under a CGL policy. It sets the outer limit, but any coverage
analysis must begin and end at the same point: the plain language of the policy. That recognition
is in full accord with the intent of the drafters of the CGL policy. In a landmark commentary,
published shortly after the 1973 revisions to the CGL policy were promulgated, George H. Tinker,
Associate General Counsel of Kemper Insurance Company, described the role of the business risk
doctrine in analyzing coverage under a CGL policy as follows:

The foregoing is designed to be a descriptive, not a definitive, treatment of an
important underwriting concept [the business risk doctrine]. It is recognized that
regardless of what concepts underwriters may employ and regardless of what their
intent may be, the scope of coverage is found in the four corners of the contract.
Nonetheless, an awareness of the business risk concept helps to give dimension
and understanding to some of the key provisions of the policy. 

Wielinski
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G. H. Tinker, Comprehensive General Liability Insurance–Perspective and Overview, 25 FED’N
INS. COUN. Q. 217, 226 (1975). Thus, even the drafters of the 1973 revisions of the CGL policy
recognized that the policy language itself can modify underwriting concepts, such as the business
risk doctrine. That is exactly what the Subcontractor Exception in the 1986 form accomplishes, as
did the predecessor BFPDE attached to the 1973 form. They circumscribe and limit the business
risk concept as to insurance coverage for certain types of defective work.

B. “Pre-broad form” cases do not apply

Insurers often rely upon inapplicable and easily distinguishable case law to support their
pleas to courts to abandon the terms of its policy in favor of vague notions that defective
workmanship can never amount to an occurrence of property damage under a CGL policy. Many
of those authorities address coverage under policy forms that were not modified to limit the
business risk concept. 

For example, one of those authorities that is still too frequently cited by insurers for such
nebulous propositions, is a dated New Jersey case, Weedo v. Stone-E-Brick, Inc.,405 A.2d 788
(N.J. 1979). In that case, claim was made against the insured contractor for faulty masonry work
on a home. The insured had also performed defective roofing and gutter work on another home
for which another claim was made against him. In the course of ultimately denying coverage
based on the damage to products and the work performed exclusions, the court engaged in an
extended analysis of insurable versus uninsurable risks. However, that analysis applied to the
limited coverage under the 1966 CGL policy form before the court. That policy form was not
endorsed with a BFPDE so it was not intended to provide for an exception for a subcontractor’s
work. As such, the court’s analysis was relatively uncomplicated, though inapplicable to other
cases, including this one. 

In support of its denial of coverage, the Weedo court quoted from a law review article
published in 1971:

The risk intended to be insured is the possibility that the goods, products or work
of the insured, once relinquished or completed, will cause bodily injury or damage
to property other than to the product or completed work itself, and for which the
insured may be found liable. The insured, as a source of goods or services, may be
liable as a matter of contract law to make good on products or work which is
defective or otherwise unsuitable because it is lacking in some capacity. This may
even extend to an obligation to completely replace or rebuild the deficient product
or work. This liability, however, is not what the coverages in question are designed
to protect against. The coverage is for tort liability for physical damages to others
and not for contractual liability of the insured for economic loss because the
product or completed work is not that for which the damaged person bargained.

Wielinski
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R. Henderson, Insurance Protection for Products Liability and Completed Operations – What
Every Lawyer Should Know, 50 NEB. L. REV. 415, 441 (1971). 

This law review article, for better or for worse, is another of the most frequently cited
authorities in connection with the denial of coverage for defective workmanship to an insured
contractor. At the time of its publication in 1971, the 1973 revisions to the CGL policy were
already in the works, thus rendering the article’s analysis already dated and moot for subsequent
policies. Nevertheless, the primary purpose of the Henderson article was to analyze the 1966
revisions to the CGL form, and more specifically, the dichotomy established in those revisions
between the “products hazard,” the hazard applicable to product manufacturers, and the
“completed operations hazard,” the hazard describing the risks associated with service providers
such as construction contractors. That dichotomy between products coverage, on the one hand,
and completed operations coverage on the other hand, is maintained in the 1986 forms through the
separate definitions of “Your Work” and “Your Product.” The article contains no analysis as to the
effect of the addition of the exception for a subcontractor’s work through the BFPDE in 1973, or
the addition of the subcontractor exception to the 1986 forms. Despite the fact that hundreds of
cases have cited them, much of the analysis of Weedo and the Henderson law review articles has
been rendered obsolete as to the newer policy forms by insurers willing to expand coverage in
order to sell policies and collect premiums from insured contractors.

C. Case law upholds the intended coverage for property damage arising out of
subcontractor work

Nevertheless, cases such as Weedo, and their reliance upon “authorities” such as the
Henderson law review article serve as the cornerstone of arguments by insurers, to support a carte
blanche denial of coverage for defective workmanship claims, regardless of the fact that the
policy language has changed dramatically over the years. That approach is being resoundingly
rejected by numerous courts. For example, In Wanzek Construction, Inc. v. Employers Insurance
of Wausau, 679 N.W.2d 322 (Minn. 2004), one of the more recent cases to address the broad
coverage provided to a general contractor by virtue of the subcontractor exception, the court held
that authorities dealing with prior policy forms, including the 1973 form interpreted in many of
the cases cited by insurers, including Knutson Construction v. St. Paul, supra, simply do not apply
to the language of the 1986 form. The Wanzek court stated as follows:

Consequently, the suggestion by Wausau that the principles of Bor-Son and
Knutson, in combination with the general principles of the business-risk doctrine,
should drive the interpretation of the words of the 1986 standard-form exclusions,
is incorrect. We conclude that the extent to which Wausau’s CGL policy covers the
business risk of Wanzek must be determined by the specific terms of the insurance
contract.

Wielinski
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The intent to provide coverage to an insured contractor for property damage arising out of
the defective work of its subcontractors was also followed in Lennar Corp. v. Great American Ins.
Co., 2006 WL 406609 (Tex.App. – Houston [14th Dist.] Feb. 23, 2006). That opinion recognized
the profound effect of the subcontractor exception upon coverage for a defective workmanship
claim against a contractor. The Lennar Court refused to accept the insurer’s restrictive definition
of “occurrence,” largely because of the coverage provided for contractors by virtue of the
subcontractor exception to the Your Work Exclusion. The court concluded that coverage is not
precluded when the work was performed by subcontractors. The court summarized as follows: 

In sum, reading the standard CGL policy as a whole, we hold that negligently
created, or inadvertent, defective construction resulting in damage to the insured’s
own work that is unintended and unexpected can constitute an ‘occurrence.’
Nonetheless, the ‘your work’ or other ‘business risk’ exclusions may preclude
coverage for the damage. However, in some instances, coverage will be restored if
the damaged work, or the work out of which the damage arose, was performed by
subcontractors.

Lennar, at *12. In reaching this conclusion, the court acknowledged that the rationale behind the
subcontractor exception is that the contractor can control its own performance but cannot
necessarily control a subcontractor’s performance.

One of the clearest judicial statements of the intent to provide this coverage is set out by
the court in O’Shaugnessy v. Smuckler Corp., 543 N.W.2d 99 (Minn. App. 1996), review denied
(Minn. Mar. 28, 1996). In that case, the insured homebuilder constructed a home with all of the
actual work being performed by subcontractors. Defects in the home surfaced after completion. In
specifically addressing the application of the subcontractor provision to the claim, the court stated
as follows:

Here, we are faced not with an omission, but an affirmative statement on the part
of those who drafted the policy language, asserting that the exclusion does not
apply to damages arising out of the work of a subcontractor. It would be willful
and perverse for this court simply to ignore the exception that has now been
added to the exclusion. [Emphasis added.]

Id. at 104. Likewise, it is willful and perverse for insurers to ask a court to ignore the same
subcontractor provision in the CGL policy. 

Another recent case setting out an in depth analysis of this issue is American Family Mut.
Ins. Co. v. American Girl, Inc., 673 N.W.2d 65 (Wis. 2004), sets out the broadening effect of the
subcontractor provision. There, the court applied the plain language of the policy, upholding
coverage under circumstances substantially similar to this case. A subcontractor gave Renschler,

Wielinski
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the insured general contractor, faulty site preparation advice, resulting in excessive settlement and
eventual demolition of a warehouse. The Wisconsin Supreme Court upheld coverage for the
property damage attributable to the actions of the subcontractor, stating as follows:

This subcontractor exception dates to the 1986 revision of the standard CGL
policy form. Prior to 1986 the CGL business risk exclusions operated collectively
to preclude coverage for damage to construction projects caused by
subcontractors. Many contractors were unhappy with this state of affairs, since
more and more projects were being completed with the help of subcontractors. In
response to this changing reality, insurers began to offer coverage for damage
caused by subcontractors through an endorsement to the CGL known as the Broad
Form Property Damage Endorsement, or BFPDE. Introduced in 1976, the BFPDE
deleted several portions from the business risk exclusions and replaced them with
more specific exclusions that effectively broadened coverage. Among other
changes, the BFPDE extended coverage to property damage caused by the work of
subcontractors. In 1986 the insurance industry incorporated this aspect of the
BFPDE directly into the CGL itself by inserting the subcontractor exception to the
“your work” exclusion.

Id. at 82-83. See also, CU Lloyds of Texas v. Main Street Homes, Inc., 79 S.W.2d 687 (Tex.-App-
Austin, 2002, no pet.), Kalchthaler v. Keller Constr. Co., 591 N.W.2d 169 (Wis.App 1999);
J.S.U.B. v. United States Fire Ins. Co., 906 So.2d 303 (Fla. App. 2d Dist. 2005), app. pending;
General Acrylics, Inc. v. Maryland Cas. Co., 2006 WL 898163 (D.Ariz. April 5, 2006); Lee
Builders, Inc. v. Farm Bureau Mut. Ins. Co., ___ P.3d ___, 2006 WL 1561294 (Kan. June 9,
2006); Pozzi Window Co. v. Auto-Owners Ins., 446 F.3d 1178 (11th Cir. 2006) (recognizing the
viability of the subcontractor exception, but certifying question to Florida Supreme Court as to
whether such coverage contravenes public policy under Florida law.)

The “No Coverage Through Exception to Exclusion” Argument

Insurers argue that applying the explicit terms of the subcontractor provision amounts to
an impermissible creation of coverage by an exclusion. It is nothing of the kind. This line of
argument is based on the false assumption that defective workmanship can never give rise to an
“occurrence” of property damage, and thus, can never be within the initial coverage grant of the
CGL policy. As will be seen below, this position is contrary to the definitions in the policy, as well
as the carefully crafted property damage exclusions. These exclusions would serve little purpose
if the coverage grant did not include the type of damages that are sought against general
contractors in many construction cases.

Wielinski
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This ineffectual argument was made by the insurer and rejected in American Family
Mutual v. American Girl:

This interpretation of the subcontractor exception to the business risk exclusion
does not ‘create coverage’ where none existed before, as American Family
contends. There is coverage under the insuring agreement’s initial coverage grant.
Coverage would be excluded by the business risk exclusionary language, except
that the subcontractor exception to the business risk exclusion applies, which
operates to restore the otherwise excluded coverage.

Id., 673 N.W.2d at 83-84. 

This position was also recently rejected by the Second District Court of Appeals of Florida
in J.S.U.B., Inc. v. U. S. Fire Ins. Co., supra, in a defective construction coverage case. There, the
insured general contractor constructed a series of homes, and after completion, some homes were
damaged when the exterior walls moved or sank as a result of improper compaction of the soil,
improper testing of the soil compaction and poor soil or fill material, all attributable to
subcontractors. There was structural damage to the home as well as to interior finishes. The
insured builder sought coverage under its CGL policy, and the insurer denied the claim. The court
held that pursuant to the definition of “occurrence,” the term “accident” while not otherwise
defined, should include not only accidental events, but also injuries or damages that are neither
expected nor intended from the standpoint of the insured. Id. 906 So.2d at 309. 

The insurer in J.S.U.B. did not contend that the Your Work Exclusion applied, but merely
argued that the CGL policy did not apply to the property damage arising out of the subcontractors’
work based on the definition of “occurrence.” Nevertheless, the court considered the effect of the
subcontractor provision in the Your Work Exclusion. After observing that the exclusion did not
create coverage, the court stated as follows:

Similarly, the ‘Damage To Your Work’ exclusion contains an exception for work
performed by a subcontractor on the Builder’s behalf. The Insurer does not
contend that the exclusion applies; instead, it simply reiterates its view that the
policy provides no coverage for the Builder’s claims. If the policies provide
coverage, the exception to this exclusion would apply because the damage that
occurred was the result of the subcontractors’ use of poor soil and improper soil
compaction and testing. Accordingly, based on our conclusion that the policies
provide coverage, this exclusion does not apply because the exception to the
exclusion applies.

Id. at 310.

Wielinski
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Similarly, in Lennar Homes v. Great American, supra, the court considered those cases
that have held that an exception to an exclusion cannot create coverage where none otherwise
exists under the initial insuring agreement. In rejecting that line of cases, the court stated that
“their reasoning is contrary to the principle that we consider the whole policy to ascertain the
parties’ intent and give effect to all parts, so that none will be rendered superfluous and
meaningless. Id., 2006 WL 406609 at *11, fn. 26. 

In all, coverage for some defective work claims exists due to an “occurrence” of “property
damage” as those terms are defined in the policy, and a court should consider the effect of the
carefully tailored property damage exclusions, including the Your Work Exclusion and the
exception for subcontractor work, in its determination of the coverage that is available to builders
under the CGL policy in these circumstances. 
 
Tort Versus Breach of Contract Liability Under the CGL Policy

As set out above, many courts upheld the limitations placed upon the business risk
doctrine in the standard CGL policy form. Where the property damage arose out of the defective
workmanship of a subcontractor, courts upheld coverage. In response, insurers began to
emphasize other portions of the policy, including the insuring agreement and the accompanying
definitions of “occurrence” and “property damage.” A common thread hopelessly intertwined
throughout these arguments is the notion that a breach of contract cannot give rise to liability
under a CGL policy. Those arguments have gotten progressively more creative (and less
persuasive), including contentions that a CGL policy (a) provides coverage only for tort, and not
breach of contract damages; (b) the damages arising from a breach of contract are natural and
foreseeable and can never constitute an “occurrence;” (c) a CGL policy provides coverage only
for third party property damage, and not the insured’s own work; and (d) damages flowing from
defective workmanship are an economic loss and not covered “property damage.” 

Each of these arguments is keyed to a confusing overemphasis on the fact that insured
contractors construct projects pursuant to contracts and conveniently, according to those same
insurers, the CGL policy provides no coverage for damages arising out of breaches of those
contracts. The insuring agreement and definitions of “occurrence” and “property damage” contain
no distinction between tort and breach of contract and the scope of coverage for an insured
contractor for property damage arising out of its work is determined from the exclusions. The
undercurrent of the insurers’ entire argument as to the meaning of “occurrence” is the fact that
liability of an insured builder for property damage caused by defective work involves a breach of
contract. Since virtually the entire construction industry at any level – owner, general contractor
or homebuilder, subcontractor, sub-subcontractor, or material supplier – does business based on
written contracts, if that argument were to succeed, a CGL policy would be of much less utility to
the construction industry. Fortunately, the arguments raised by insurers on these issues cannot
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survive scrutiny when compared with the language of the CGL policy. For example, since an
“occurrence” involves injury that is unexpected or unintended from the standpoint of the insured,
many torts, such as intentional torts, are not “occurrences.” At the same time, inadvertent
breaches of contract can result in covered property damage neither expected nor intended by the
insured. 

One of the most recent cases to consider this issue and to reject the distinction between
liability in tort versus contract for purposes of CGL coverage is Broadmoor Anderson v. National
Union Fire Ins. Co. of La., 912 So.2d 400 (La.App. 2d Cir. 2005), appl. den., 925 So.2d 1239 (La.
2006). In that case, T-Z, a subcontractor to Broadmoor, the insured general contractor, installed
the shower pan assemblies in the guest rooms in a hotel-casino. The assemblies leaked after
completion, damaging other finishes and building components including the stalls themselves,
interior finishes, drywall and carpets. Broadmoor supervised and paid for the repairs, and made a
claim on the OCIP policy insuring the project. The insurer argued that the insured’s contractual
obligation to repair the damage to the guest rooms did not give rise to an insured accident or
“occurrence” under the policy. The court rejected this argument, stating as follows:

This policy language for the CGL grant of coverage does not make any express
distinction between tort or contractual liability. While the term “accident” may
imply a tortious event, T-Z’s deficient conduct, unexpected and with lack of
foresight, can also be considered accidental.

Id. at 405. The court looked to the products-completed operations coverage under the policy to
support its holding. Products-completed operations are the coverage component under a CGL
policy that insures against bodily injury and property damage occurring after the project is
completed and turned over to the owner. In that regard, the Broadmoor court’s reasoning is worth
quoting at length:

Although a collapse of a building structure long after completion of the project
might cause bodily injury to a third party and be a covered accident arising in tort,
the contemplated hazard as defined in the policy also indicates coverage for
property damage relating to the deficient performance of the contractor that harms
the structure and its owner and therefore entails a contractual breach. Also, there is
no limitation in all of the provisions discussed so far regarding who may suffer
damage and be a beneficiary of the policy coverage, whether a third party or the
insured’s contracting partner.

Id. 
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A case relied upon by the Broadmoor court in its “occurrence” analysis is American
Family Mut. Ins. Co v. American Girl, Inc., 673 N.W.2d 65,77 (Wis. 2004). There, in the context
of a declaratory judgment action involving CGL coverage for property damage arising out of the
work of the insured general contractor’s subcontractors, the court stated the following as to the
purported distinction between tort and breach of contract:

Despite this broad generalization however, there is nothing in the basic coverage
language of the current CGL policy to support any definitive tort/contract line of
demarcation for purposes of determining whether a loss is covered by the CGL’s
initial grant of coverage. ‘Occurrence’ is not defined by reference to the legal
category of the claim. The term ‘tort’ does not appear in the CGL policy. 

Id. at 77. 

On the other hand, many insurers place heavy reliance upon cases such as Data
Specialties, Inc. v. Transcontinental Ins. Co., 125 F.3d 909 (5th Cir. 1997), in which the Fifth
Circuit made an Erie guess as to Texas law on this issue. In Data Specialties, DSI was an
electrical contractor specializing in disaster reconstruction projects, and was performing
reconstruction work at a plant that had been severely damaged during torrential rains. When the
reconstruction project was nearly complete, an explosion occurred, seriously injuring a DSI
electrician, and causing extensive property damage to equipment which was already installed. As
a result of the explosion, DSI repaired and rebuilt portions of the electrical system, paying for the
property damage which included smoke and water damage to the electrical system, much of
which had to be replaced. Its CGL carrier denied the claim, taking the position that the cost of
repair and replacement did not constitute sums that DSI was legally obligated to pay. Improbably,
the court accepted this argument.

The Fifth Circuit in Data Specialties relied primarily upon a line of California precedent
that has been expressly overruled and discredited by the California Supreme Court in Vandenberg
v. Centennial Ins. Co., 21 Cal.4th 815, 982 P.2d 229 (1999). After recognizing the “long line” of
California decisions regarding the “tort v. contract” dichotomy, the California Supreme Court
expressly disavowed that dichotomy, holding that “[t]he nature of the damage and the risk
involved, in light of particular policy provisions, control coverage. Moreover, we reject the ex
contractu/ex delicto distinction …” Id., 982 P.2d at 244.

Those cases relied upon in Data Specialties but expressly overruled or distinguished in
Vandenberg include: Chamberlain v. Allstate Ins. Co., 931 F.2d 1361 (9 Cir. 1991). International
Surplus Lines Ins. Co. v. Devonshire Coverage Corp., 155 Cal. Rptr. 870 (Cal. App. 1979); and
Ritchie v. Anchor Cas. Co., 286 P.2d 1000 (Cal. App. 1955). Action Ads, Inc. v. Great American
Ins. Co., 685 P.2d 42 (Wyo. 1984), was cited in Data Specialties for the same proposition, but
Action Ads relied on the line of cases expressly overruled by Vandenberg. Id. at 44. 
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The Vandenberg court noted that the “tort versus contract” rationale derived from a
misreading of Ritchie, the “seminal case” in this area. In Ritchie, which involved the contractual
precursor to the “legally obligated” language in the current CGL policy, there were two different
policy provisions, one of which involved the term “liability imposed … by law or by written
contract” and the other of which involved only “liability imposed … by law.” 286 P.2d at 1005-
06. The difference between these coverage terms has obvious significance, and subsequent policy
forms do not distinguish between liability that derives purely from the law and liability that
derives from the law or from a written contract. Vandenberg, 982 P.2d at 244. 

The Vandenberg court concluded that, consistent with basic insurance contract
interpretation principles, the phrase “legally obligated to pay as damages” in the CGL insuring
agreement should be given its plain and ordinary meaning, not a hypertechnical one drawing a
false and overly formal distinction between tort and contractual liability:

Nothing in the respective policies between Vandenberg and any of the insurers
suggests any special or legalistic meaning to the phrase ‘legally obligated to pay as
damages.’ A reasonable layperson would certainly understand ‘legally obligated to
pay’ to refer to any obligation which is binding and enforceable under the law,
whether pursuant to contract or tort liability.

Id., 982 P.2d at 245. 

Texas courts that have been asked to apply the “tort v. contract” rationale have chosen not
to do so, despite the Fifth Circuit’s Erie guess that they would. A recent example is Venture
Encoding Service, Inc v. Atlantic Mutual, 107 S.W.3d 729 (Tex.App.—Fort Worth 2003, pet.
denied). The printers endorsement stated that the insurer would “pay those sums that the insured
becomes legally obligated to pay as damages …” Id. at 734, A110. In that case, Venture, the
insured, misprinted and mailed out payment books to borrowers of Sallie Mae. Venture
discovered its error and reprinted and remailed the corrected books to the borrowers. Atlantic, the
insurer, claimed that Venture was not “legally obligated” to incur the repair costs under Data
Specialties v. Transcontinental, supra. The court looked to the contract between Venture and
Sallie Mae to determine that Venture was contractually obligated to meet quality control standards
and stated as follows:

Because the insured had a legal obligation under the terms of its contract with Sallie Mae
to remedy and correct any mistakes or errors in printing services, we conclude appellant’s
damages or sums that the insured incurred in correcting a mistake or deficiency in covered
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products or printing services. We also conclude that this insured was legally obligated to
pay or incur the expenses necessary to remedy the misprinted books.

Id. at 737. 

The Fifth Circuit itself has recognized the limited utility of Data Specialties v.
Transcontinental in the subsequent case of Ins. Co. of N. America v. Aberdeen Ins. Servs., Inc.,
253 F.3d 878 (5th Cir. 2001). In that case, Maitland, the insured, had contracted with the DOE to
construct a pipeline, and then subcontracted with another company, Offshore, to provide diving
services. Offshore damaged the pipeline and the DOE informed Maitland that Maitland was
responsible for the damage caused by Offshore, its subcontractor, including delay damages.
Maitland repaired the pipeline and ultimately settled with the DOE and no lawsuits were filed. 

The insurer denied the claim based upon the argument that a claim must be made or a suit
for damages be brought before an insurer’s liability is triggered, relying upon Data Specialties to
argue that liquidated damages paid by the insured were not recoverable under the policy. The
Fifth Circuit disagreed on the applicability of Data Specialties, stating as follows:

Where the insurer [in Data Specialties] denied coverage, DSI brought suit,
alleging that it was contractually obligated to repair the damage, and that because
there was property damage, the CGL policy afforded coverage. Id. This Court held
that the CGL policy did not cover a contractual obligation triggered by an event for
which DSI was not at fault. Id. at 913.

The crucial difference between Data Specialties and this case is that, unlike DSI,
Maitland was at fault for the damage to the pipeline caused by Offshore.
Through the DOE contract, Maitland assumed responsibility for the acts and
omissions of its subcontractors, and thus was liable to DOE for Offshore’s tortious
conduct. Maitland therefore seeks coverage for contractual damages incurred as a
result of conduct for which it was responsible. [Emphasis added.]

Id., 253 F3d at 889. In Aberdeen, the court relied upon the terms of the contract itself that
rendered the contractor liable for the negligence of its subcontractor. 

The “tort versus contract rationale” urged by insurers is against sound public policy. In
Wanzek Constr., Inc. v. Employers Ins. of Wausau, 667 N.W.2d 473, (Minn. App. 2003), aff’d 679
N.W.2d 322 (Minn. 2004), the insured general contractor undertook to do remedial work on a
swimming pool project. After the owner refused to pay for the work, the contractor made a claim
under its CGL policy for the cost of the repair. In response to the claim, one of the arguments
made by the insurer was that the insured was not “legally obligated” to pay damages because they
arose out of the owner’s request that the contractor perform remedial work that it was
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contractually obligated to perform. The court observed that the insuring agreement of the policy
did not require that the underlying claim be premised on the insured’s fault and that it did not limit
the obligation to pay only tort claims. The court stated as follows:

The language is broad and general enough to pertain to Wanzek’s [the insured
contractor’s] claim, which involves property damage and an apparent contractual
obligation on Wanzek’s part to repair or pay for the property damage. And nothing
in the provision suggests that a lawsuit is necessary to trigger coverage. [Citation
omitted.] Furthermore, to construe the language of the provision to require a
lawsuit to trigger coverage would not serve the public policy goal of encouraging
the resolution of disputes without litigation. 

Id. at 477. 

Neither the definitions of “occurrence,” “accident” nor the “products-completed
operations hazard” support a distinction between tort liability to third parties and the insured’s
liability to the owner for breach of contract relating to property damage to the project arising out
of the defective work of its subcontractors. These courts then went on to consider the effect of
policy exclusions on coverage for the insured contractor’s costs of repair. 

Furthermore, commentary from the insurance industry itself establishes that no “tort
versus breach of contract” dichotomy was contemplated for purposes of the coverage grant under
the CGL policy. The landmark commentary by George H. Tinker, the Associate General Counsel
of Kemper Insurance Companies, on the 1973 CGL policy form revisions makes clear the intent
of the drafters that breach of contract damages are covered:

The coverage agreement embraces ‘all sums which the insured shall become
legally obligated to pay as damages…’ That portion of the coverage grant is
intentionally broad enough to include the insured's obligation to pay damages for
breach of contract as well as for tort, within limitations imposed by other terms of
the coverage agreement (e.g., bodily injury and property damage as defined,
caused by an “occurrence”) and by the exclusions …

George H. Tinker, Comprehensive General Liability Insurance—Perspective and Overview, 25
FED. INS. COUN. Q. 217, 265 (1975). The coverage grant in the current edition of the standard
CGL policy, including the policy before this Court, is virtually unchanged from the 1973 revision.

There is no basis under the policy language to accept the argument that the coverage grant
in a CGL policy includes only tort and not breach of contract damages, including a breach that
obligates the insured builder to repair or correct defective work on the home or project that was
unexpected or unintended. While all such damages may not eventually be covered, that
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determination must be made by careful consideration of the policy exclusions, exclusions that
many insurers do not even bother to argue. Where defective work of subcontractors to the named
insured is involved, the exclusions usually do not apply and a general contract is entitled to
coverage, including damage to its own work. In contrast, insurers press arguments that seek to
divert the attention of courts from the very terms of their policies that are intended to address
construction risks. Such an anomalous result is contrary to all rules of insurance policy
interpretation.

Breach of Contract Damages as “Occurrence”

Insurers argue that simply because direct damages arising out of a breach of contract are
presumed to be foreseeable, they ipso facto cannot constitute an “occurrence” under a CGL policy
issued to a construction contractor. The CGL policy defines the term “occurrence” as “an
accident, including continuous or repeated exposure to substantially the same general harmful
conditions.” Despite the arguments made by insurers, it cannot be gainsaid that the property
damage caused by the defective work installed by subcontractors is unexpected, that is, caused by
an accident. It is obvious that no contractor expects that its subcontractor will perform its work
defectively. These facts set out an occurrence under the policy.

While the property damage arising out of the defective work of a subcontractor is usually
an occurrence under the general contractor’s CGL policy, in that it is neither expected nor
intended, coverage is not automatically guaranteed. Property damage arising out of defective
work is subject to exclusions contained in the policy, and it is these exclusions that form the basis
for the denial of coverage in many of the cases relied upon by insurers for the sweeping
proclamation that defective construction is not an occurrence.

A. The “unexpected or unintended” case law.

The traditional view has been that unexpected and unintended property damage arising
from construction defects, if not otherwise subject to the exclusions contained in the CGL policy,
is covered. Case law from around the United States upholds coverage under these circumstances. 

One of these cases is American Family Mut. Ins. Co. v. American Girl, Inc., 673 N.W.2d
65 (Wis. 2004). In that case, the insured general contractor, Renschler, contracted with Pleasant
(now known as American Girl) to design and construct a distribution warehouse. The soils
engineering subcontractor, Lawson, gave Renschler faulty site preparation advice. As a result,
there was excessive settlement of the soil under the building, causing it to sink by as much as
eight inches on one end. The structure buckled and cracked. Ultimately, the warehouse was found
unsafe due to structural steel over-stress and was torn down. American Family, the CGL insurer of
Renschler, denied the claim and filed a declaratory judgment action as to coverage in the claim.
The Wisconsin Supreme Court ultimately ruled that American Family’s policy provided coverage.
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With respect to the insurer’s argument that there was no occurrence alleged by virtue of the above
facts, the court held as follows:

American Family argues that because Pleasant’s claim is for breach of contract/
breach of warranty it cannot be an ‘occurrence,’ because the CGL is not intended
to cover contract claims arising out of the insured's defective work or product. We
agree that CGL policies generally do not cover contract claims arising out of the
insured's defective work or product, but this is by operation of the CGL's business
risk exclusions, not because a loss actionable only in contract can never be the
result of an ‘occurrence’ within the meaning of the CGL's initial grant of coverage.
This distinction is sometimes overlooked, and has resulted in some regrettably
overbroad generalizations about CGL policies in our case law.

Id. at 76.

The court concluded with the observation that it “has never held that the CGL insuring
agreement only covers torts,” concluding that the damage to the warehouse was the result of an
occurrence. Id. at 77.

The American Family Mutual v. American Girl reasoning has been followed by other
courts. In Lennar Corp. v. Great American Ins. Co., 2006 WL 406609, supra, the dispute before
the court involved insurance coverage for property damage caused by EIFS that was installed by
the insured homebuilder’s subcontractors on numerous homes over a number of years. The
insurers contended that defective construction cannot constitute an occurrence as a matter of law
in that a contractor’s actions are in breach of its contract. The court rejected this argument, citing
American Girl, and stating as follows:

Accordingly, we agree with the cases cited by Lennar because the courts
recognized that the "occurrence" requirement can encompass damage to the
insured's own work, and coverage then depends upon the exclusions. See, e.g.
[Great Am. Ins. Co. v. Calli Homes, 236 F. Supp. 2d 693, 700 (S.D. Tex.
2002)](concluding negligently created or inadvertent, as opposed to intentional,
construction defects are accidental leaving coverage to be determined by the
construction-specific exclusions); [Gehan Homes, Ltd. V. Employers Mut. Cas.
Co., 146 S.W.3d 833 (Tex.App – Dallas 2004, pet.filed)] (stating that finding no
"occurrence" when the damage is to the insured's own work--the subject of the
contract--would read language into the policy "that simply is not there" and render
surplusage the exclusions that apply to "property damage).

Id. at *10. The court went on to analyze the entire policy, concluding that if defective could not
constitutes an occurrence, there would be no reason to include the business risk exclusions in the

Wielinski



25

W
o

rk
sh

o
p

 T
4

policy, including the Your Work Exclusion and its exception for the work of subcontractors,
stating:

In sum, reading the standard CGL policy as a whole, we hold that negligently
created, or inadvertent, defective construction resulting in damage to the insured's
own work that is unintended and unexpected can constitute an "occurrence."
Nonetheless, the "your work" or other "business risk" exclusions may preclude
coverage for the damage. However, in some instances, coverage will be restored if
the damaged work, or the work out of which the damage arose, was performed by
subcontractors. 

Id. at 12.

Finally, the Lennar court detailed the facts before it that gave rise to a covered occurrence
as follows:

Here, the uncontroverted evidence demonstrates Lennar did not intend to build the
homes with a defective product and did not intend or expect the resulting damage.
Daris Horn, Lennar's Customer Care Specialist who handled the EIFS claims,
averred by affidavit that when Lennar decided to use EIFS in the early 1990's, the
EIFS manufacturers marketed it as an improved form of stucco that was easy to
install, "low maintenance," and ideal for residential, wood-framed homes. Horn
further averred that Lennar was unaware EIFS was defective while Lennar was
constructing the EIFS homes; instead, Lennar first recognized EIFS was defective
in September 1999, approximately the same time it stopped using EIFS.
Consequently, Lennar's construction of the homes with a defective product was
inadvertent or, at most, negligent because it was unaware of the defect. Further, the
damage was not the intended or expected resulted had the homes been properly
constructed, i.e. without a defective product. Accordingly, Lennar's defective
construction constitutes an "occurrence" under Texas law.

Id. at 13.

Another recent case to reach a similar result is Lee Builders, Inc. v. Farm Bureau Mutual
Insurance Co., ___ P.3d ___, 2006 WL 1561294 (Kan. June 9, 2006). There, moisture seepage
damaged surrounding structural components of a home for which the insured general contractor
sought coverage under its CGL policy. The court held that the property damage to the surrounding
structural components of the custom home that was caused by moisture seepage due to faulty
work constituted an occurrence under the contractor’s CGL policy given that the definition
specifically included within the term accident the “continuous or repeated exposure to
substantially the same general harmful conditions.” An occurrence could be avoided only when
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an act resulted in intentional injury, and construing the term occurrence more narrowly would
have rendered other policy provisions and exclusions meaningless, including the subcontractor
exception to the rule of exclusion. 

In J.S.U.B., Inc. v. United States Fire Ins. Co., supra, currently upon review before the
Florida Supreme Court, the insured general contractor constructed a series of homes, where
subcontractors performed the work relating to soil acquisition, compaction and testing. After
completion, some homes were damaged when the exterior walls moved or sank as a result of
improper compaction of the soil, and proper testing of the soil compaction and poor soil or fill
material, or a combination. There was structural damage to the home as well as interior finishes.
The insured sought coverage under its CGL policy, and the insurer denied the claim.

The court held that the move from accident-based coverage to occurrence-based coverage
indicated a broad range of coverage and cited to prior Florida precedent, State Farm Fire &
Casualty Co. v. CTC Development Corp., 720 So.2d 1072 (Fla. 1998), for the proposition that the
term accident, while not otherwise defined, should include not only accidental events, but also
injuries or damages that are neither expected nor intended from the standpoint of the insured. The
court further relied upon CTC Development for the proposition that if the resulting damages are
unintended, resulting damage is accidental even though the original acts were intentional. Thus,
the court applied the standard formulation of occurrence, i.e. the existence of property damage
that was neither expected nor intended from the standpoint of the insured, as a basis to uphold
coverage for faulty workmanship. The court went on to consider the exclusions contained in the
policies, and applied the subcontractor exception. It should be noted that the J.S.U.B., Inc. v.
United States Fire case is a departure from prior Florida case law that had refused to recognize the
coverage available to a general contractor by virtue of the subcontractor exception. This line of
Florida case law included Auto-Owners Insurance Co. v. Travelers Casualty & Surety Co., 227
F.Supp.2d 1248 (M.D.Fla. 2002); Lassiter Construction Co. v. American States Insurance Co.,
699 So.2d 768 (Fla.App. 1997); Home-Owners Warranty Corp. v. Hanover Insurance Co., 683
So.2d 527 (Fla.App. 1996). 

Other cases upholding coverage for property damage caused by unexpected or intended
defective workmanship include: Hoang v. Monterra Homes, 2005 WL 427936 (Colo.App. Feb.
24, 2005); American States Ins. Co. v. Powers, 262 F.Supp.2d 1245, 1248 (D.Kan. 2003); Fidelity
& Deposit Co. of Maryland v. Hartford Cas. Ins. Co., 189 F.Supp.2d 1212 (D.Kan. 2002);
Kvaerner Metals v. Commercial Union Insurance Co., 825 A.2d 641 (Pa. Super. 2003); Sawhorse,
Inc. v. Southern Guaranty Insurance Co. of Georgia, 604 S.E.2d 541 (Ga.App. 2004); Anthem
Electronics, Inc. v. Pacific Employers Insurance Co., 302 F.3d 1049 (9trh Cir. 2002), applying
California law; McMath Construction Co. v. Dupuy, 2004 WL 2601197 (La.App. 1 Cir.
November 17, 2004). This case law echoes this conclusion as to the unexpected and unintended
nature of defective workmanship as an “occurrence.” 
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B. The rationale of occurrence–based coverage.

A coherent statement of the rationale behind the occurrence requirement in this 1986 CGL
policy form is found in King v. Dallas Fire Ins. Co., 85 S.W.2d 185 (Tex. 2002), in which the
court upheld the existence of an “occurrence” as to causes of action for negligent hiring, training,
and supervision against King, the insured employer, and arising out of his employee’s assault of a
third party. Based on the standard definition of “occurrence” as contained in the CGL policy, the
court determined that these allegations were to be evaluated from the standpoint of King, the
insured; and because King neither intended nor expected the injury, an accident occurred, and
Dallas Fire’s duty to defend was triggered. 

The Texas Supreme Court’s opinion in King includes a comprehensive treatment of
“occurrence” under the CGL policy form currently in use. In addition to the definition of
“occurrence,” the court looked to Exclusion (a), the Expected or Intended Injury Exclusion, of the
policy, which states that the insurance does not apply to bodily injury or property damage that is
expected or intended from the standpoint of the insured. This court’s deference to the drafting
history of the “occurrence” definition coupled with this exclusion is worth quoting at length:

The definition of ‘occurrence’ in CGL policies in 1966 read: ‘Occurrence’ means
an accident, including continuous or repeated exposure to substantially the same
general harmful condition, which results in bodily injury or property damage
neither expected nor intended from the standpoint of the insured.’… The 1966
revisions eliminated the possibility that policies would be construed from the
victim’s point of view and mandated that occurrence be determined from the
standpoint of the insured.

In 1986, the CGL form was again modified. The language “expected or intended
from the standpoint of the insured” was removed from the definition of
“occurrence” and reinserted as an exclusion from coverage. The reason for the
1986 modification was so that courts would not be forced to construe the definition
of “occurrence” as if it were an exclusion. Instead, the 1986 revision creates an
express exclusion for intentional acts. And whether the act was intentional was to
be determined from the ‘standpoint of the insured.’…From our review of
Appleman [HOLMES’ APPLEMAN ON INSURANCE §117.5 at 392 (2000)], we note
that there is a relationship between the policy’s definition of ‘occurrence’ and the
exclusion for intentional acts. Appleman [Id., §117.1, at 217; Id. §117.5 at 392], in
fact, suggests that the 1986 redraft was designed to shift the intentional injury
inquiry into an exclusion. As well, the construction given to the word “occurrence”
by Dallas Fire renders the exclusion for intended injury surplusage. [Emphasis in
original, footnotes omitted.]
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Id. at 192-193. The opinion reaffirms the existence of an “occurrence” under a CGL policy where
the resulting property damage or bodily injury is neither expected nor intended. 

The court was also troubled by the insurer’s narrow reading of the definition of
“occurrence,” a reading that “…obviates the need for many other standard exclusions often
contained in CGL policies.” Id. at 193. Likewise, in the construction defect context, the insurers’
reading of the definition of “occurrence” obviates the need for numerous policy provisions,
including, in addition to Exclusion (a), Exclusions (j), (k), (m) and (n). The insurers’ definition of
“occurrence,” raises the question, “Who needs exclusions?”

King has been consistently applied in the construction defect context. In Archon
Investments, Inc. v. Great American Lloyds Ins. Co., 174 S.W.3d 334 (Tex. App. – Houston [1st
Dist.] 2005, pet. filed), the insurer argued that there was no “occurrence” or coverage for the costs
of repairing or replacing the insured homebuilder’s own work. Following King, the court held that
whether an injury is accidental is determined from the standpoint of the insured, and since the
insured builder could not have intended that the negligent work of its subcontractors caused
physical damage to the home, there had been an “occurrence.” Id. at 340. 

Another recent opinion rejecting similar arguments, Mid-Continent Cas. Co. v. JHP
Development, Inc., 2005 WL 1123759 (W.D. Tex. April 21, 2005), appeal pending. That case
involved the defective construction of a condominium project by the insured builder, JHP. In its
typical fashion, Mid-Continent, the CGL insurer, argued that “JHP’s work was voluntary and
intentional, and therefore not a covered ‘occurrence.’” Id. at *2. The court cited to King v. Dallas
Fire for the proposition that it is the insured’s standpoint that controls in determining whether
there has been an “occurrence” and because there was no allegation that the insured intentionally
caused the water damage, there was an “occurrence.” Id. at *4. 

The inquiry as to the existence of an “occurrence” begins and ends with whether the
property damage is expected or intended from the standpoint of the insured. The issue under a
CGL policy is not the foreseeability of damages as some element of a cause of action for breach
of contract; rather the issue is whether that property damage is expected or intended from the
standpoint of the insured contractor who typically does not intend to perform its work defectively.
To argue otherwise illustrates either a serious lack of understanding of, or a callous disregard for,
the construction industry that the insurance industry purports to insure.

C. The “breach of contract” assault on “occurrence”.

In the face of nearly five decades of case law, upholding the unintended and unexpected
incorporation of defective work into a construction project to be an “occurrence” for purposes of
CGL coverage, insurers have launched an attack on this basic premise by emphasizing the
contractual nature of the construction work that gives rise to the defects. Much to the surprise of
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many, the “breach of contract as no occurrence” rationale has gained some momentum. This
includes a so-called “middle ground” between the hangfire “no coverage for breach of contract”
position of many insurers and the traditional approach to “occurrence” that includes coverage for
property damage arising out of defective work that was neither expected nor intended from the
standpoint of the insured.

One of the earlier opinions to adopt the “no occurrence for breach of contract” approach is
Hartrick v. Great American Lloyds Ins. Co., 62 S.W.3d 270 (Tex.App. – Houston [1st Dist.] 2000,
no pet.) In that case, the insured homebuilder was out of business, so the insurer controlled the
defense of the underlying lawsuit, including the submission of the case to the jury. The jury
specifically found that neither the builder nor its subcontractors were negligent, but that the
builder had breached its implied warranties of good and workmanlike construction and
habitability. The Hartrick court concluded that lack of compliance with an implied warranty is not
accidental, but results from not doing what one must do. By not doing what it had to do, the injury
to the homeowner was reasonably foreseeable by the builder. Obviously, under traditional notions
of occurrence, a homebuilder can find itself in breach of an implied warranty without having
expected or intended the property damage arising from that breach. Moreover, a homebuilder can
find itself in breach of warranty without ever having to have committed an intentional act. The
property damage arising out of an unintended breach of warranty or contract is an “occurrence.”
The Hartrick court reached its conclusion despite the fact that a subcontractor performed the
defective site work that caused the damage to the home. The court never explicitly ruled on the
subcontractor exception, embarking only upon a truncated analysis of coverage under the policy
that did not necessarily track prior case law on construction-related occurrences. 

The Hartrick case served as the genesis for a line of Texas cases that were at odds with the 
cases that undertook a traditional analysis, upholding the existence of an “occurrence” where 
defective work in breach of a construction contract is unexpected and unintended. The line of 
cases remaining true to the policy language and applying the traditional occurrence analysis is 
exemplified by Lennar Corp. v . Great American, supra. At the same time, Lamar Homes, Inc. v. 
Mid-Continent Cas. Co., 335 F.Supp.2d 754 (W.D. Tex. 2004), represents the culmination of the 
breach of contract line of Texas cases. On appeal, in Lamar Homes, Inc. v. Mid-Continent Cas. 
Co., 428 F.3d 193 (5th Cir. 2005), the Fifth Circuit, in light of the split in the cases on the 
“occurrence” issue under Texas law, certified the following questions to the Supreme Court of 
Texas:

1. When a homebuyer sues his general contractor for construction defects and
alleges only damage to or loss of use of the home itself, do such allegations
allege an “accident” or “occurrence” sufficient to trigger the duty to defend
or indemnify under a CGL policy?

Wielinski



30

2. When a homebuyer sues his general contractor for construction defects and
alleges only damage to or loss of use of the home itself, do such allegations
allege “property damage” sufficient to trigger the duty to defend or
indemnify under a CGL policy?

 
Virtually all of the arguments relied upon by both sides on the “occurrence” issue are teed up
before the court in that case. Oral arguments were held in February, 2006, and the case has been
submitted to the court. 

Another recent case to adopt the “breach of contract as no occurrence” view is L-J, Inc. vs.
Bituminous Fire & Marine Ins. Co., 621 S.E.2d 33 (S.C. 2005) (opinion on reh’g). In that case, L-
J, the insured site development contractor, faced claims against it arising out of an inadequately
compacted road base, which resulted in the deterioration of pavement in a subdivision several
years after completion. Subcontractors performed all of the defective site compaction work. As a
result, the developers sued L-J for breach of contract, breach of warranty, and negligence. Several
insurance companies insured L-J the period of 1989 through 1996, three of whom contributed to a
$750,000 settlement. Bituminous refused to participate in the settlement, and the other three
insurers and L-J filed a declaratory judgment action seeking contribution from Bituminous for the
settlement amount, coupled with indemnification for all defense costs. The trial court upheld
coverage, and was affirmed by the South Carolina Court of Appeals in L-J, Inc. v. Bituminous Fire
& Marine Ins. Co., 567 S.E.2d 489 (S.C. App. 2002). 

Before the Court of Appeals, Bituminous argued that faulty workmanship can never
constitute an occurrence under a CGL policy. The court rejected this argument, and in a footnote,
acknowledged the proposition that an automatic denial of coverage, on the basis that defective
work cannot be an occurrence, constitutes a “rehash” of the business risk doctrine, and depends
entirely on the court ignoring the terms of the CGL policy. Rather, the Court of Appeals held that
while faulty workmanship, standing alone, may not constitute an accident, when the damage due
to the faulty site compaction extended beyond the cost of repairing the compaction, there was an
accident that was neither expected nor intended from the standpoint of the insured. There was
damage beyond the faulty site compaction because the failure to properly compact the roadbed
led to the failure of the road surfaces. All of this work was part of the insured’s work under its
contract. Finally, the Court of Appeals went on to uphold coverage and to apply the subcontractor
exception to the Your Work Exclusion. Therefore, even though the entire road construction
project fell within the definition of “your [L-J’s] work” within the Your Work Exclusion, the
subcontractor exception preserved coverage where the damage to L-J’s work arose out of the
work of a subcontractor. In other words, the Court of Appeals applied the plain and unambiguous
language of the policy in its 2002 opinion.

Bituminous appealed that result to the South Carolina Supreme Court, and more than three
years later, that court did a rapid about-face, reversing the Court of Appeals, and in the process,
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forsaking the policy language and intent. Inexplicably, the Supreme Court held that even though
there were numerous acts of negligence on the part of L-J, no occurrence had taken place. The
court stated as follows: 

Although the alligator cracking may have constituted property damage, we find
that an ‘occurrence,’ as defined under the CGL policy, did not take place.
According to the deposition testimony outlined above, the only ‘occurrences’ were
various negligent acts by Contractor during road design, preparation, and
construction, which led to the premature deterioration of the roads. Those
negligent acts included: (1) failure to prepare the subgrade by deciding not to
remove the tree stumps and by failing to remove or compact the wet clay in the
subgrade; (2) improperly designed drainage system; (3) ill-prepared, thin road
course that could not handle heavy wheel- loads; and (4) improperly designed
curve edge detail. 

We find that these negligent acts constitute faulty workmanship, which damaged
the roadway system only. And because faulty workmanship is not something that
is typically caused by an accident or by exposure to the same general harmful
conditions, we hold that the damage in this case did not constitute an occurrence. 

The Bituminous policy contained the standard definition of occurrence, meaning “an
accident, including continuous or repeated exposure to substantially the same general harmful
conditions.” Thus, while the court recognized the negligent conduct of L-J, in a footnote, it stated
that a CGL policy may “ … provide coverage in cases where faulty workmanship causes a third
party bodily injury or damage to other property, not in cases where faulty workmanship damages
the work product alone.” [Emphasis in original.] The court’s holding is not supported by the
language of the definition itself which contains no requirement of third party property damage to
constitute an occurrence. The court seems to confuse the actions of the insured contractor, that is,
the faulty workmanship giving rise to the damage, with the property damage resulting from it. If
that property damage is unexpected and unintended, it is an accident under the traditional
formulations of occurrence set out above. These formulations are truer to the policy language and
intent. Moreover, the court’s holding fails to take into account the fact that it is the property
damage exclusions, including the Your Work Exclusion, that differentiate between covered and
non-covered property damage once there has been an occurrence. Because of its reliance on the
definition of occurrence, the South Carolina Supreme Court declined to address whether the
damage fell within the subcontractor exception to the Your Work Exclusion.

D. A shaky “middle ground.”

Insurers cite L-J v. Bituminous for the proposition that a faulty construction claim cannot
involve an occurrence. However, subsequent case law applying South Carolina law indicates that

Wielinski



32

such an interpretation is overly broad. In Okatie Hotel Group, LLC v. Amerisure Ins. Co., 2006
WL 91577 (D.S.C. 2006), the court limited holding in L-J to the specific situation where there
was no property damage beyond the damage to the work product or the improper performance of
the task itself. The Okatie court was troubled by the fact that the L-J court cited with approval to
cases that seemingly stood for the opposite proposition. In particular, in L-J, the South Carolina
Supreme Court noted that it found the New Hampshire Supreme Court’s analysis in High Country
Associates v. New Hampshire Insurance Company, 648 A.2d 474 (N.H. 1994), helpful “in
distinguishing a claim for faulty workmanship versus a claim for damage to the work product
caused by the negligence of a third party.” L-J, 621 S.E.2d at 36. In the High Country case, the
New Hampshire Supreme Court upheld coverage for a general contractor for damage to a
building caused by the exposure to water seeping into the negligently constructed walls. In
particular, the High Country court concluded that the claimant had “alleged negligent construction
that resulted in an occurrence, rather then an occurrence of alleged negligent construction.” Id.,
648 A.2d at 478. 

Ultimately, based on L-J’s approval of High Country, the Okatie court concluded that L-J
merely stood for the proposition that no “occurrence” exists if the damage is restricted to the
defect itself. According to the Okatie court, the L-J court found no coverage because the negligent
acts in connection with the construction of the roadway system resulted only in damage to the
roadway system. Okatie, 2006 WL 91577, at *6. The Okatie court then distinguished L-J based on
the facts before it. In Okatie, the general contractor contracted to construct a 66-room Fairfield
Inn Marriott. It was alleged that, following completion, the hotel was exposed to leaks and
moisture infiltration. In other words, there was “property damage beyond damage to the work
product and/or the improper performance of the task itself.” Id. The Okatie court was not
concerned with the fact that the entire hotel was the work product of the general contractor.
Rather, the Okatie court was only concerned with whether the water damage to the hotel extended
beyond the defect itself to otherwise non-defective work. The court stated that “although damage
to the work product alone, caused by faulty workmanship, does not constitute an ‘occurrence,’ the
property damage to Plaintiff’s [the owner’s] hotel – caused by exposure to the harmful condition
of leaks and moisture – constituted an ‘occurrence’ under the CGL policies.”

Thus, the sweeping holdings that many insurers attribute to cases such as L-J v.
Bituminous are frequently scaled back in practice based upon the facts surrounding a particular
claim. As stated, the Okatie court limited the scope of L-J to only the defective work product
itself, and not damage to the rest of the project, that is, the hotel. This result coincides with
property damage exclusions in the policy such as Exclusions j(5) and j(6), exclusions that are
limited to only the “particular part” of property upon which the insured is performing operations,
or which must be repaired or replaced due to the named insured failing to perform its work
correctly upon it. These exclusions would serve little purpose if damage beyond the defective
item of the work were not an “occurrence.” 
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Due to these disparate opinions, the Fourth Circuit adopted a middle ground approach in
French v. Assurance Co. of Am., 448 F.3d 693 (4th Cir. 2006). In that case, the Frenches
contracted with Jeffco for the construction of a single family home, and pursuant to the
construction contract, EIFS was installed on the exterior of the home. The EIFS was applied by a
subcontractor to Jeffco. Following completion, the Frenches discovered extensive moisture and
water damage to the otherwise non-defective structure and walls of their home resulting from the
defective EIFS cladding. Rejecting the respective positions of the parties as outlined above, the
Fourth Circuit, however, adopted the middle ground:

We hold that … a standard 1986 commercial general liability policy form
published by ISO does not provide liability coverage to a general contractor to
correct defective workmanship performed by a subcontractor. We also hold that …
the same policy form provides liability coverage for the cost to remedy unexpected
and unintended property damage to the contractor’s otherwise nondefective work-
product caused by the subcontractor’s defective workmanship.

Id. at 695. In other words, the court held that damage to the defective EIFS itself was not an
“occurrence” whereas the physical damage caused by the defective EIFS to otherwise non-
defective parts of the home was an “occurrence.”

Moreover, the French court gave short shrift to the “breach of contract” arguments of the
insurers: 

At oral argument, counsel for Insurance Defendants candidly and correctly
acknowledged that had a portion of the defective EIFS exterior on the Frenches’
home fallen outwardly onto an automobile or inwardly onto a painting hanging on
an interior wall or on furniture in the home, the 1986 ISO CGL Policies would
have provided Jeffco liability coverage for damages to the automobile, the
painting, and the furniture. In this same vein, it is illogical to contend that had the
defective EIFS exterior on the Frenches’ home failed and caused damage to the
flooring inside the home or to the structural members of the house, neither of
which was defective at completion of construction and certification of occupancy,
coverage would not have been provided under the 1986 ISO CGL Policies. 

Id. at 704.

Nevertheless, this middle ground approach is not advocated because it engrafts a
requirement of damage beyond the work itself onto the occurrence language of the CGL policy.
As such, it represents a departure from the language of the policy and usually, nothing good
comes from freelancing the policy language. For example, under the language of the
subcontractor exception to the Your Work Exclusion, the policy provides coverage for even the
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defective portion of the work, as long as a subcontractor’s work is involved. The middle ground is
simply not true to the policy language and for that reason, its limitation should be rejected. 

E. Occurrence and the third party property damage myth.

The “middle ground” described above is closely akin to another phenomenon that has
engrafted an unwarranted limitation upon the definition of occurrence. That limitation, like the
“middle ground,” is without any foundation in either the definition of “occurrence” or “property
damage.” In that regard, many courts rely on the presence of damage to third party property to
determine whether the insured’s actions give rise to an “occurrence.” Specifically, these courts
hold that an insured seeking coverage for a defective work claim must demonstrate damage to a
third party’s property, as opposed to the insured’s own work. Otherwise, there can be no covered
“occurrence” of “property damage,” as those terms are defined in the policy. Rather, it is the
exclusions directed at limiting coverage for property damage involving the insured’s own
defective work that render the existence of third party property damage a critical element of most
defective work claims. Nevertheless, based on the exclusions, a certain amount of coverage for
the insured’s own work is provided, and if coverage is denied in the event the occurrence does
involve damage to third party property, the coverage is impermissibly restricted.

Despite the lack of any mention of damage to the property of a third party in either the
definition of "property damage" or "occurrence" in the policy, courts have had a tendency to
engraft that requirement into their treatment of insurance coverage for defective work claims.
This mythic requirement persists despite the fact that any distinction between damage to third
party property versus the insured's own work, for the purposes of the definitions of “occurrence”
and "property damage," is a distinction without substance as long as the claim involves physical
injury to tangible property.

For example, in Hartford Casualty Co. v. Cruse, 938 F.2d 601 (5th Cir. 1991), the owners
of a home filed an action for breach of warranty, negligence, and deceptive trade practices against
a contractor who performed defective foundation leveling services on their home. The defective
foundation leveling caused diminution in the house's market value after repairs, and resulted in
out-of-plumb doors, windowsills, and countertops, as well as separation of interior walls from the
floor, and cracked drywall.

In denying the claim, the insurer argued that the damages to the home were excluded
under Exclusion (o), the work performed exclusion, and that there was no "occurrence."
Exclusion (o) under the 1973 CGL form states that the insurance does not apply to "property
damage to work performed by or on behalf of the named insured arising out of the work or any
portion thereof, or other materials, parts or equipment furnished in connection therewith." As to
the application of Exclusion (o), the court held that it applied only to the cost of repair of the
foundation itself, that is, the insured's work, and did not apply to the diminution in value of the
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home that remained after correction of the insured's faulty work and to repair costs for other
property such as drywall, floors, doors, window sills and other surfaces. As to the "occurrence,"
the court carried the same analysis over to that issue, stating as follows:

Considered in tandem with the business risk exclusion, the 'occurrence'
requirement illuminates the allocation of risk. Direct (as opposed to consequential)
damages that naturally flow from a breach of contract are conclusively presumed
to have been in the contemplation of the parties and may therefore constitute
expected or intended damages. A comprehensive general liability policy does not
cover this cost of doing business. A builder who fails to abide by the specifications
of a contract, for example, by substituting a weaker building material, may by that
breach produce expected property damage to his or her work, and may thus fail to
show a covered 'occurrence.' 

But 'an occurrence takes place where the resulting injury or damage was
unexpected and unintended, regardless of whether the policy holder's acts were
intentional.' [Citations omitted.] The requisite accident may inhere in the scope of
the damages … With the extensive damage to the Cruses' home, we find an
occurrence sufficient to trigger coverage.

As can be seen, the court extended the business risk rationale behind Exclusion (o), the
Work Performed Exclusion (the predecessor to the current Your Work Exclusion), to its
"occurrence" analysis, making the somewhat wooden distinction between the expected or
intended nature of damage to the insured's own work as opposed to damage to third party
property. At the core of the court's analysis is the assumption that damages arising out of a breach
of contract are somehow less expected or intended by a contractor insured. Many CGL claims
involve property damage to an insured contractor's own work resulting from property damage
which it neither intended nor expected to cause through the defective performance of its contract.
These damages should be no less an "occurrence" than damage to a third party's property under
the definition above.

The reasoning of Hartford v. Cruse was extended by the Fifth Circuit in another case
applying Texas law in Federated Mutual Ins. Co. v. Grapevine Excavation Inc., 197 F.3d 720 (5th

Cir. 1999). That case involved a Wal-Mart project in which Wal-Mart withheld the contract
balance due the general contractor to correct defective work allegedly performed by the insured
excavation subcontractor. Specifically, Wal-Mart complained that the select fill installed by the
insured failed to meet specification for the project and damaged the crushed stone sub-base and
asphalt installed by another contractor. The trial court upheld the insurer's denial of coverage,
finding that the allegations against the insured set out an alleged breach of contract that produced
damages that could not be characterized as unexpected or unintended in light of the insured's
alleged failure to meet contract specifications.
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In reversing, the Fifth Circuit relied upon allegations that the insured negligently damaged
the work of another contractor, the paving contractor. The court applied cases including Hartford
v. Cruse, discussed above, for the proposition that courts have consistently held that damage
wreaked on the work product or property of a third party, as opposed to that of the insured, is
presumed to have been unexpected and, therefore, constitutes an accident or occurrence. The
court specifically found support for that holding in the Your Work Exclusion in the policy before
it, as well as the business risk analysis from Hartford v. Cruse, quoted above. The court stated that
when a third party's work has been damaged, it “is presumed to have been expected, and,
therefore, constitutes an accident or occurrence."

The Federated v. Grapevine case is an example of how the myth surrounding the need for
third party property damage has gained strength. Once again, this case imports notions of business
risk more fully and carefully laid out in the exclusions contained in the CGL policy that are better
suited to differentiate between the insured's own work and third party property for purposes of
coverage under the CGL.

Another example is Auto-Owners Insurance Co. v. Home Pride Companies, Inc., 684
N.W.2d 571 (Neb. 2004), in which the insured roofing subcontractor sought coverage under its
CGL policy for property damage to buildings damaged by its faulty installation of shingles. In
determining that the damage to the roof structures and buildings as a result of the faulty
installation of shingles constituted an occurrence, the court cited to cases such as American
Family Mutual v. American Girl, supra, for the proposition that the business risk doctrine as
embodied in the CGL exclusions, particularly Exclusion (l), the Your Work Exclusion,
distinguishes between property damage to the insured’s own work as opposed to a third party’s
property. The court observed that “… [t]herefore, the business risk rule does not serve as an initial
bar to coverage, but, rather, as a potential exclusion, via the ‘your work’ exclusions, if an initial
grant of coverage is found.”

Inexplicably, despite this cogent observation, the court declined to adopt this view. Rather,
it chose to align itself with those courts that define the initial coverage grant, i.e., an occurrence,
by the insured’s work versus third party property damage. The court stated:

Important here, although faulty workmanship, standing alone, is not an
occurrence, under a CGL policy, an accident caused by faulty workmanship is a
covered occurrence. … Stated otherwise, although a standard CGL policy does not
provide coverage for faulty workmanship that damages only the resulting work
product, if faulty workmanship causes bodily injury or property damage to
something other than the insured’s work product, an unintended and unexpected
event has occurred, and coverage exists. [Emphasis in original, citations omitted.]
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On the other hand, not all courts accept the third party property damage requirement. In
Erie Insurance Exchange v. Colony Development Corp., 136 Ohio App.3d 406, 736 N.E.2d 941
(1999), the claim against the insured developer involved allegations of negligence, breach of
contract, and breach of warranty arising out of defective construction of a condominium project.
In response to the claim, Erie, the insurer, declined to defend on the bases that defective
workmanship does not constitute an occurrence and that the CGL policy was not a performance
bond. The court rejected this argument, though it recognized that while a CGL policy does
function as a performance bond, the rationale for that position is not that allegations of negligent
construction do not fall with the broad coverage for property damage caused by an occurrence,
but rather the exclusions usually apply to deny coverage. After applying the exclusions, the court
concluded that Erie owed a duty to defend since the Your Work Exclusion did not apply to
damage to surrounding landscaping that was not the work of the insured.

Note that in both of the above cases, Auto-Owners v. Home Pride and Erie Insurance v.
Old Colony, the courts reached the same result—finding coverage for damage to property other
than the insured’s own work, one based on the distinction between the insured’s own work in
interpreting the definition of occurrence and one based upon the exclusions of the policy. At first,
this may appear to be a distinction without substance, but it is much more than that. 

Consider a factual scenario involving an insured homebuilder. Its subcontractor performs
defective site work for a subdivision, causing widespread damage to the homes. Under the “third
party property damage” gloss on the definition of occurrence, there is no coverage for the
subcontractor work because the entire project is its work. On the other hand, where the
unexpected and unintended nature of the property damage is recognized as an occurrence, and the
exclusions are then applied, the insured homebuilder will be entitled to coverage for the property
damage to the homes arising out of its subcontractor’s defective work based upon the
subcontractor exception to the Your Work Exclusion. This example is a frequently occurring
claim scenario that results in an unwarranted denial of coverage for many defective construction
claims, particularly where the “third party property damage myth” is combined with an
overemphasis upon breach of contract, ignoring the unexpected and unintended nature of the
property damage arising out of the defective work.

The Economic Loss Rule Plays No Role in Determining Coverage Under a CGL Policy

The flawed assumption on the part of insurers, that a CGL policy does not apply to
property damage involving a breach of contract, results in a confusing mishmash of concepts
borrowed from the substantive law and which add nothing to the coverage analysis under a CGL
policy. As set out above, to boldly pronounce that all property damage arising out of the
performance of defective work is foreseeable, and outside the realm of “occurrence,” emasculates
the policy language. The same is true with the argument that application of the economic loss rule
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thrusts unexpected and unintended property damage outside the definition of “occurrence.” It
does not, and this argument is yet another effort to evade the language of the policy.

The economic loss rule argument was advanced by Mid-Continent, the insurer, in Lamar
Homes, Inc. v. Mid-Continent Cas. Co., supra, 335 F.Supp.2d 754. In that case, the insured relied
on an economic loss rule analysis to support its contention that its policy did not provide coverage
to a home builder for allegations for defective construction of a home resulting in foundation
failure and associated damages to the structure and finishes. The court stated that though the acts
of a party may breach duties simultaneously in tort and contract, the nature of the injury
determines which duty is breached. Where the injury is only the economic loss to the subject of
the contract itself, the action sounds in contract alone. The court determined that there must be
something other than pure economic damage in order to trigger obligations under a CGL
insurance policy. Note that the court’s application of the economic loss rule to determine
insurance coverage is included in the questions certified by the Fifth Circuit on appeal to the
Texas Supreme Court. See, Lamar Homes Co. v. Mid-Continent Cas. Co., supra, 428 F.3d 193.

Insurers have plucked and then seized upon this argument from substantive products
liability law for the proposition that when the injury is the economic loss to the subject of a
contract itself, the action sounds in contract alone. The consequence is that a tort action, usually
one for negligence, is barred. In this regard, insurers in Texas cite Nobility Homes of Texas, Inc. v.
Shivers, 557 S.W.2d 77 (Tex. 1977) and Jim Walter Homes, Inc. v. Reed, 711 S.W.2d 617 (Tex.
1986), both of which are products liability cases involving manufactured or prefabricated homes,
i.e. manufactured homes. In contrast, complex construction projects or even homes individually
constructed through the provision of construction services by construction contractors or builders
are not products. Likewise, construction project, whether it be a retail building, an office building
or a home is not a “product” under a CGL policy. The term “your product” is defined in the policy
to exclude real property, a revision that was added in 1986 to make it clear that a building project
is not the product of the insured builder. Thus, Exclusion (k), the Your Product Exclusion, would
exclude coverage for property damage arising out of the named insured’s product, does not apply
to the typical construction defect claim. 

This argument is further confused in that it mixes apples with oranges. The economic loss
rule is a liability defense or remedies doctrine, and it is not dispositive of insurance coverage. The
rule is centered around the determination of whether the injury is to the subject of the contract
itself. In contrast, the existence of an “occurrence” of property damage under the express
language of the CGL policy is centered around the determination of whether the claim involves
“physical injury to tangible property” that is neither expected nor intended from the standpoint of
the insured. Any notion of whether the unexpected and unintended physical injury to tangible
property is to the subject matter of the contract does not enter the coverage mix until the property
damage exclusions are considered. Even then, the notion of the “subject of the contract” is a
foreign concept, with the major issue for determination being whether the injury arises out of the
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insured’s work, or the work of a subcontractor. In other words, the property damage exclusions
may deny coverage for some, but not all, elements of the work that are the subject of the contract. 

Many types of damage arising out of defective work, and even though they can run afoul
of the economic loss rule, they still satisfy the definitions of “occurrence” and property damage”
in the CGL policy. Obviously, “physical injury to tangible property” can occur to a construction
project, the subject of the contract between the insured contractor and the owner. For example,
consider the example of a home that due to defective site preparation is subject to structural
damage and cracking. Obviously, there has been “physical injury to tangible property,” i.e. the
homes, but at the same time, those homes are the subject of the contract between the builder and
the homeowners. At that point, there has clearly been an “occurrence” of “property damage” as
those terms are defined in the policy, and resort must be had to the property damage exclusions to
determine the precise scope of coverage. Since the extensive cracking of the homes caused by the
defects in the soil preparation constitutes “physical injury to tangible property,” Insurers cannot
avoid that fact by simply calling it economic loss through bending a doctrine that has no place in
insurance coverage.

In making the economic loss argument, insurers engage in the same conduct of which they
accuse insured contractors. Insurers make much of the fact that application of the economic loss
rule eliminates a negligence cause of action for the same conduct. Under most state laws, a court
should not accept the legal theories asserted, but rather evaluate the factual allegations in
determining the insurer’s duty to defend. Therefore, it is quite mystifying why insurers attach so
much significance to the elimination of the negligence cause of action by applying the economic
loss rule. If the focus is upon the nature of the allegations against its insured, it is clear that those
factual allegations set out physical injury to tangible property that was unexpected and
unintended, i.e., an “occurrence” of “property damage” under the CGL policy. Regardless of the
outside-the-policy label chosen– economic loss, subject matter of the contract, or foreseeable
contract damages – these damages are within the definitions of “occurrence” and “property
damage” despite the legal theory plead against the insured.

As stated, the district court’s opinion in Lamar Homes, Inc. v. Mid-Continent Cas. Co.,
335 F.Supp.2d 754 (W.D. Tex. 2004), currently on certified question in the Texas Supreme Court,
adopted the economic loss rule in an insurance coverage context. That opinion has been criticized
and rejected by other courts. For example, in Archon Investments v. Great American Lloyds Ins.
Co., 174 S.W.3d 334 (Tex.App. – Houston [1st Dist.] 2005, pet. filed) , the court rejected the
applicability of the economic loss analysis to determine an insurer’s duty to defend the underlying
lawsuit, largely since the economic loss doctrine was a liability defense or remedies doctrine and
not supported by the policy language. The court in Archon specifically declined to extend the
products liability economic loss rationale to the determination of a CGL insurer’s duty to defend a
builder in a construction defect case.
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Courts in other states have also criticized and rejected the economic loss rule argument. In
American Family Mut. v. American Girl, supra, 673 N.W.2d 65, the owner sought recovery from
the general contractor for damage to a warehouse resulting from settlement of the foundation
which resulted in sinking, buckling, and cracking of the warehouse structure. In response to the
claim, the insurer characterized the claim as one for economic loss rather than property damage,
and argued that the economic loss doctrine barred coverage. The Wisconsin Supreme Court stated
that even though the economic loss doctrine restricted the owner’s recovery to specific warranties
in the construction contract, there was no basis for the insurer’s argument that a loss giving rise to
a breach of contract or warranty claim categorically could never constitute “property damage”
within the meaning of the CGL policy’s coverage grant. The court determined that, under the
circumstances of an “occurrence” of physical injury to tangible property, the CGL insuring
agreement provided coverage for the claim, a claim for “property damage” within the meaning of
the policy. The court’s analysis is worth quoting at length:

The economic loss doctrine operates to restrict contracting parties to contract
rather than tort remedies for recovery of economic losses associated with the
special contract relationship… The economic loss doctrine is a remedies principle.
It determines how a loss can be recovered – in tort or in contract/warranty law. It
does not determine whether an insurance policy covers a claim, which depends
instead upon the policy language. 

The economic loss doctrine may indeed preclude tort recovery here (the
underlying claim is in arbitration not before us); regardless, everyone agrees that
the loss remains actionable in contract, pursuant to specific warranties in the
construction agreement between Pleasant [the owner] and Renschler [the insured
contractor]. To the extent that American Family [the insurer] is arguing
categorically that a loss giving rise to a breach of contract or warranty claim can
never constitute ‘property damage’ within the meaning of the CGL’s coverage
grant, we disagree.

Id. at 75. For another case in which a court rejected the application of the economic loss rule to
deny coverage for a defective construction claim on a CGL policy, see, Commercial Union Ins.
Co. v. Roxborough Village Joint Venture, 944 F.Supp. 827, 832 (D.Colo. 1996) (finding use of the
rule in the insurance context “troublesome,” and rejecting the tort versus contract distinction). 

All of these authorities reject the applicability of an economic loss rule analysis as to
coverage under the CGL policy for a defective work claim because such an analysis
impermissibly mixes liability and coverage concepts. Even more impermissibly, the application of
the rule in that manner emasculates the policy language.
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Other Exclusions

These materials have focused on the exception to Exclusion (l), the Your Work Exclusion,
preserving coverage for property damage arising out of a subcontractor’s work, as a primary
example of the limitations placed upon the business risk doctrine under the CGL policy. In other
words, by virtue of that exception, a certain degree of coverage is available to an insured that uses
subcontractors in its operations for property damage arising out of defective workmanship.
Nevertheless, other exclusions also circumscribe the business risk doctrine, and thus allow
coverage for property damage arising out of defective construction under certain circumstances.

Ongoing Operations Exclusion. Exclusion (j)(5), the Ongoing Operations Exclusion,
states that the insurance does not apply to property damage to:

That particular part of real property on which you [the named insured] or any
contractors or subcontractors working directly or indirectly on your behalf are
performing operations, if a ‘property damage’ arises out of those operations.

This exclusion applies only to property damage to the “particular part” of the property
upon which the insured or its subcontractors are performing operations. Due to the use of the
present tense, it is recognized that this exclusion does not apply to property damage within the
product-completed operations hazard, but only to property damage that occurs while operations
are in progress. See, CU Lloyd’s of Texas v. Mainstreet Homes, Inc., 79 S.W.3d 687 (Tex.App. –
Austin 2002).

If the property damage occurred while operations are in progress, the “particular part”
formulation constitutes a significant limitation on the scope of the exclusion. In other words, only
the portion of the work upon which operations are actually being performed and is damaged is
actually excluded. Under the classic ISO example, a steel erector is erecting steel beams furnished
by the general contractor. Having erected four of the beams, the subcontractor is in the process of
erecting a fifth steel beam when this beam falls, resulting in damage to all five beams. Only the
damage to the fifth beam is excluded. ISO CIRCULAR GENERAL LIABILITY GL79-12 (January 29,
1979).

Faulty Workmanship Exclusion. A companion exclusion is Exclusion (j)(6), which states
that the insurance does not apply to property damage to:

That particular part of any property that must be restored, repaired, or replaced
because ‘your work’ was incorrectly performed on it.
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Exclusion (j)(6) is subject to an exception that it does not apply to property damage included in
the products-completed operations hazard.

The explicit provision that Exclusion (j)(6) does not apply to the products-completed
operations hazard is routinely upheld by the courts and makes it clear that the exclusion does not
apply to a completed operations loss. Rather, it is Exclusion (l), the Your Work Exclusion, that
would apply under that scenario. 

This exclusion is subject to the same “particular part” limitation and likewise, courts give
effect to that limitation where the work is divisible into various elements. For example, in Mid-
Continent Casualty Co. v. JHP Development, Inc., 2005 WL 1123759 (W.D. Tex. April 21, 2005),
appeal pending, the owner of a condominium complex obtained a default judgment against the
insured contractor in an amount in excess of $1.5 million and despite the fact that virtually all
work performed on the project was defective, the owner segregated out $438,000 of non-defective
work that was required to be repaired due to the defective work of the insured contractor. That
work did not constitute “that particular part,” the repair or replacement of which was necessary by
the defective work of JHP, and was outside the exclusion. On the other hand, the insurer argued
that all property damage was excluded under the faulty workmanship exclusion. The court
rejected the insurer’s position, stating that if defective work is performed by or on behalf of the
insured contractor, and such defective work causes damage to other work of the insured that was
not defective, then there would be coverage for the repair, replacement or restoration of the work
which was not defective.

Insurers routinely ignore the “that particular part” limitation and argue that coverage for
all of the insured’s work is excluded under the Faulty Workmanship Exclusion. Thus, the insured
must be able to segregate out the defective from the non-defective portions of the work in
determining “that particular part” in order to limit the scope of the exclusion. 

Impaired Property Exclusion. Due to the scope of this presentation, the following is a
very brief description of Exclusion (m), sometimes known as the Impaired Property Exclusion.
That exclusion states that the insured does not apply to:

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

(1) a defect, deficiency, inadequacy or dangerous condition in
“your product” or “your work”; or

(2) a delay or failure by you or anyone acting on your behalf to
perform a contract or agreement in accordance with its terms.
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Moreover, the term “impaired property” is defined as follows:

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

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

b. You have failed to fulfill the terms of a contract or agreement; if
such property can be restored to use by:

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

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

This exclusion has been recently described by the Court of Appeals of New Mexico as a
“semantic bog” which would be extremely discouraging to a layperson attempting to read and
understand the exclusion. Computer Corner, Inc. v. Fireman's Fund Ins. Co., 132 N.M. 264, 46
P.3d 1264 (2002). The exclusion applies in two instances: (a) where there is “impaired property;”
or (b) where there is property which has not been physically injured. Cases which have wrestled
with this exclusion have held that the exclusion is simply not applicable where property damage
has occurred. Mount Hawley Ins. Co. v. Steve Roberts Custom Builders, Inc., 215 F.Supp.2d 783
(E.D.Tex. 2002).

Note that in the event that the insured is the general contractor, no portion of the project
constitutes “impaired property.” Property is, by definition, “impaired” only if it is property other
than the named insured’s work. 

Moreover, property can only be “impaired” if it can be related to use by the repair,
replacement, adjustment or removal the insured’s product or work. Often, such repair,
replacement, adjustment or removal is not possible in the context of defective workmanship. For
example, in Federated Mutual Ins. Co. v. Grapevine Excavation, Inc., 197 F.3d 720 (5th Cir.
1999), the sub-base installed by an insured on a parking lot caused the asphalt overlay to crack.
The parking lot could not be repaired by removal of the sub-base; rather, it was repaired by adding
another overlay of asphalt. Therefore, even though the defective work of the subcontractor
rendered the parking lot less useful, it was “impaired” within the terms of the definition, and the
insured subcontractor was entitled to coverage.
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Sistership Exclusion. Exclusion (n), the Product Recall, or the “Sistership Exclusion,”
states that the insurance does not apply to:

Damages claimed for any loss, cost or expense incurred by you or
others for the loss of use, withdrawal, recall, inspection, repair,
replacement, adjustment, removal or disposal of:

(1) “your product”;

(2) “your work”; 

(3) “impaired property”;

If such work, or property is withdrawn or recalled from the market
or from use by any person or organization because of a known or
suspected defect, deficiency, inadequacy or dangerous condition in
it.

Exclusion (n) is known as the “Sistership Exclusion” due to the underwriting intent as to
its origin and inclusion in a CGL policy. That origin was explained by the Supreme Court of
Texas in Gulf Ins. Co. v. Parker Products, Inc., 498 S.W.2d 676 (Tex. 1973) as follows:

The provision is there referred to as the “sistership exclusion” and
is explained as follows:

It denies coverage for claims based upon the cost of withdrawing a
product from the market, replacing a product or the loss of use of a
product which is temporarily or permanently withdrawn from
market because of occurrences involving the same or a similar
product. The name derives from an occurrence in the aircraft
industry where all airplanes of a certain make and type were
grounded by an order of the Civil Aeronautics Administration
because one crashed and others were suspected of having a
common structural defect. The damages arising out of the loss of
use of all the sister ships were enormous.

The recall of equipment or parts discovered to have a common fault
involve expenses incurred to prevent accidents which have not
occurred. While the insurance covers damages for bodily injuries
and property damage caused by the product that failed, it was never
intended that the insurer would be saddled with the cost of
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preventing other failures, any more than it was intended that the
insurer would pay the cost of preventing the first failure if the
product had been discovered to be in a dangerous condition before
the occurrence.

Id at 678. See also, Todd Shipyards Corp. v. Turbine Services, Inc., 674 F.2d 401 (5th Cir. 1982). 

Moreover, the exclusion applies only to damages claimed for any loss, cost or expense
incurred if the insured's product is withdrawn or recalled from the market because of a known or
suspected defect. The exclusion is not intended to exclude from coverage damages arising from
the malfunctioning of a product where no sister products are involved. High-Port, Inc. v.
American International Specialty Lines Ins. Co., 22 F.Supp.2d 596 (S.D.Tex. 1997). See also,
Standard Fire Ins. Co. v. Chester-O'Donley & Associates, Inc., 972 S.W.2d 1 (Tenn.App. 1998)
(Sistership Exclusion does not apply to claims involving losses resulting from failure of insured's
defective duct work when they are not based upon withdrawal or recall of insured's own product
or work). 

Conclusion

In the face of the myriad of arguments being made by insurers out to avoid coverage for
property damage arising out of defective construction, it is becoming more difficult for insured
contractors to persevere in the task at hand. That task is to impress upon the court to maintain its
focus on the language of the policy contract before it. It is the duty of the court to interpret and
apply the terms of the contract without resort to concepts such as “no coverage for breach of
contract,” the economic loss rule, or “CGL policy as performance bond,” all of which are outside
the language of the policy. Though courts have reached divergent results, the common thread
appears to be that those that apply the language of the CGL policy before it are more likely to
uphold coverage for the insured contractor. 
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