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The completed operations exposure is more troublesome to many contractors than the ongoing
operations risks. Common completed operations questions include: Who can bring claims
against the contractor? When, if ever, does the contractor’'s exposure from completed work end?
What protections are afforded under statutes of limitations and statutes of repose? Is the com-
pleted operations exposure different under different methods of construction, such as design-
build and construction management? When construction firms merge or are acquired by another
firm, does the buyer face the potential of unlimited liability for all of the contractor’'s past proj-
ects? This session answers all of these questions, and more, and offers steps for minimizing and
managing the completed operations exposure.
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CNA has helped construction firms manage their risks for over 60 years, offering
critical coverages and risk management solutions that aren't readily offered by
other carriers. We provide risk control services that help identify and reduce loss
exposures. Our claim adjusters process claims quickly and fairly, and help injured
workers return to work sooner. With CNA, you benefit from the strength of an
A-rated national carrier with local industry expertise. If you're looking for a partner

who can handle your toughest construction risks ... we can show you more.

For more information, contact your independent insurance agent
or visit www.cna.com.
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Mr. Katz is presenting Workshop W11, “Completed Operations Risks,” on Wednesday afternoon. He is a
partner in the law firm of Katz ‘® Stone, L.L.P., with offices in Vienna, Virginia, Washington, D.C., and
Rockville, Maryland, and specializes in resolving complex construction disputes. He has extensive experi-
ence in representing owners, contractors, sureties, and designers in contract preparation and negotiation,
and complex construction litigation.

Mr. Katz received both a Bachelor of Arts with Distinction and a Juris Doctor degree from the University of
Virginia. Mr. Katz is a member of the Bars of the District of Columbia, Virginia, Maryland, United States
Supreme Court, and United States Court of Federal Claims. He also serves as a mediator and as an arbi-
trator on the American Arbitration Association’s Construction Industry Arbitration Panel, and is an Associ-
ate Member of The Chartered Institute of Arbitrators.

In addition to his practice, Mr. Katz lectures and speaks frequently to owners, contractors, public building of-
ficials, subcontractors, suppliers, design professionals, insurers, sureties, and others involved in construc-
tion, on such topics as design-build procurement, construction risk management, negotiating construction
contracts, construction claims and claims prevention, design liability, and construction insurance issues.

Mr. Katz has spoken and presented seminars to such construction industry groups as the Institute of Sur-
veyors of Trinidad ‘® Tobago: Urban Development Company of Trinidad ‘® Tobago; Petroleum Company
of Trinidad ‘& Tobago; St. Lucia Ministry of Communication, Works, Transport and Public Utilities, Carib-
bean Electric Utilities Services Corporation; Construction Specifications Institute; Associated Builders and
Contractors; National Electrical Contractors Association; National Utility Contractors Association; Ameri-
can Subcontractors Association; World of Concrete; National Pavement Exposition; Associated General
Contractors of America; Virginia Building Material Association; Maryland General Contractors Associa-
tion; Construction Management Association of America; National Association of Surety Bond Producers;
Reliance Insurance; The St. Paul Companies; Independent Insurance Agents of Virginia; Bermuda Contrac-
tors Association; Institute of Bermuda Architects; American Contractors Insurance Group; Barbados Asso-
ciation of Quantity Surveyors; Korean Contract Management Association; and China National Petroleum
Corporation.

Mr. Katz also is a speaker at the annual Construction Risk Conference hosted by International Risk Man-
agement Institute, Inc., where he has spoken on contractual risk transfer, surety bonds, completed opera-
tions coverage, and other construction risk and insurance topics.

In addition, in association with Martyn Bould of Cayman, and through their alliance, Caribbean Construc-
tion Advisory Services, Mr. Katz has an active practice in the Caribbean.
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Outline:
« Completed operations coverage
» Express and implied warranties
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« Liability for completed operations after
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COMPLETED OPERATIONS COVERAGE

 Latent defects can take years to manifest

 Builder’s risk policies end on project
completion

» Completed operations coverage is post-
completion insurance

« Standard coverage in many AlA
contracts, see AIA A201 (2007) 11.1.1.7

COMPLETED OPERATIONS COVERAGE

» Coverage is exception(s) to policy
exclusion(s), e.g.,
— the “faulty workmanship” exclusion
— the “work performed” exclusion

« Example: coverage = exception to “faulty
workmanship” exclusion for harms
included in the “products-completed
operations hazard”




DISTINCTION BETWEEN GENERAL

LIABILITY POLICIES AND COMPLETED
OPERATIONS COVERAGE

» General liability covers injury or damage
during construction

» Completed operations coverage for post-
completion injury or damage
—i.e., insurance against breach of warranty

THE “WORK PERFORMED”
EXCLUSION

» Exclusion: for “property damage” to “your work”
arising out of and included in the “products-
completed operations hazard”

» Exception to exclusion: if “the damaged work or

the work out of which the damage arises was
performed on your behalf by a subcontractor”

» Exception to exclusion = completed operations
coverage




AN “OCCURRENCFE”

UNDER CGL POLICIES

» No duty to defend unless “occurrence”

 Divergent caselaw on defects as “occurrences”

— Some courts: defect as “occurrence” if “unexpected,
unforeseen or undesigned”

— Other courts: defect not “occumrence” because
“reasonably foreseeable” consequence of intentional
act

» Defect as “occurrence” is better-reasoned

— “faulty workmanship” exclusion anticipates defects as
“occurrence’

TIMING OF COMPLETED

OPERATIONS COVERAGE

* Crucial but often misunderstood concept

» Coverage begins upon completion of the project
» Coverage ends when policy expires

* Immaterial when negligent act occurs

» Damage or injury must occur during the policy
period
— Otherwise coverage without end




PRODUCTS-COMPLETED
OPERATIONS HAZARD

Defined CGL term:

[N

—“‘Products-completed operations hazard’
includes all ‘bodily injury’ and ‘property
damage’ occurring away from premises you
own or rent and arising out of ‘“your product’ or
‘your work’ except: (1) Products that are still in
your physical possession; or (2) Work that has
not yet been completed or abandoned.”

PRODUCTS-COMPLETED
OPERATIONS HAZARD

I o

» Components of the “products-completed
operations hazard”

— (1) occur away from insured’s premises
* Even partial rental interest is insured’s premises

— (2) arise out of the insured’s “product” or “work”
— (3) do not involve products in insured’s possession
— (4) involve only completed or abandoned work




PRODUCTS-COMPLETED

OPERATIONS HAZARD

Component (2): arise out of the insured’s
“product” or “work”
Example: Structural Systems Technology, Inc.

»  Contractor constructed a steel communications tower
»  Contractor installed additional communications equipment to the

tower

» Contractor was repairing defective steel work fabricated by
subconfractor

*  During repair, tower collapsed due to defective steel work

(contd ...)

PRODUCTS-COMPLETED

OPERATIONS HAZARD

Component (2) Example, contd

Exclusion: “Property damage’ to ‘your work’ arising out of it or any
part of it and included in the ‘products-completed operations hazard.’
This exclusion does not apply if the damaged work or the work out of

which the damage arises was performed on your behalf by a
subconftractor.”

Result: Tower was not within the “work performed” exclusion because
the damage arose from the steel subcontractor’'s work.

(contd ...)
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PRODUCTS-COMPLETED
OPERATIONS HAZARD

Component (2) Example, contd

Additional communications equipment

* Not part of “your work” because the insured’s
work at the time of collapse was the steel repair
work, not the installation of additional equipment

PRODUCTS-COMPLETED
OPERATIONS HAZARD

-
w

Component (3): not involve products in insured’s
possession
— Possession often determined by reference to
contract
—e.g., “F.O.B. destination” = possession upon
delivery

— Possession not relinquished when product
given to independent contractor for delivery




PRODUCTS-COMPLETED

OPERATIONS HAZARD

Component (4): involve only completed or
abandoned work

» Completion defined in policy

* Work complete at earliest of:

— when all of the contract work is complete;

— when all of the work to be done at the job site has
been completed (if the contract calls for work at
more than one job site); or

— when work has been put to its intended use

(contd ....)

15

PRODUCTS-COMPLETED

OPERATIONS HAZARD

Component (4) contd ...

Example: Freeport McMoran

 when all of the contract work is complete
* Acontract called for the construction of 3 derrick drilling rigs.
After destruction of the 15t derrick, work was not complete
because the contract required 2 more.

 when work put to its intended use
*  The contractor completed the 1st derrick and turned it over to
another contractor to be “rigged up.” The derrick was not put to
its intended use because it was being “rigged up” for
demonstrative purposes not for drilling.

16
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EXISTENCE AND TERM

OF COVERAGE

» Term of coverage depends on the policy

—e.qg., Pardee Construction: coverage for
damage occurring before policy inception

— Coverage limitations must be conspicuous,
plain and clear

17

ADDITIONAL INSURED AND

COMPLETED OPERATIONS ISSUES

» Subcontractors often add general contractor as additional
insured

» Completed operations coverage depends on endorsement
language
— Coverage: “liability arising out of operations performed for
[the additional insured] on behalf of the named insured”

— No coverage: “liability arising out of [named insured’s]
ongoing operations performed for that [additional]
insured”

* 2004 ISO standard-form endorsement

— No additional insured coverage unless named insured is
at fault

18
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COMPLETED OPERATIONS
COVERAGE: SUMMARY

» Coverage as exception to policy exclusion

» Coverage for injury or damage during policy
term
» The “products-completed operations hazard”
— (1) occur away from the insured’s premises
— (2) arise out of “your product” or “your work”

— (3) not involve products still in the insured’'s
possession

— (4) involve only completed or abandoned work

WARRANTIES

» Warranties: express (contractual) and
implied
» Major source of post-completion liability

* Practice point:

« contractual notice of nonperforming work and
opportunity to cure defects; otherwise owner may
seek remedy from third party




EXPRESS WARRANTIES

« Guarantee of performance according to
specifications and use of ordinary care
« A warranty is not a guarantee of result

— e.g., Kurland: air-conditioning subcontractor did not
warrant that plans and specifications would achieve
result desired by owner

— the Spearin Doctrine

— Exceptions: express warmranty of result (e.g., design-
build) and contractor negligence

— Practice point: ensure changes to design/

specifications (e.g., value engineering) do not
impliedly warrant result

21

IMPLIED WARRANTIES

* Imposed by courts to ensure minimum skill and
care, e.g.,
— implied warranty of workmanlike construction

> Construction as a reasonably prudent
contractor

> Arose from short express warranties and
difficulty of negligence actions against
contractors

— implied warranty of habitability
> Construction suitable for human habitation

» Most applicable to residential, not commercial

22
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WARRANTIES AND PRIVITY

* Express warranty:
— no subcontractor liability to owner because no privity

— subsequent purchasers must have assignment of warranty
because no privity with contractor (or show “third-party
beneficiary” of original warranty)

— subcontractor liable for warranties made to general contractor

* Implied warranty:
— subcontractor liable to owner through “third-party beneficiary”
theory
» owner is real beneficiary of subcontractor’s work (and warranties)
» owner can sue subcontractor directly under warranties
— subcontractor liable to general contractor because privity exists

23

WARRANTIES: SUMMARY

« Express warranty:

— Warranty of performance according to plans and specifications,
not guarantee of result

— Subsequent purchaser: privity bars enforcement unless
assignment of warranty (or “third-party beneficiary’ theory)

* Implied warranty: typically residential; minimum
standard and skill

* Privity:
— Subcontractors liable to general contractors

— Subcontractors not liable to owner unless “third-party
beneficiary”

24
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STATUTES OF LIMITATION

AND STATUTES OF REPOSE

 Limit timeframe for bringing suit, including breach of
warranty

+ Statutes of limitation: time limit on bringing suit

— Trigger date: (1) when act committed; or (2) when act
discovered (“discovery rule”)

— Connection between time of injury and time of suit, not between
time of completion and time of suit

— Majority: parties can reasonably shorten S of L by agreement

— Some states allow extension of S of L by agreement, e.g., NY:
extension proper if done at inception of contract

— Tolling: during time warrantor repairs to cure breach

25

STATUTES OF REPOSE

» Statutes of repose: absolute bar on suit
— Trigger date: substantial completion

— Can be extended by statutes of limitation

* eg.,IL: once defect discovered, 4 years to bring suit even if
outside statute of repose

— Tolling: some states toll for fraud that conceals
defect

» Most states have S of R that applies to
construction—exceptions: NY and VT

« S of R can differ for contract and tort actions

— e.g., VA applies only to tort; AZ applies only to
contract; TX applies to tort and contract

26
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STATUTES OF LIMITATION

AND STATUTES OF REPOSE

Example:
Substantial completion: January 1, 2000
Warranty period: 8 years
S of L: discovery rule, 4 years
S of R: 10 years

Defect discovered: January 1, 2002; suit must be filed by
January 1, 2006 (i.e., within S of L)

Defect discovered: January 1, 2007; suit must be filed by
January 1, 2010 (i.e., within S of R)

Defect discovered: January 2, 2008; no claim, outside
warranty period

27

MERGERS, ACQUISITIONS, AND

SUCCESSOR LIABILITY FOR
COMPLETED OPERATIONS RISKS

Successor Liability

« Structure of sale of business affects liability of
buyer for the completed operations of seller

« Two major types of sales:

>  Asset sale: purchase assets; liabilities
only assumed if done explicitly

>  Stock sale: purchase all assets and
liabilities

28
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EXCEPTIONS TO GENERAL

RULE OF SUCCESSOR
NON-LIABILITY IN AN ASSET SALE

Four exceptions where asset-sale buyer may be
held liable for contingent claims:

» Buyer expressly agrees to assume seller’s
liabilities

 De facto merger or consolidation of the two
companies

* Fraudulent attempt to escape liability

* Buyer is “mere continuation” of seller

29

CONTINUITY OF
ENTERPRISE EXCEPTION

» “Mere continuation” exception only circumvents

general rule in products liability and personal
injury cases

» Less likely to force acquirer to pay contract or
warranty damages

» Contractor who purchases assets with “clean
hands” should be able to enjoy protection of
rule of non-liability for asset purchases

30
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SUMMARY

« Post-completion liability is a risk on every
project

« Completed operations coverage is one means
to manage post-completion risk

* Express and implied warranties create post-
completion liability

+ Statutes of limitation and statutes of repose will
limit post-completion liability

« Plan for completed operations liability in
acquisition and merger transactions

31

Mr. Katz gratefully acknowledges the assistance of Jordan C. Crandall, Esq., associate with Katz
& Stone, L.L.P., in preparing these materials.
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COMPLETED OPERATIONS RISKS
L. INTRODUCTION

Construction projects are complex and risky undertakings. Given the many variables and
parties who must work together for a project to be successful, it is not unusual for disputes and
even litigation to develop over events that occur during performance, such as delays, change
orders and price increases. However, “on time and on budget” is only half the distance to the
finish line. After completion of even the most successful and smoothly-run construction project,
potential areas of trouble and liability still lurk beneath the surface. If triggered, these risks can
engulf unsuspecting construction professionals and their insurers who, in the meantime, have
since turned their attention to current projects. With each crack in the slab or leak in the roof
that appears and with each latent defect that becomes apparent, a completed construction project
has the potential to force contractors to spend significant time and money correcting problems in
order to preclude even greater liability for completed work.

Given the above, there are recurring and important issues which relate to claims
stemming from completed projects. These include, among other things, (1) whether the
contractor has expressly or impliedly warrantied the defective work; (2) whether the claim
against the contractor is time-barred by virtue of a statute of limitation or statute of repose; and
(3) whether the contractor has (and whether the damage is covered by) “completed operations”
insurance. Finally, in situations where one construction company wants to purchase another
company, one of the many considerations for the buyer is how to structure the purchase
arrangement to limit its exposure for claims relating to the seller’s completed contracts.

These materials deal with these important completed operations risks. While often

overlooked, it is vital that construction and risk management professionals understand and
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prepare for the many liability issues that arise when construction problems emerge on completed
projects.

II. COMPLETED OPERATIONS INSURANCE

A. Completed Operations Coverage Generally

Insurance coverage plays a large role in virtually every stage of a construction project.
During the course of a project, builder’s risk insurance is a common type of coverage that
protects contractors and owners from the risk of loss for partially-completed structures and
materials stored on-site. However, builder’s risk policies terminate when the project is complete
or the building is occupied by the owner. As contractors can be liable for personal injury and
property damage occurring after a project’s completion, completed operations coverage protects
contractors from some post-completion liability.

A contractor’s negligence can cause injury and property damage long after a project is
completed, as latent defects may take years to manifest into noticeable damage. In the mid-
1960’s, courts increasingly held contractors liable in tort for injury or damage that occurred after
the work was completed but which was caused by the contractor’s negligence. As a response to
increased liability for post-completion injury and damage, the insurance industry eventually
made completed operations hazards an insurable risk." Completed operations coverage is now a
standard coverage requirement in many American Institute of Architects (“AIA”) contracts. >

Completed operations coverage is not typically a separate policy or even an affirmative

grant of coverage; rather, completed operations coverage is an exception to certain policy

! See, e.g., Travelers Insurance Co. v. C.F. Gayfer’s and Co. Inc., 366 So.2d 1199 (Fla. App. 1979).

2 See, AIA A201 (2007) 9§ 11.1.1.7.
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exclusions that an insured pays extra for. While the scope varies between policies, completed
operations coverage generally arises from exceptions to policy exclusions for injury or damages
that fall within the “products-completed operations hazard.” For example, a standard post-1986
commercial general liability (“CGL”) policy excludes from coverage property damage resulting
from the insured’s faulty work, i.e., the “faulty workmanship” exclusion. The “faulty
workmanship” exclusion excludes from coverage damage to “that particular part of any property
that must be restored, repaired or replaced because ‘your [the insured’s] work’ was incorrectly
performed on it.”> Completed operations coverage exists when policies provide an exception to
the “faulty workmanship” exclusion for harms included in the “products-completed operations
hazard” (see Sections F-J below for a discussion of the “products-completed operations hazard”).
Another example of completed operations coverage is related to the “work performed”
exclusion. The “work performed” exclusion reduces coverage for a contractor’s faulty
workmanship in a completed operations context by excluding from coverage “property damage
to ‘your work’ arising out of it or any part of it and included in the ‘products completed
operations hazard[.]””* Completed operations coverage arises if the policy contains an exception
to the “work performed” exclusion “if the damaged work or work out of which the damage arises
was performed on your behalf by a subcontractor.” Under this exception, the insured has
completed operations coverage for damage within the “products-completed operations hazard”

arising from the faulty work of a subcontractor, but not the faulty work of the insured.

3 Historical Home Designs, Inc. v. Cent. Mut. Ins. Co., 295 Ga. App. 843, 846 (Ga. Ct. App. 2009).

* Gibbs M. Smith, Inc. v. United States Fid. & Guar. Co., 949 P.2d 337, 340-341 (Utah 1997).
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Completed operations coverage can also be tailored to an insured’s business. A unique
example of completed operations coverage is a CGL policy that excluded coverage for any
injury or damage within the “completed operations hazard” except “operations in connection
with the transportation of property.” In this example, while the policy specifically excluded
coverage for damage within the “completed operations hazard,” the exception for “operations in
connection with the transportation of property” creates completed operations coverage for a
specific subset of injuries and damages related to transportation.

In sum, the exact nature of completed operations coverage will vary between policies, but
such coverage is typically an exception to a CGL policy exclusion of coverage, which thereby
allows coverage for certain harms within the defined “product-completed operations hazard.”

B. Distinction between General Liability Policies and Completed Operations
Coverage

The Minnesota Supreme Court has addressed the question of whether a subcontract
provision which required the subcontractor to purchase insurance to indemnify a contractor from
damages arising out of work performed on a construction project required the subcontractor to
purchase general liability insurance and whether such insurance covered claims for damage that
occurred affer the subcontract work was completed.® In the process of reaching its decision, the
court succinctly contrasted the difference between general liability and completed operations
coverages.

In the Minnesota case, the owners of a low-income apartment building contracted with

Conroy Brothers to install a new exterior wall system for the building. In turn, Conroy Brothers

> See, Weiss v. Bituminous Casualty Corp., 59 111. 2d 165, 169 (11l. 1974).

6 Seward Housing Corp. v. Conroy Brothers Co., et al., 573 N.W.2d 364 (Minn. 1998).
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subcontracted with Right-Way Caulking to provide caulking, sealing and other services in
connection with the installation of the wall system. On May 4, 1986, Right-Way completed its
work on the project. Cracks in the exterior wall began appearing in November 1987, but the
owner maintained that the cracks were “cosmetic” and did not allow water infiltration. In April
1993, however, a large chunk of the exterior wall fell to the ground. The owner then brought
suit against Conroy Brothers who, in turn, brought a third-party claim against Right-Way.
Conroy Brothers subsequently settled the suit for $400,000 and then sought to recover $250,000
from Right-Way based upon a provision in Right-Way’s subcontract that required Right-Way to
purchase general liability insurance for indemnification up to $250,000. It was undisputed that
Right-Way never purchased the required policy. The issue before the Minnesota Supreme Court
was whether the disputed claim fell within the coverage of the liability insurance that Right-Way
contracted, but failed, to purchase. If so, Right-Way would be liable to indemnify Conroy
Brothers in the full amount of the prospective insurance policy limit.

The court noted that the injury occurred well after Right-Way had completed its work on
the project and that the insurance it was supposed to purchase was “general liability” insurance
and not completed operations coverage. The court distinguished the two types of policies as
such:

A general liability policy protects the contractor from claims arising out of
injuries or damage negligently caused by the contractor in the course of
construction. It is designed to cover such negligent conduct as that causing
damage from falling beams and other objects such as tools, as well as damage
from the collapse of any part of a structure which has not been completed or,
if completed, has not been put to its intended use. This is a circumscribed
exposure very different from that included in a policy which covers

completed operations. Policies covering defective or improper workmanship
on a completed operation which fails in its use involve a substantially greater
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risk. Such coverage is, in effect, one which insures against a breach of
warranty.7

Based on the above, the court held that even if Right-Way had purchased the required
general liability insurance, the policy would not have provided coverage for the damages at
issue. For example, even if the court determined the property damage occurred in 1987 (when
the cracks occurred) and not 1993 (when the wall fell), the 1987 damage still “did not occur until
at least a year after any Right-Way employees worked on the construction project, and any
claims asserted in this regard would fall within completed operations coverage not contemplated

% Accordingly, the court ruled that Right-Way was not required to indemnify

by the subcontract.
Conroy Brothers for the coverage under the contracted-for indemnity policy.

C. The “Work Performed” Exclusion

Completed operations coverage can take many forms, including an exception to the
“work performed” exclusion. Discussed above, the “work performed” exclusion and exceptions
to it are illustrative of completed operations coverage. A typical CGL policy includes a
business-risk exclusion for “‘Property damage’ to ‘your work’ arising out of it or any part of it
and included in the ‘products-completed operations hazard.”” This “work performed” exclusion
underscores the purpose of a CGL policy, which is to protect the insured from liability for
damages when the insured’s own defective work damages another’s property. In contrast, it is

not the purpose of CGL policy (as expressed by the exclusion itself) to protect the insured from

damage to its own work resulting from its own faulty workmanship; such protection is usually

7 1d. at 367 (Minn. 1998) (emphasis added) (quoting Security Ins. Co. v. Kaye Milling Supply Inc., 211
N.W.2d 519, 521-22 (1973)).

8 1d at 368.
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obtained through a performance bond.” An exception to the “work performed” exclusion
provides that “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.” Completed operations
coverage disputes related to the “work performed” exclusion often turn on whether the property
damage or injury arose from the work of a contractor or a subcontractor—i.e., whether the
exception to the exclusion applies.

For example, the case O'Shaughnessy v. Smuckler Corp. illustrates the application of the
“work performed” exclusion and its exception.'” In Smuckler, a general contractor subcontracted
most of the work related to the construction of a new house. After the house was completed,
many problems surfaced, including cracked floors and improperly constructed exterior brick
masonry that allowed water to leak into the walls. The general contractor sought coverage for
the construction defects under its CGL policy. Damage to the house was within the “work
performed” exclusion because the policy’s definition of “your work” included the work of
subcontractors. However, the damages fall within the policy’s completed operational coverage
because the exception to the “work performed” exclusion applied, as the damage arose from
work performed by a subcontractor and the damages otherwise fell within the “products-
completed operations hazard.”

D. An “Occurrence” under CGL Policies

CGL policies contain broad grants of coverage for “bodily injury” and “property
damage” caused by an “occurrence.” This broad grant of coverage is (greatly) lessened through

policy exclusions. An “occurrence” is defined in a CGL policy as “an accident, including

Western World Ins. Co. v. Paradise Pools & Spas, 633 So. 2d 790, 795 (La.App. 5 Cir. Feb. 23, 1994).

10 O'Shaughnessy v. Smuckler Corp., 543 N.W.2d 99 (Minn. Ct. App. 1996).
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continuous or repeated exposure to conditions.” The term “accident” is not defined in the policy.
If an insured establishes that an injury or damage was caused by an “occurrence,” there is higher
probability that a court will find that potential coverage exits, which triggers an insurer’s duty to
defend an insured. As such, insurers often argue that injuries and damages resulting from
construction defects, particularly in the completed operations context, are not “occurrences,”
thus relieving the insurer of the obligation to defend (or indemnify) the insured against claims
related to such defects.

There is a widely-divergent body of case law addressing whether construction defects are
“occurrences” under CGL policies. Some courts hold that “property damage to another person’s
property arising from faulty workmanship of the insured is an ‘occurrence’ under the applicable

I Moreover, courts have also held that property damage to the insured’s work

policy language.
is an “occurrence” as long as the damage is the "unexpected, unforeseen or undesigned
happening or consequence of an insured's negligent behavior."'> While this is the better-
reasoned rule, other cases have held that property damage caused by construction defects cannot
be an “accident” because such claims are based on breach of contract;'® negligent construction

work is not an “occurrence” unless the damage is to property other than the work itself:'* and

construction damages arise out of the “reasonably foreseeable” consequences of “intentional

"' E & R Rubalcava Constr., Inc. v. Burlington Ins. Co., 147 F. Supp. 2d 523, 527 (N.D. Tex. 2000).

12 First Tex. Homes, Inc. v. Mid-Continent Cas. Co., 2001 U.S. Dist. LEXIS 2397, 8-9 (N.D. Tex. Mar. 7,
2001).

B Monticello Ins. Co. v. Wil-Freds Constr., 277 1ll. App. 3d 697, 704 (Ill. App. Ct. 2d Dist. 1996)
(“negligent and unworkmanlike construction of a building do not constitute an occurrence”).

Y Pursell Constr., Inc. v. Hawkeye-Security Ins. Co., 596 N.W.2d 67, 72 (Iowa 1999) and Auto-Owners
Ins. Co. v. Home Pride Cos., 268 Neb. 528, 535 (Neb. 2004).
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acts” and therefore are not an “accident.”’> One court found that when there was a “substantial
probability” of property damage resulting from a construction defect, the resulting damage
would not be an “occurrence.”'®
The better-reasoned cases understand that inadvertent construction defects that cause

injury or property damage are “accidents” and thus “occurrences” under CGL policies. Indeed,
the “faulty workmanship” exclusion anticipates inadvertent construction defects as
“occurrences” because the exception provides coverage in instances where the damage arises
from a subcontractor’s work. While the trend is toward this better-reasoned approach, as
outlined above, some courts still find that damage caused by inadvertent construction defects is
not caused by an “accident” and, accordingly, is not an “occurrence.”

E. Timing of Completed Operations Coverage

One of the most misunderstood aspects of completed operations insurance is that
coverage exists only for harms that occur during the policy period. 1t is immaterial whether
completed operations coverage existed at the time when the negligent act causing the harm
occurred. The harm protected by completed operations coverage is the personal injury or
physical damage, not the conduct which ultimately caused the loss.!” Thus, coverage usually

begins upon completion of the project (see Section G below) and extends until the policy expires

or is cancelled.

S Hartrick v. Great Am. Lloyds Ins. Co., 62 S.W.3d 270, 277 (Tex. App. Houston 1st Dist. 2001).
18 Carter Lake v. Aetna Casualty & Surety Co., 604 F.2d 1052, 1059 (8th Cir. Neb. 1979).

17 See, Southern Guaranty Ins., 767 F.2d 795 (citing TA Appleman, Insurance Law and Practice § 4497
(W. Berdal, ed. 1979)).
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The United States 11th Circuit Court of Appeals illustrated the scope of completed
operations insurance when it explained that:

[A] building erected prior to the [completed operations] policy period which
collapses during the term of the policy may give rise to a covered claim.
Conversely, a building erected during the policy period collapsing after the
policy expires cannot give rise to a covered claim. The rationale underlying
this rule is easily discerned. Any other result would create coverage without
end."®

In sum, when determining whether damage is covered under a completed operations
exception, it is important to remember that only events occurring during the policy period are
potentially covered. Damages before the period commences are not covered and damages after
the policy expires or is canceled likewise will not be covered by the policy. This is particularly
relevant, for example, if a construction company closes its business. Insurers generally will not
provide CGL coverage to a discontinued business. As such, any damage or injury occurring
after a business closes and its CGL policy term has ended will not be covered, even if such
damages fell within the completed operations coverage that the business had when it was
operational or the negligent act causing the damage or injury occurred when the policy was in
effect.

F. The “Products-Completed Operations Hazard”

As noted above, completed operations coverage is usually an exception to certain policy
exclusions that meet the definition of a “products-completed operations hazard.” A typical CGL
policy definition reads as follows:

“Products-completed operations hazard” includes all “bodily injury” and

“property damage” occurring away from premises you own or rent and
arising out of “your product” or “your work™ except: (1) Products that are

8 1d at 799 (emphasis added).
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still in your physical possession; or (2) Work that has not yet been completed
or abandoned."’

Thus, in order to fall within the “products-completed operations hazard,” a harm must (1) occur
away from the insured’s premises; (2) arise out of “your (the insured’s) product” or “your (the
insured’s) work™; (3) not involve products still in the insured’s possession; and (4) involve only
completed or abandoned work.

First, the “products-completed operations hazard” only includes harms that occur away
from premises owned or rented by the insured. Even a partial ownership or rental interest by the
insured is sufficient to consider the premises owned or rented by the insured. For example, a
Louisiana federal district court dealt with a situation where a company rented a room for use as a
home office in a home owned by the company’s president.’ The Louisiana court found that
because of that rental interest, damage to the house did not occur away from the company’s
premises and thus did not fall within the “products-completed operations hazard” in the
company’s CGL policy.

Second, a harm within the “products-completed operations hazard” must arise out of
“your (the insured’s) product” or “your (the insured’s) work,” where both terms are broadly
defined in a CGL policy. “Your product” includes any goods or products, other than real
property, manufactured, sold, handled, distributed or disposed of by the named insured or any

entity whose business assets a named insured has acquired.”' It is noteworthy that under some

19 Freeport McMoran Resource Partners, Ltd. Partnership v. Kremco, Inc., 1993 U.S. Dist. LEXIS 10166
(E.D. La. July 13, 1993).

2 Historical Home Designs, Inc. v. Cent. Mut. Ins. Co., 295 Ga. App. 843, 846 (Ga. Ct. App. 2009).

2 Advantage Homebuilding, LLC v. Md. Cas. Co., 470 F.3d 1003, 1006 (10th Cir. 2006).
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policies, “your product” specifically includes warranties and misrepresentations.”> Thus, harms
from the insured’s breach of warranty or misrepresentation are potentially covered within the
“products-completed operations hazard.” “Your work” includes operations performed by or on
behalf of the named insured, which includes, among others, the work of subcontractors.”> Both
“your work™ and “your product” are discussed below in Section J.

Third, the harm must arise from products not still in the insured’s possession. Courts
look to the parties’ agreement as evidence of when physical possession transfers from one party
to another. One court, for example, found as instructive that the parties’ agreement included the
term “F.0.B. destination.”** Because “F.0.B. destination” suggested that the parties intended
the risk of loss to transfer when the product was delivered, the court found that physical
possession for purposes of the “products-completed operations hazard” was also transferred at
delivery. Another court held that the insured retained possession of a product for purposes of the
“products-completed operations hazard” when physical possession of the product was transferred
to an independent contractor hired by the insured. As the court stated:

The temporary transfer of physical possession to one standing in the place of
the insured in the performance of operations does not constitute

relinquishment of possession to others for purposes of invoking the Products
hazard exclusion.”

2 See, Wausau Underwriters Ins. Co. v. United Plastics Group, Inc., 2006 U.S. Dist. LEXIS 68250 (N.D.
T11. Sept. 11, 2006).

2 Bresee Homes, Inc. v. Farmers Ins. Exch., 227 Ore. App. 587, 593 (Or. Ct. App. 2009).

24 Freeport McMoran Resource Partners, Ltd. Partnership v. Kremco, Inc., 1993 U.S. Dist. LEXIS 10166
(E.D. La. July 13, 1993).

% Martindale Lumber Co. v. Bituminous Casualty Corp., 625 F.2d 618, 623 (5th Cir. Tex. 1980).
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As a result, the product was still in the possession of the insured and did not fall within the
“products-completed operations hazard.”

G. Completed or Abandoned Operations

The final requirement of the “products-completed operations hazard” is that the harm
must arise from work that is completed or abandoned. The “products-completed operations
hazard” often provides that “your work™ will be deemed completed at the earliest of (1) when all
of the work called for in the contract is complete; (2) when all of the work to be done at the job
site has been completed if the contract calls for work at more than one job site; or (3) when that
part of the work done at a job site has been put to its intended use by any person or organization
other than another contractor or subcontractor working on the same project.® Work satisfying
one of the above three definitions constitutes completed work even if the work requires
subsequent repair or maintenance.”’

As suggested by (1) above, courts often look to the contract to determine when an
operation is completed. For example, an Illinois court had to determine whether several personal
injuries resulting from an elevator that fell fifteen stories were covered under an elevator
company’s owners and contractors protective liability (“OCP”) insurance policy.® The policy
expressly excluded coverage for injuries within the completed operations hazard; thus, no
coverage existed unless the injury occurred during ongoing operations. To determine if the

operations were completed, the court looked to the contracts between the building’s owner and

26 See, Bresee Homes, Inc. v. Farmers Ins. Exch., 227 Ore. App. 587, 591 (Or. Ct. App. 2009); Century
Indem. Co. v. Golden Hills Builders, Inc., 348 S.C. 559, 568 (S.C. 2002).

2" National Union Fire Ins. Co. v. Structural Systems Technology, Inc., 756 F. Supp. 1232 (E.D. Mo.
1991).

28 | iberty Mutual Fire Ins. Co. v. St. Paul Fire and Marine Ins. Co., No. 00 CH 07429, (111 Dec.
December 20, 2005).
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the elevator company. Under several contracts, the elevator company agreed to modernize,
upgrade and provide one year of maintenance after the elevators were in service. Because the
personal injuries occurred after the contractual time for performance (including the one-year
maintenance period), the court found that the injuries occurred after the operations were
completed. In fact, because the elevator company’s contractual service period had ended, the
operations were completed even though the elevator company was servicing the elevators on the
day of the accident. Additionally, factor (1) requires that a// the work under a contract be
complete before an operation is completed. Substantial completion of the work is not
sufficient.”

An operation is abandoned if the operation is taken over by another party or entirely
abandoned by the insured.** Once abandoned, an operation is deemed completed. In contrast, if
an insured abandons tools, equipment or materials at a job site, the abandoned property is part of
an ongoing operation. Thus, if an injury results from abandoned property, completed operations
coverage will not apply.3 !

H. Existence and Term of Coverage

The period of coverage for completed operations depends on the specific language
contained in the policy. This lesson is illustrated by a California district court case which
addressed the issue of the scope of completed operations coverage for liability arising out of

work performed prior to the inception of the policy.*® In this case, Pardee Construction

¥ Farmington Cas. Co. v. Duggan, 417 F.3d 1141 (10th Cir. 2005).
30 See, e.g., Devich v. Commercial Union Ins. Co., 867 F. Supp. 1230 (W.D. Pa. 1994).

31 Couch on Insurance, 3d § 129:28.
32 Pardee Constr. Co. v. Ins. Co. of the West, 77 Cal. App. 4th 1340, 1346-1347 (Cal. Ct. App. 2000).
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Company (“Pardee”), a developer/contractor, contracted with several subcontractors to perform
work on a residential construction project. Pardee required the subcontractors to add it as an
additional insured on all policies, including completed operations. Several years after
completion of the project, Pardee was sued by residents of the property for damage arising out
defective work performed by several of the subcontractors.

The subcontractors’ insurer refused to defend Pardee on the grounds that the policies
(including completed operations coverage) were written after the alleged defective work was
completed. Thus, the insurer argued that the policies were not intended to provide coverage for
liability arising out of work performed by the subcontractors prior to the inception date of the
policies.

The court ruled in favor of Pardee and found that the subcontractors’ completed
operations coverage applied. The court examined the language of the policy and concluded that
the broad language provided coverage. The court noted that unless coverage limitations are
“conspicuous, plain and clear,” they will not be given effect. Further, the court found that had
the insurer wished to limit coverage to only work performed after the inception of the policy, it
could have easily done so within the definitions contained in the policy. Accordingly, the
subcontractors’ completed operations coverage provided coverage to Pardee because the
endorsements in the policy did not limit completed operations coverage to work completed on
the project after the policy’s inception.

L Additional Insured and Completed Operations Issues

As with the Pardee case above, subcontractors are often contractually required to execute

endorsements adding the general contractor as an additional insured to the subcontractor’s CGL

policy. The language of the endorsement used to add a general contractor as an additional
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insured will determine whether the additional insured has completed operations coverage and
what damages and injuries the insurer must defend the additional insured against.

The Pardee court held that a subcontractor’s insurer must defend a general contractor
who was an additional insured against completed operations claims arising after the policy’s
inception. The endorsement in Pardee provided coverage to the additional-insured general
contractor only for “liability arising out of operations performed for [the additional insured] on
behalf of the named insured.” When concluding that this endorsement included completed
operations coverage, the Pardee court held that the term “operations” was not limited to ongoing
operations and thus included coverage for completed operations. In another case, however, the
endorsement to the subcontractor’s policy provided coverage to the additional-insured general
contractor for “liability arising out of your [named insured’s] ongoing operations performed for
that [additional] insured.” In this case, the court held that the insurer was not required to
provide completed operations coverage to the additional-insured general contractor because the
endorsement only provided coverage for “ongoing operations.”

The language of the additional insured endorsement is also important when determining
what damage or injury is covered by the additional-insured endorsement. The “arising out of”
language used in the Pardee endorsement above (i.e., “arising out of your [name insured’s]
ongoing operations performed for that [additional] insured”) is interpreted by courts as providing
coverage for damages resulting from the additional insured’s sole negligence so long as there is a

causal connection between the injury or damage and the subcontractor’s work.** This issue often

33 Weitz Co., LLC v. Mid Century Ins. Co., 181 P.3d 309, 311 (Colo. Ct. App. 2007).

3% Fireman's Fund Ins. Cos. v. Atl. Richfield Co., 94 Cal. App. 4th 842 (Cal. App. 5th Dist. 2001).
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arises when an employee of a subcontractor is injured on a job site and brings a claim against the
additional-insured general contractor. In these cases, courts must determine whether there is a
causal connection between the subcontractor’s employee’s injury and the subcontractor’s work.
It is usually sufficient to create such a causal connection if the subcontractor’s employee is
injured at the additional insured’s job site,’> even when the injury results from activities outside
the subcontractor’s work.*®

In 2004, the commonly used Insurance Services Office (“ISO”’) standard-form
endorsement changed. Rather than the “arising out of” language in the Pardee additional-
insured endorsement, the new endorsement form provides coverage to the additional insured

29 ¢C

...but only with respect to liability for “bodily injury,
and advertising injury” caused, in whole or in part, by:

1. Your acts or omissions; or

2. The acts or omissions of those acting on your behalf;
In the performance of your ongoing operations for the additional insured(s) at the
location(s) designated above.

property damage” or “personal

It has been argued that this new endorsement language significantly narrows the coverage
provided to an additional insured.”” Under the new endorsement, damage or injury must be
“caused” (in whole or in part) by the named insured’s “acts or omissions.” In other words,
without fault by the named insured, the additional insured is not covered under the named

insured’s policy.

35 1d at 851.

3% Krastanov v. Hovnanian, 2008 N.J. Super. Unpub. LEXIS 1350 (App.Div. 2008) (where the death of a
subcontractor’s employee from swimming at the job site “arose out of”’ the subcontractor’s work for the additional
insured).

37 Jack P. Gibson and W. Jeffrey Woodward, The 2004 ISO Additional Insured Endorsement Revisions, 25
Constr. Law. 5 (2005).
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J. Examples of Completed Operations Coverage

As already discussed, completed operations coverage arises from exceptions to certain
CGL policy exclusions. Thus, the interplay between the “products-completed operations
hazard” and policy exclusions is essential to understanding completed operations coverage.
Below are several illustrations of such interplay.

A recent case discusses the professional services exclusion as related to completed
operations coverage.® In this case, S.T. Hudson Engineers, Inc. (“S.T. Hudson™), an
engineering company was hired to inspect and reinforce a pier containing multiple restaurants
and nightclubs. S.T. Hudson’s last inspection indicated that the pier was critically unstable and
in danger of collapsing. The pier subsequently collapsed, and the plaintiffs in the underlying
action alleged that S.T. Hudson’s failure to warn of the structural instability of the pier
constituted negligent misrepresentation.

S.T. Hudson’s insurer argued that the alleged negligent conduct fell under the
professional services exclusion of the policy, which excluded coverage for damages “arising out
of the rendering of or failure to render professional services.” The court disagreed, finding that
the damage was covered under S.T. Hudson’s completed operations coverage. S.T. Hudson’s
CGL policy provided “products-completed operations hazard” coverage for “your work™ which
included “[t]he providing of or failure to provide warnings or instructions.” The court noted that
while S.T. Hudson’s CGL and commercial umbrella policies contained professional services

exclusions, the coverage sought arose out of S.T. Hudson’s failure to warn and provide

3% S.T. Hudson Engineers, Inc. v. Pennsylvania Nat. Mut. Cas. Co., 388 N.J. Super. 592, 598 (App. Div.
2006).
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information, not from the company’s rendering professional services. As such, the damages
were covered under the “products-completed operations hazard.”

Another case illustrates the application of other policy exclusions and the fact-intensive
policy definitions of “your work™ and “your product” as related to “products-completed
operations hazard” coverage. In this case, Structural Systems Technology, Inc. (“SST”), a
contractor, constructed a communications tower using steel fabricated by LeBlanc & Royle
Telcom, Inc. (“L & R”), a subcontractor.” After construction of the tower, SST subcontracted
with KIRX, Inc. (“KIRX”) to install additional communications equipment on the tower.
Defects in the steel used to construct the tower were later discovered, and while SST was
repairing the defects, the tower collapsed, destroying the tower and the additional equipment.
SST’s insurance company argued that several exclusions precluded coverage for the damage
under SST’s “products-completed operations hazard.”

The insurer first argued that the “products-completed operations hazard” excluded
coverage for “’property damage’ to ‘your product’ arising out of it or any part of it.” The court
held that the exclusion did not apply because the definition in the policy of “your product” only
included personal property, not real property. The court found that the tower was real property
and the additional equipment was not SST’s product because SST did not manufacture or install
the additional equipment. As such, the exclusion for “property damage” to “your product” did
not preclude coverage under the “products-completed operations hazard.”

The insurer also argued that the following exclusion related to the “products-completed

operations hazard” precluded coverage:

3% National Union Fire Ins. Co. v. Structural Systems Technology, Inc., 756 F. Supp. 1232 (E.D. Mo.

1991).
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Property damage” to “your work™ arising out of it or any part of it and

included in the “products-completed operations hazard.” This exclusion does

not apply if the damaged work or the work out of which the damage arises

was performed on your behalf by a subcontractor.
The court found that the insurer provided no evidence that L & R was not a subcontractor and, as
such, the exception to the “work performed” exclusion was applicable because the damage arose
out of the defective steel fabrication work performed by L & R. Also, the destroyed additional
equipment was not part of “your work™ because at the time of the damage, “your work™ only
encompassed the steel repair work, not the installation of the additional equipment.

As a final example, the United States District Court for the Eastern District of Louisiana
interpreted two limitations on the “products-completed operations hazard.”*® The underlying
dispute arose from a construction contract between Dreco, Inc. (“Dreco”) and Freeport McMoran
Resources Partners, Ltd. (“Freeport McMoran™) wherein Dreco agreed to furnish and construct
three derrick oil drilling rigs on a Freeport McMoran drilling platform. Unfortunately, the first
derrick collapsed shortly after construction and before the defendant had finished manufacturing
the remaining two derricks.

At issue before the court was whether a claim filed by Freeport McMoran on Dreco’s
insurance policy was subject to the General Aggregate Limit or the Products-Completed

Operations Aggregate Limit. The two aggregate limits were mutually exclusive. While both

limits were $2 million, the policy issuer had already paid $400,000 for a claim under the

40 Freeport McMoran Resource Partners, LP v. Kremco, Inc., et al., 1993 U.S. Dist. LEXIS 10166 (1993)
(The court specifically noted that it was not deciding whether the defendant’s work was negligent or defective, but
was only interpreting the narrow preliminary issue of how the insurance policy would apply to the facts if the
defendant’s negligence or defective workmanship was established. The court recognized that “[c]ertainly, if
plaintiff fails to establish liability, the Court’s interpretation of the policy is moot here.” /d. at *4 n.1).
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Products-Completed Operations Aggregate Limit and thus the underwriters wanted the claim to
fall under that limit, not the General Aggregate Limit.

The “products-completed operations hazard” covered all bodily injury and property
damage occurring away from the insured’s premises and arising out of the insured’s product or
work, but did not cover (1) Products still in the insured’s possession and (2) Work that has not
yet been completed or abandoned.*' At the time of the collapse, Dreco had completed
construction on the derrick and turned it over to another contractor who had independently
contracted with Freeport McMoran to “rig up” the drilling unit for operation. As such, the court
determined that the rig was not in Dreco’s physical possession at the time of the damage and
thus the “physical possession” limitation on the “products-completed operations hazard” was
inapplicable. Next, the court examined whether Dreco’s work was completed or abandoned at
the time the derrick collapsed.

The policy defined “completed” as one of the following three situations:

) When all of the work called for in your contract has been completed.

2) When all of the work to be done at the site has been completed if
your contract calls for work at more than one site.

3) When that part of the work done at a job site has been put to its intended use
by any person or organization other than another contractor or subcontractor
working on the same project.

The court noted that work was not completed under any of these definitions. First, Dreco
was required under the contract to furnish three derrick drilling rigs and it had only furnished

one. Thus, work remained under the contract. Second, Dreco’s work had nof been “put to its

intended use” because “[a]t the time of collapse, no one had yet attempted to use the derrick for

M 1d at #3-4.
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drilling, its intended purpose.”™* Rather, at the time of collapse, the derrick was being rigged up
for demonstrative purposes. As such, the court held that the damage did not result from a
completed operation of Dreco and therefore there was no completed operations coverage.
Accordingly, the court granted the underwriter’s motion for summary judgment and held that
any damage for which the defendant was liable was subject to the full $2 million available under
the defendant’s General Aggregate Limit.
III. WARRANTIES

A. Generally

Warranties are perhaps the most obvious continuing obligation a contractor has under
which the contractor remains potentially liable for additional work on projects which have
already been completed. The term “warranties,” however, encompasses not only written
(contract) warranties, but implied warranties grounded in negligence, strict liability and
combinations of all the above. The way a particular warranty is interpreted depends heavily on
the state law which applies to the warranty. This being so, warranties, perhaps more so than any
other area of construction law, cannot be readily simplified to general rules which are applicable
in all jurisdictions. For purposes of this article, unless otherwise specified, the term “warranty”
refers to an express warranty against defects in completed construction work.*’

B. Contractor’s Right to Cure Warranty Breaches

2 1d at *10.

B Courts often use “guaranty” and “warranty” interchangeably and, indeed, the two words are commonly
used in commercial transactions as one and the same to connote what is more properly termed a “warranty.”
BLACKS LAW DICTIONARY (6" ed. 1991) notes that the terms are “derived from the same root and are, in fact,
etymologically the same word, the ‘g’ of the Norman French being interchangeable with the English ‘w.”” Despite
these common origins and contemporary casual usage, strictly speaking, a “warranty” is an absolute undertaking or
liability on the part of the warrantor while a “guaranty” is a collateral promise which binds the guarantor to be
answerable for the failure or default of another.
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While a contractor or subcontractor may assume that in the event of a warranty claim, the
party protected by the warranty must request that the original contractor correct the warranty
breach, under most standard form warranty clauses, the contractor would be wrong. Consider
the following, typical warranty:

The Subcontractor warrants to the Owner, Architect and Contractor that
materials and equipment furnished under this Subcontract will be of good
quality and new unless otherwise required or permitted by the Subcontract
Documents, that the Work of this Subcontract will be free from defects not
inherent in the quality required or permitted, and that the Work will conform
to the requirements of the Subcontract Documents. Work not conforming to
these requirements, including substitutions not properly approved and
authorized, may be considered defective. The Subcontractor’s warranty
excludes remedy for damage or defect caused by abuse, modifications not
executed by the Subcontractor, improper or insufficient maintenance,
improper operation, or normal wear and tear under normal usage. This
warranty shall be in addition to and not in limitation of any other warranty or
remedy required by law or by the Subcontract Documents.**

Under warranty provisions like the above, note that the warranty beneficiary (in the
above case, the owner, architect, and/or contractor) is not required to (1) give notice to the
subcontractor if the subcontractor’s work is not conforming, or (2) give the subcontractor an
opportunity to correct, or “cure,” the nonconforming work. As such, the subcontractor may be
liable for costs of correction paid to a third-party. In other words, an owner may, upon
recognizing the defect or breach, retain an entirely different subcontractor to “fix” the work and
demand that the original subcontractor reimburse the owner, under the terms of the warranty, for

the costs of the fix. Even putting aside the rather distasteful prospect of having to directly pay a

competitor to “correct” your work, if an owner looks to another to remedy your breach, the

4 AIA A401 (1997), 9 4.5.1.
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resulting cost to the subcontractor who gave the warranty is almost inevitably more in dollar
terms than it would have been to correct the work with its own crew.

AIA Document A201, General Conditions of the Contract for Construction provides an
example of language which somewhat remedies the problem inherent in the typical warranty
provision. Article 12.2.2.1, “After Substantial Completion,” for example, provides in part that:

[T]f. .. any of the [Contractor’s] Work is found to be not in accordance with
the Contract Documents, the Contractor shall correct it promptly after receipt
of written notice from the Owner to do so unless the Owner has previously
given the Contractor a written acceptance of such condition. . . . During the
one-year period for correction of Work, if the Owner fails to notify the
Contractor and give the Contractor an opportunity to make the correction, the
Owner waives the rights to require correction by the Contractor and to make
a claim for breach of warranty.*’

Prudent contractors and subcontractors should insist that language similar to the above be
inserted into the warranty clauses of their contracts. While it is possible to argue that an owner
must give notice and an opportunity to cure to the original contractor before contracting with a
third-party to correct nonconforming work, with proper drafting and attention to detail in the
contract negotiation stage, a contractor can successfully avoid any argument about this issue by
explicitly requiring the owner to look to it first in the event a warranty repair is needed.

C. Post-Completion Warranties: Express and Implied

1. Express Warranties

In the construction field, many warranty repairs are required by express contractual

warranties given by the party performing the work (the “warrantor”) to the party who is

contracting for the construction (the “warrantee™). In this situation, where the construction

professional (“contractor”’) warrants his own workmanship, the contractor is guaranteeing that he

5 AIA A201 (1997),  12.2.2.1.
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will provide a specific standard of performance, which is usually to perform according to the
project’s drawings and specifications with the degree of skill, care and workmanship expected of
the average contractor in the jurisdiction. If any defects arise that were caused by the
contractor’s performance (as opposed, for example, to those caused by defective drawings or
abuse), under such warranties, the contractor will be responsible for correcting the problems.

For a contractor to be liable under a warranty (and thus required to perform warranty repairs)
there must be (1) the existence of a warranty; (2) defect, (i.e., failure of the performance to
comply with the warranty); (3) an injury, monetary or otherwise, which is proximately caused by
the defect; and (4) damages. While a possible issue that may arise is whether the warranty is
legally effective due to the fact that the owner or tenant has accepted or occupied the building,
most standard form contracts and warranties are written in such a fashion as to clearly establish
that owner/tenant acceptance does not affect the warranty unless the damage arises out of owner
misuse or negligence.

Because express warranties are contractual in nature, if the work is not as warranted there
is a breach of warranty regardless of whether the contractor was negligent and, at minimum, the
warrantor will usually be obligated to remedy the noncompliant work. It is important to
understand the distinction between an express warranty of the quality of materials or
performance and an express warranty that a specific result will be achieved by the contractor.
The former is a typical warranty. The latter, however, is more properly described as a
“performance specification” which some courts consider a contract term describing the scope of

work and not an express warranty.
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a. Warranting the work

Warranting one’s work is not the same as warranting that the result achieved by that
work will be the result desired by the owner. The Court of Appeals in California addressed the
issue regarding the differences between warranting the work (that the work will conform to the
plans and specifications) and warranting the end-product in a case which involved a subcontract
for air-conditioning work at a twenty-two unit “co-op” apartment building.*® The plans and
specifications for the work at issue were prepared by the owner’s architect and engineer. Those
drawings, the trial court found, were “incorrectly and inadequately designed for the purpose for
which [they were] intended, that is, the adequate cooling of said twenty-two unit apartment.”’
When the inadequacy of the system became apparent, the plaintiff, an assignee of the owner,
sued the subcontractor’s insurer (who had posted a bond on the project) for the costs to remedy
the problems related to the inferior air conditioning system.

The plaintiff claimed that the subcontractor’s bond contained a warranty that the air
conditioning system the subcontractor was to install would reach certain performance limits.
The bond language relied on by the plaintiff stated that the air-conditioning “[s]ystem is to
establish at least a 30 degree variation from outside temperature for cooling[.]” The plaintiff
also pointed to language in the air conditioning specifications to support its contention that the
subcontractor had warranted the performance of the installed system. The specifications

contained language that the “[cJontractor shall guarantee that the equipment installed shall

¥ Kurland v. United Pacific Insurance Company, 251 Cal. App.2d 112 (1967).

47 See, Kurland, 251 Cal. App.2d at 115 (1967).
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satisfactorily cool . . . this building in accordance with standard design temperatures; if
equipment installed does not do the job satisfactorily, Contractor shall remedy same.”*®

The Appeals Court, however, noted that even if the guaranty in the project specifications
constituted part of the subcontract “it must be kept in mind that, basically, his undertaking was to
do the air conditioning work in accordance with the plans and specifications which he did not
prepare.” As such, the court construed the alleged guaranty/warranty not as a warranty by the
subcontractor that the system as designed was adequate to produce the results desired by the
owners but as a warranty that the subcontractor’s work, pursuant to the design plans and
specifications, “would be done as effectively as possible to achieve those desired results.”’
Since the defects in the design (to which the subcontractor had to adhere) insured that the
“desired results” could not be reached, the Appeals Court refused to read the subcontractor’s
warranty as constituting “a basis for a transfer to the subcontractor of responsibility for defective
plans and specifications provided by the owners.™"' Thus, the Appeals Court upheld the trial
court’s judgment that the defendant was not liable under the warranty to pay for damages
incurred to remedy the problems that arose due to the inadequate air conditioning system.

b. The Spearin doctrine and warranties
The so-called “Spearin doctrine” complements the general rule that a warranty of work is

not the same as a warranty of result. The Spearin doctrine stands for the proposition that a

contractor who follows plans and specifications furnished by the owner is not liable to the owner

B 1d at118.

49 1d

0 1d at 119.
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for any loss or damage which results if those plans and specifications turn out to be defective or
insufficient. Established by the United States Supreme Court in a landmark federal construction
contracting case,” the doctrine has since been adopted in virtually all states as applicable to
private construction as well. Note, however, that the doctrine does not shield the contractor from
liability where the contractor has acted negligently or expressly warranted that the resulting
structure will perform as intended.

If a contractor proposes a change to correct an error or omission in the specifications, the
contractor is not generally bound by the same standard of care as the architect or engineer who
originally prepared the project plans and specifications. As a consequence, the contractor
usually will not be held to have impliedly warranted that the change will serve its intended
purpose. To be safe, however, contractors who propose changes in the work in response to
problems with the specifications, or for value engineering purposes, should ensure that they do
not unintentionally warrant that the change will serve the same purpose as the original architect’s
design. For example, if the change is proposed to save money only, then the contractor should
clearly indicate to the owner that the change is solely a cost-saving measure and that he is
making no promises regarding the ultimate performance of the changed work as compared to the
originally anticipated work.

c. Warranting the result
If a contractor goes further than warranting his work and warrants the project plans and

specifications, the contractor is guaranteeing that the drawings and specifications — i.e., the

51 Id

32 United States v. Spearin, 248 U.S. 132 (1918).
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design — are sufficient to achieve the result intended by the owner. This situation occurs
primarily in design-build work and in situations where the contractor guarantees that the
constructed item will meet certain performance specifications. As such, a warranty which covers
plans and specifications involves a degree of “assumption of the risk” by the contractor. In other
words, in giving such a warranty the contractor is assuming the risk that if the project drawings
are defective he will bear the cost to remedy the work to achieve the intended result. Moreover,
the contractor will bear that cost notwithstanding the fact that his work may comply with the
project plans and specifications.

Thus, for example, had the subcontractor in Kurland (the California air conditioning case
discussed above) warranted the sufficiency of the plans and specifications he clearly would have
been responsible for installing an air conditioning system that achieved the intended cooling
level. As noted earlier, however, typically a contractor only warrants the plans and
specifications when he is also furnishing the design of the project as part of a design-build
contract. In a design-build situation, then, it is the owner who is entitled to rely on the plans and
specifications as sufficient for the purpose intended. This is the opposite of the situation in the
more traditional lump-sum contractual arrangement where the owner bears responsibility for
design deficiencies in the plans created by its architect or engineer and the contractor only
warrants that his work is in accordance with the plans and specifications.

D. Implied Warranties

In the construction field, “implied warranties” are warranty obligations that courts
impose as a by-product of the mere fact that a construction contract exists. Courts impose such

warranties to ensure that a construction professional’s work achieves a minimum level of skill

and care. These obligations exist outside any contract and irrespective of the parties’ intent. In
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general, implied warranties take the form of (1) an implied warranty of workmanlike
construction; and (2) an implied warranty of habitability. Under either warranty, a construction
professional essentially has a duty to exercise reasonable care to avoid foreseeable harm, both
economic and physical, to the owner, and, in some situations, third-parties.

Given the above, the standard for proving a claim under an “implied warranty,”
particularly the warranty of workmanlike construction, is more analogous to the standard needed
to assert a negligence claim rather than a claim under a “true” (or contractual) warranty. This is
so because liability under an implied warranty depends on the conduct of the implied warrantor
(the construction professional) rather than the end-result. In other words, where the focus under
a “true” warranty is whether the structure meets the expected warranty standard, the principal
function of the implied warranty standard is to ensure that the warrantor made a “proper effort,”
in conformity with the standards of his profession, to carry out his contract obligations. The end-
result --whether the structure proves deficient in some area-- is almost irrelevant for purposes of
the implied warranties so long as the contractor made a “reasonable effort” to fulfill his duties.”

1. Who Can Claim the Benefit of Implied Warranties?

Implied warranties are most often enforced in residential housing situations where the
aggrieved party is a homeowner or tenant. Even condominium developers and apartment
builders can be held liable to individual tenants (and, sometimes, homeowners’ associations) for
construction which violates the implied warranties of habitability and workmanlike construction.

In commercial buildings, however, the caveat emptor (“buyer beware”) doctrine probably

still applies. The historic rationale for restricting business entities to express warranties is that

>3 See, e.g., William K. Jones, Economic Losses Caused by Construction Deficiencies: The Competing
Regimes of Contract and Tort, 59 U. Cin. L. Rev. 1051, 1059 (1991).
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businesses are considered more sophisticated persons who have a better bargaining position than
individual consumers. Given this superior bargaining position, courts will presume businesses
(1) are better able to protect themselves when negotiating construction or lease agreements;
(2) have the means to make repairs, if needed; and (3) are able to recover damages from the
liable party later.
2. Distinguishing the Implied Warranties

When discussing the implied warranties some courts reveal an inherent confusion over
the distinct nature of the two implied warranties and whether the warranties are distinguishable.
Some courts, for example, define the implied warranty of habitability so that it encompasses the
warranty of workmanlike performance. These courts seem to meld the obligation to perform in a
workmanlike manner with the warranty of habitability. The Oklahoma Court of Appeals
suggested that the implied warranties were really a single warranty when it stated that the
warranty of habitability warranted “that the home is or will be completed in a workmanlike

2954

manner and will be reasonably fit for occupancy as a place of abode.”” In a similar vein, the

Colorado Court of Appeals has stated that the implied warranty of habitability includes “the
buyer’s right to a home that is built in workmanlike manner and [is] suitable for habitation.”>
A majority of courts, however, recognize the distinct identity of the two warranties and

the obligations that flow from each. The Florida District Court of Appeals, for example, has

noted that a developer may be liable for breaching the warranties to: (1) construct in a

% Lucas v. Canadian Valley Area Vocational Technical School, 824 P.2d 1140, 1141 (Okla. Ct. App.
1992).

>3 Roper v. Springlake Dev. Corp., 789 P.2d 483, 485 (Colo. Ct. App. 1990).
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workmanlike manner, or (2) construct a habitable dwelling.® In holding that peeling exterior
paint is a breach of the implied warranty of workmanship, the Supreme Court of lowa stated that
“[i]n construction contracts there is an implied warranty that the building to be erected will be
built in a reasonably good and workmanlike manner and that it will be reasonably fit for the
intended purpose.”’ Given the foregoing, it is important to understand the scope of each
implied warranty and the conceptual differences underlying each.
3. Implied Warranty of Habitability

The implied warranty of habitability is a widely-recognized but less expansive warranty
than the implied warranty of workmanlike construction. In short, the habitability warranty
requires that the defects in construction be of a magnitude to render the dwelling unsuitable for
human habitation. As the name implies, the habitability warranty attaches to structures which
persons actually live, i.e., houses, apartments or condominiums. Part of the confusion some
courts express when they indicate that the warranty of workmanship is a component of the
habitability warranty is probably due to the fact that if a building has been so poorly constructed
as to be uninhabitable it was likely constructed in a manner which also violates the implied
warranty of good workmanship. The reverse, however, is not true: a house may not be
constructed in a workmanlike fashion but can still be habitable.

The danger that is posed when courts mistakenly assume the workmanship warranty is
subsumed within the bounds of the habitability warranty, occurs where a plaintiff attempts to

recover under the “subservient” warranty. The cases discussed below illustrate typical problems

26 See, Schmeck v. Sea Oats Condominium Ass’'n, 441 So.2d 1092, 1097 (Fla. Dist. Ct. App. 1983).

37 Kirk v. Ridgway, 373 N.W.2d 491, 493 (Iowa 1985).
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that arise when courts merge the implied warranty of habitability with the implied warranty of
workmanlike construction.
4. Implied Warranty of Workmanlike Construction

The implied warranty of workmanlike construction provides an owner with an action
against a contractor if the contractor’s work is not of good quality, free from defects and in
conformance with the contract documents. The warranty runs alongside of, and in addition to,
express warranties. In fact, the warranty of workmanlike construction seems to have evolved, at
least in part, due to judicial concerns regarding the short duration of express warranties and the
difficulty of proving a negligence claim against contractors.

While the exact parameters of the implied warranty of workmanlike construction are
somewhat amorphous, the Texas Court of Appeals has defined the warranty as guaranteeing that
the construction will occur in “the manner in which an ordinarily prudent person engaged in

3 The court then affirmed a

similar work would have performed under similar circumstances.
decision holding that the implied warranty covers developers as well as builders. The court
explained that by “imposing this warranty, we would only impose on the developer a duty to act
as an ordinary and prudent developer would.” >

The Supreme Judicial Court of Maine succinctly defined both the implied warranty of

habitability and the implied warranty of workmanship when it upheld a trial court’s finding that

the defendant had breached the implied warranty of workmanship by constructing a leaky

o8 Granbury Properties, Inc. v. Arnold, 843 S.W.2d 108, 115 (Tex. App. Fort Worth 1992) (citing Miller v.
Spencer, 732 S.W.2d 758, 760 (Tex. Ct. App. 1987)).

591d.
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chimney.®® While the defendant had argued that the existence of the leak did not constitute a

breach of implied warranty of workmanship because it was not a major defect, the court stated

that:

[Defendant’s] argument confuses the implied warranty of habitability, breach
of which requires that the defect be of sufficient magnitude to render the
dwelling unsuitable for habitation, and the implied warranty of workmanlike
performance, which requires only that a house be constructed in a reasonably
skillful and workmanlike manner. The test is one of reasonableness, not
perfection, the standard being, ordinarily, the quality of work that would be
done by a worker of average skill and intelligence. The trial court did not err
in awarding damages for repair of the leak around the chimney. Such a
defect is within the scope of the implied warranty of workmanship.*’

Courts have given a litany of policy reasons favoring expansion and enforcement of the

implied warranty of workmanlike construction, including:

Consumers rely on the skill of the builder and its implied representation that the
building will be constructed with reasonable skill and suitable for its intended

purpose.

The builder is the only one who has knowledge of the manner in which the
structure was built.

In applying the implied warranties to service transactions, the Texas Supreme
Court noted that “the public interest in protecting consumers from inferior
services is paramount to any monetary damages imposed upon sellers who breach
an implied warranty.”

A service provider is in a much better position to prevent loss than a consumer.

Service providers are better able to absorb the cost of damages associated with
inferior services than individual consumers.

Since many construction defects are latent and will not be readily apparent until
after a period of time, implied warranties preclude the operation of short express

60 See, Wimmer v. Down East Properties, 406 A.2d 88 (Me. 1979) (citing Schiffers v. Cunningham
Shepaerd Builders Co., 470 P.2d 593 (Colo. Ct. App. 1970)).

61

1d. at 93.
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warranties or enforcement of “caveat emptor,” and give the buyer a meaningful
opportunity to “inspect the work™ before acceptance.

The Texas Supreme Court recognized the distinction between the implied warranties
when it held that the failure of a builder to perform in a workmanlike manner is actionable even
if the habitability of the structure was not impaired.”> In that case, the plaintiffs, Jack and Mary
Kay Evans bought a new home from contractor J. Stiles, Inc. When problems arose relating to
the brick work on the Evans’ house, the Evans sued the contractor for breach of implied
warranties and to recover damages arising out of J. Stiles’ use of faulty brick.

In the underlying trial, the jury found that the house was not constructed in a good
workmanlike fashion but also found that the house was suitable for human habitation. The trial
court then rendered judgment for the Evans against the builder for breaching the implied
warranty of workmanlike construction. On appeal, the appellate court reversed the trial court’s
ruling, holding that there could be a breach of implied warranty only if the house was found to be
uninhabitable. The Texas Supreme Court, however, reversed the appeals court and reinstated the
trial court’s judgment. In so doing, the court expressly found that “[t]he implied warranty of
construction in a good workmanlike manner is independent of the implied warranty of
habitability.”63 As such, the Texas Supreme Court held that “the trial court properly rendered
judgment for the [Plaintiffs] based upon the jury’s finding that the house was not constructed in a

. 64
good workmanlike manner.”

82 Jack Evans v. J. Stiles, Inc., 689 S.W.2d 399 (Texas 1985).

83 14 at 400.

64 Id
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E. Who Is Bound by Warranties?

1. The Privity Doctrine and Implied Warranties

While general contractors can virtually always be held to the implied warranties, a closer
question exists in situations where it was a subcontractor who performed the work in an
unworkmanlike fashion. In large part, if a subcontractor is sued by an owner, the subcontractor
can claim immunity from the implied warranties under a “privity” theory. In other words, since
there is no privity between the owner and subcontractor (i.e., the owner never directly contracted
with the subcontractor), the subcontractor did not expressly or impliedly warranty anything to
the owner. As the following cases reveal, however, the privity doctrine is not an ironclad
defense and a subcontractor can still be held responsible under the implied warranties despite the
absence of privity.

For example, while privity may shield a subcontractor from suit by an owner, the
subcontractor can still be liable to the general contractor under the implied warranties if the
general contractor is sued by the owner for faulty work. The Supreme Court of Washington
dealt with this issue in a case where a homeowner sued a general contractor for damages which
resulted from the installation of insufficiently large flue liners in a fireplace chimney.* In turn,
the general contractor sued the masonry subcontractor alleging that the chimney work had been
performed in a negligent and unworkmanlike manner. The court held that the owner could
recover damages against the general contractor. The general contractor, in turn, was permitted to

recover those damages from the masonry subcontractor for the masonry subcontractor’s

65 Pagliaro v. Maples, 452 P.2d 727 (Wash. 1969)(as a result of this defect, the fireplace at issue began to
vent smoke into the house).
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deviation from the implied warranty of workmanlike construction.®® Thus, while the masonry
subcontractor could not be directly sued by the owner, he was still obliged to complete his work
in accordance with the implied warranties because any damages resulting from the
subcontractor’s breach of the warranties ultimately “came back” to him through the general
contractor with whom the subcontractor did have privity.

Yet another way in which a subcontractor may be held liable under the implied
warranties is through use of the “third-party beneficiary” theory. Under this theory, while the
subcontractor may have directly contracted with the general contractor to do its work, the rea/
beneficiary of the work is the owner who receives the finished product. As such, the theory
holds that it is fair to expand the scope of the warranty to include and protect the actual persons
who receive the benefit of the work, even when such persons are not direct parties to the contract
under which the work was performed. The California Court of Appeals, for example, used the
theory to resolve a case where an owner sued a roofing subcontractor for damages caused by
water leaking through his roof.®” The owner alleged that the subcontractor’s work had been
performed in an unworkmanlike manner. Although the trial court dismissed the case for lack of
privity between the owner and subcontractor, the California Court of Appeals reversed and
remanded on the grounds that the owner was a third-party beneficiary of the contract between

the general contractor and subcontractor.®® As such, the subcontractor assumed the general

66 1d. at 581-82.
57 Gilbert Financial Corp. v. Steelform Contracting Co., 82 Cal. App.3d 65 (1978).

%8 1d at 69-70.
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contractor’s duties (including the implied warranties) toward the owner with respect to the
subcontractor’s work on the project.
2. The Privity Doctrine and Express Warranties

Because express warranties are contractual in nature, a question can arise as to whether
the warranty is transferable to subsequent purchasers. In those situations, given the lack of
privity between the subsequent purchaser and the warrantor, the warranty can be ineffective.
However, if the warranty has been assigned or transferred to the subsequent purchaser, the
privity requirement will likely cease to be a barrier to enforcing the warranty. While courts will
look to the intent of the parties to determine whether the assignor intended to transfer his
warranty rights to the assignees, without an express contractual assignment of warranty rights, it
is generally difficult for subsequent purchasers to enforce the express warranty given to the
original purchaser. This is because, in the absence of such express assignment, the subsequent
purchaser must prove that it was an intended third-party beneficiary of the express warranty
between the original parties.
IV. STATUTES OF LIMITATION AND STATUTES OF REPOSE

Statutes of limitation and statutes of repose limit the time frame in which a plaintiff may
file a lawsuit against construction professionals who design and/or build construction projects.
While statutes of limitation and statutes of repose both establish a maximum time limit during
which a lawsuit must be brought against a construction professional, they are substantially
different with respect to when the “clock starts ticking” on each limitation period. Also, statutes
of limitation run within statutes of repose and can, on occasion, act to lengthen the statute of
repose. For example, Illinois has a ten-year statute of repose applicable to construction actions.

Illinois law, though, specifically provides that “any person who discovers [an act or omission by
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a construction professional] prior to expiration of ten years from the time of such act or omission
shall in no event have less than four years to bring an action against the defendant.”® Most
states, however, view the statute of repose as being an absolute cut-off to the right to file suit,
although a few may allow a plaintiff a modest amount of time to file suit after expiration of a
statute of repose provided the injury was only discovered shortly before the repose period
expired.”

A. Statutes of Limitation

1. Limitations Statutes Generally

The theory underlying statutes of limitation is that courts should not enforce old claims.
In other words, a statute of limitations determines whether an existing claim has become a stale
claim and cannot be pursued further because a party has “slept on his rights.” Each state has its
own separate statute of limitations and statute of repose which sets different time limits and
“trigger” points which start the statutory clock. However, in function, a limitations period under
a statute of limitations generally begins to run from the time the tort or breach of contract is
(1) committed (i.e., the date of the breach or tort) or (2) discovered by the injured party (the
“discovery rule”).

Under the latter, the so-called “discovery rule,” a construction professional is subject to
litigation and liability for a potentially indefinite period of time after the construction is

completed. For example, take the hypothetical situation where a contractor substantially

69 735 ILL. COMP. STAT. ANN. 5/13-214 (West 2000).

70 See, e.g., WIS. STAT. ANN. § 893, 89(3)(b) (West 1999)(Wisconsin has a ten-year statute of repose.
However, “[i]f. . . a person sustains damage during the period beginning on the first day of the 8" year and ending
on the last day of the 10" year after the substantial completion of the improvement to real property, the time for
commencing the action for the damage is extended for three years after the date on which the damage occurred.”)
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completes a building on March 1, 2001. On January 1, 2011, for no apparent reason, the floor
collapses causing property damage for which the building owner must expend a substantial sum
of money to repair. In a state which adheres to the “discovery rule” and has a six-year statute of
limitations, the owner would have until January 1, 2017 in which to file suit against the
contractor involved in the original construction (e.g., for breach of contract, negligent design,
construction, etc.). If the owner waited and filed suit just prior to the expiration of the statute of
limitations, the contractor could potentially face judgment and have to pay damages for work on
a construction contract completed sixteen years prior to suit being filed. With statutes of
limitation there is, in fact, theoretically no connection between the time construction is
completed and the injury, there is only a connection between the time of injury and time of suit.
Thus, in the above example, if the owner had been injured in the same fashion by the same event
on January 1, 2095, the statute of limitations would not expire until January 1, 2101, one-
hundred (100) years after the builder completed the structure.”’
2. Statutes of Limitation and Warranties

Statutes of limitation can operate as defenses to warranty claims. A common defense to
breach of express warranty claims is that the claim was not brought within the warranty period.
Issues critical to the resolution of such disputes are (1) when the statute of limitation begins to
run; (2) the effect of a statute of limitations on the warranty duration; and (3) whether a statute of

limitation can be shortened or lengthened by agreement of the parties.

T of course, the plaintiff in a case involving a one-hundred year old building would have some obvious
problems tying fault to the original contractor for damages occurring so long after-the-fact. Notwithstanding this
problem, however, if (1) the plaintiff could make out such a case, (2) the state adhered to the discovery rule, and
(3) the state had no statute of repose, then the one-hundred intervening years would not be a bar to suit.
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Many statutes of limitation begin to run upon discovery of the defect.”” Most warranty
periods, in contrast, begin with “substantial completion” of the project. The Supreme Court of
Oklahoma has held that an action for breach of express warranty is an action based in contract.”

Thus, the limitations period for bringing suit for breach of warranty was based on the statute of
limitations for an action in contract, which was five years under Oklahoma law. The case before
the Oklahoma Supreme Court originated as a plaintiff’s appeal of a lower court’s ruling that the
plaintiff must bring an action based on an express warranty within the warranty period. Thus,
since the express warranty in that case was one year and the plaintiff had brought suit more than
one year after completion of the project, the lower court dismissed the suit. The Oklahoma
Supreme Court, however, overturned the trial court’s decision, stating that “[c]ontrary to the
arguments presented by [the defendant] to the trial court, although the warranty itself only
covered a one year period, an action based on a breach of warranty occurring within that one
year could properly be brought within five years of the breach.””

Another issue which frequently occurs is whether the parties to a contract may
contractually lengthen or shorten a state’s statute of limitations. A majority of states hold that so
long as the contractually-agreed-to period is reasonable, parties may voluntarily reduce the

period in which one party may sue after discovery of a defect. In contrast to the above, it is less

2 applying the statute of limitation to a construction dispute, for example, a warranty claim, it is vital to
know whether the jurisdiction whose law controls follows the “discovery rule” or views the relevant statute of
limitation as starting when the breach occurred. The difference can be significant.

" Mounts v. Parker, 1986 OK 66 (Okla. 1986), 1986 Okla. LEXIS 187 (citing Pugh v. Hill, 117 Okla. 22
(1926)).

™ 1d. at *4 (citing Au v. Au, 626 P.2d 173 (1981)).
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clear whether parties may contractually extend a statute of limitations by agreeing to a longer
express warranty.

The New York Court of Appeals has held that an agreement to extend the state’s statute
of limitations, if it is adopted at the inception of a contract, is unenforceable because such
agreement is valid only if in writing and signed by the promisor after the accrual of a cause of
action.”” The Colorado Court of Appeals handled a similar question by reconciling the contract
warranty period with the state statute of limitations.” In short, the Colorado court essentially
held that the state statute of limitations ran within the longer warranty period agreed-to by the
parties. In that case, the parties’ roof replacement contract contained a ten-year warranty against
cracks and leakage. Colorado’s construction statute of limitations, on the other hand, required
that claims be brought within two years of “accrual.” Thus, although the roof began leaking (and
the claim accrued) within the ten-year warranty period, the court barred the plaintiff’s claim
because the plaintiff waited longer than two years after discovering the defects (the roof was
leaking) to file suit for breach of warranty. The court held this even though the plaintiff brought
suit within the repose period which required that claims be filed within ten years of substantial
completion of the original contract.

Later, the same court (in a different case) affirmed its earlier decision, but noted that it
had not, and still was not, deciding “whether the parties to a construction contract may agree to

extend the [statute of limitations].””” Similarly, the court cautioned that it was not deciding the

3" See, John J. Kassner & Co. v. New York, 389 N.E.2d 99 (Ct. App. N.Y. 1979).
78" See, Mohawk Green Apartments v. Kramer, 709 P.2d 955 (Colo. App. 1985).

7 Highline Village Associates v. Hersh Companies, Inc., 996 P.2d 250, 255.
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issue of “whether an express warranty for a period longer than the contractor’s statute’s six-year
period of repose can have the effect of extending that period.””® As a general rule, construction
professionals need to keep in mind that to the extent a state’s statute of limitations or statute of
repose is shorter than an express warranty, that express warranty may be unenforceable unless
the aggrieved party brings suit within the time frames set forth by the statute.

B. Statutes of Repose

1. Statutes of Repose Generally

Unlike statutes of limitations, statutes of repose set an absolute outside limit in which suit
can be brought by preventing a cause of action from arising more than a specified period of time
after the work is completed. In this way, statutes of repose set a definite date for the end of
liability exposure because, in theory, nothing tolls the limitation period. Where the operative
event which begins the statute of limitations is the date of breach or negligence (or, in some
jurisdictions, discovery of the injury), the operative date for a statute of repose is the date of
substantial completion of the construction project. Claims filed after the statute of repose has
run will be precluded even if they are filed immediately following the injury.

Statutes of repose evolved as a legislative response to concerns about the fairness and
equity of subjecting construction professionals (designers and contractors) to the economic and
emotional burdens of litigation long after the work has been completed. Construction
improvements to real property, after all, have lengthy useful lives, and are used, changed, and
affected by many people, forces, and things after completion. The passage of time, the nature of

intervening causes (e.g., owner alteration, improper maintenance, etc.) and the difficulty of

78 1d
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establishing a causal connection between the alleged breach or negligence of the building
professional and the plaintiff’s injury are all factors which legislatures have considered as
justifying the need for construction statutes of repose.

The practical difference between a statute of limitations and a statute of repose can be
illustrated by returning to the previous hypothetical involving the collapse of a floor on January
1,2011. In that scenario, in a “discovery rule” jurisdiction the six-year statute of limitations
provided the injured plaintiff (the owner) six years after the date of injury (i.e., until January 1,
2017) to file a lawsuit against the contractor. However, if the state had an eight-year statute of
repose for improvements to real property, this plaintiff would have no cause of action against the
building professional as the collapse occurred on January 1, 2011, more than eight years after
substantial completion of the project (which occurred on March 1, 2001).

Note, however, that while statutes of repose preclude an injured party from recovering
damages from the building professionals originally involved in construction of the structure
where the injury occurred, this does not mean that the injured party necessarily has no remedy to
recover its damages. The owner and/or tenant, for example, might be liable for maintaining
dangerous conditions on the premises or property under their control. Thus, to return once again
to the previous hypothetical, if a person had been physically injured as a result of the floor
collapse, while they could not recover from the building contractor, they might recover damages
for their injuries from the owner of the building.

a. Statutes of repose for contract actions, tort actions or both

The majority of states have a general statute of limitations for contract and tort actions
and specific statutes of repose governing construction claims. For example, only New York and

Vermont have no statutes of repose that apply to the construction industry. Since virtually every
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state has its own statute and limitations period, the scope of each varies from very specific and
narrow to very general and broad in coverage. As a result, construction professionals should
understand the limits and extent of the statute in the jurisdiction(s) in which they work and
consult with an attorney if they have a question as to liability for defects for completed projects.
In addition, an important distinction is whether the state’s statute of repose will apply to a
contract action, a tort action or both.

b. Distinction between contract and tort claims

I8 Generally

The major legal difference between an action in contract and an action in tort is “privity”
— a direct relationship — between the parties. In a contract claim, for example, the contract itself
provides the grounds for the underlying suit based on a direct contractual relationship between
the parties. Thus, defective construction can lead to actions for breach of contract, including
claims for breach of an express warranty, as well as monetary damages such as contribution and
indemnity. In a tort action, however, the duty breached is one imposed by general law. Thus,
tort actions against a construction professional are usually limited to suits for injury, damage, or
loss to personal or real property or for personal injury or wrongful death.

For example, if a partially-completed structure collapses, causing damage to a
neighboring building, and the owner of the damaged neighboring building wants to sue the
contractor who was building the collapsed structure he must do so in an action in tort. This is
because the owner has no direct contractual relationship with the contractor. The owner of the
neighboring building can, however, allege a tort by showing that (1) the contractor owed him a
duty of care not to construct a building that might collapse and foreseeably cause damage to

neighboring land; (2) the contractor breached that duty; and (3) actual damage was caused. In
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contrast, the owner of the collapsed building can sue the contractor for damages based on
contract. In this latter situation, the owner has a contract on which to sue, including express and
implied warranties, and actual damage (his building collapsed). Thus, the same underlying event
can lead to both contract and tort claims against the contractor.
ii. The “Economic Loss” rule as a limit on tort recovery
The “economic loss” rule is followed by the vast majority of states and provides that one
may not recover “economic” losses for suits arising out of non-intentional torts. Put another
way, while a party can recover economic damages in a suit based in contract, such damages are
not recoverable in a suit grounded in negligence unless that party has suffered physical property
damage or bodily injury.” Economic loss is defined as:
Damages for inadequate value, costs of repair and replacement of defective
product, or consequent loss of profits—without any claim of personal injury or
damage to other property . . . as well as “the diminution in the value of the
product because it is inferior in quality and does not work for the general
purposes for which it was manufactured and sold.”®
The Utah Court of Appeals applied the economic loss rule to defeat a claim against a
builder for construction of a home which developed water leaks.® In that case, a builder sold a
home to a buyer. In turn, the buyer resold the home to a second buyer. After water began
leaking into the house, the second buyer sued the home builder for negligent design and

construction. The Utah Court of Appeals upheld the trial court’s grant of summary judgment for

the builder, noting the “intrinsic difference between tort and contract law” and concluding that

" Sandarac Ass’n v. W.R. Frizzell Architects, Inc., 609 So.2d 1349, 1352 (Fla. Dist. Ct. App. 1992).

80 2314 Lincoln Park W. Condominium v. Mann, Gin, Ebel & Frazier, Ltd., 555 N.E.2d 346, 348 (Ill.
1990) (other citations omitted).

81 Maack v. Resource Design & Construction, Inc., 875 P.2d 570 (Utah Ct. App. 1994).
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recovery for deficiencies in the quality of construction “must be defined by reference to that
which the parties have agreed upon.”™ Since the second homeowner had no contract with the
builder, he could not recover economic damages relating to the water leaks when such damages
were asserted solely in a negligence cause of action.

In a later case, the Utah Supreme Court expressly rejected the argument of a
homeowners’ association that applying the economic loss rule in construction cases rewards
builders who construct defective housing and wrongly focuses on the consequences of the
defective activity instead of the activity itself.*> The court described the policy rationale for
applying the rule in construction cases by explaining that:

Builders who construct low quality housing that does not cause injury to
persons or property may still be held liable for damages, but that liability
should be defined by the contract between the parties. The law of torts
imposes no standards on the parties’ performance of the contract; the only
standards are those agreed upon by the parties. Tort law is concerned only
with the safety of a product or action. Otherwise, the extension of tort law
would result in liability in an indeterminate amount for an indeterminate time
to an indeterminate class.

These rationales are particularly applicable to claims of negligent
construction. Construction projects are characterized by detailed and
comprehensive contracts that form the foundation of the industry’s
operations. . . . For example, a developer can contract for low-grade materials
that meet only minimum requirements of the building code. When the
developer sells those units, a buyer should not be able to turn around and sue
the builder for the poor quality of construction. Presumably the buyer
received what he paid for or he can bring a contract claim against his seller.
Meanwhile, if the developer has a problem with the builder, he too will have
a contract remedy. A buyer can avoid economic loss resulting from defective
construction by obtaining a thorough inspection of the property prior to

82 14 at 580 (quoting Crowder v. Vandendale, 564 S.W.2d 879, 882 (Mo. 1978)).

83 American Towers Owners Association v. CCI Mechanical, Inc., et al., 930 P.2d 1182 (Utah 1996).
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purchase and then by either obtaining insurance or by negotiating a warranty
or reduction in price to reflect the risk of any hidden defects.™

Thus, the Utah Supreme Court refused to allow the plaintiff to recover on its negligence
claim against the builder and affirmed the district court’s grant of summary judgment for the
defendants. Note, however, that the operation of the economic loss rule does not relieve a
contractor of responsibility for defective work if there is a contract between the parties or if the
claim is brought under express or implied warranties or on unjust enrichment grounds.™

c. Different state statutes, different scopes of coverage

Whether a particular claim, contract or tort, is barred by a statute of repose is dependant
on the statute at issue. Different states have opted, for one reason or another, to cover either both
tort and contract claims or only one kind. Given the difference in statutes, a claim that may be
viable in one state may well be precluded in another.

For example, the Virginia statute of repose, which precludes actions brought more than
five years after substantial completion of contract performance, is expressly limited to actions
“for injury to property, real or personal, or for bodily injury or wrongful death.”*® In other
words, the Virginia statute only applies to tort actions.

In contrast to Virginia, the Texas statutes of repose (which precludes actions brought

more than ten years after substantial completion of contract performance) applies to both tort and

8 1d. at 1190-91 (internal citations and quotations omitted).

85 As a matter of fact, in the American Towers case, the plaintiff’s homeowners’ association did assert, in
addition to the negligence claim, claims against the builder for breach of contract, breach of express warranty,
breach of the implied warranty of habitability, and unjust enrichment. The Utah Supreme Court, however, found
fatal flaws in each claim and dismissed the entire suit.

8 VA. CODE ANN. § 12-522 (Michie 2000).
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contract actions.”” The Texas Court of Appeals looked to the language of the statute itself, as
well as the statute’s legislative history in determining that the legislature intended to preclude
both contract and tort actions against construction professionals more than ten years after
substantial completion of the project.®® The court expressly found it important that “the only
limitation in both statutes of repose is that the action arise out of a defective or unsafe condition
of the real property.”™ Accordingly, the Texas Appeals Court expressly held that Texas’ repose
statutes applied to both tort and contract actions.

Arizona applies yet another variation to the application of time limitations to the filing of
construction claims. The Arizona statute of repose reads that “no action or arbitration based in
contract may be instituted or maintained against [building professionals] more than eight years

% The Arizona statute was

after substantial completion of improvement to real property.
expressly limited to contract actions to bring the statute into compliance with the Arizona state
constitution, which prohibits tort claims from being abolished before any injury occurred.

As the above demonstrates, construction professionals need to be aware of the respective

lengths of their state’s statutes of limitation and statute of repose as those statutes directly bear

on the validity of any action brought after completion of the project.

87 TEx. CIv. PRAC. & REM. §§ 1608, 1609 (West 2000).

88 Dallas Market Center Development Co. v. Beran and Shelmire, et al., 824 S.W.2d 218 (Tex. App.
Dallas 1991).

% 14 at222 (emphasis added).

%0 ARIZ. REV. STAT. ANN. § 12-552 (West 2000) (emphasis added).
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C. Tolling the Statutes

What, if anything, “tolls” a statute of limitations or repose is an issue which frequently
occurs. As a general rule, most courts are receptive to the argument that a statute of limitations
is tolled during the time the contractor endeavors to make repairs to enable his work to comply
with a warranty. The general receptiveness of courts to tolling a statute of limitations during
repair periods is essentially based on the policy concern that to hold otherwise would encourage
lawsuits that may be unnecessary because of the parties’ ongoing attempts to resolve the problem
without resorting to litigation.

1. Tolling a Statute of Limitations

The Court of Appeals of North Carolina addressed the issue regarding whether a
plaintiff’s breach of warranty claim for defective waterproofing work was barred by the state’s
three-year statute of limitations.”’ At issue before the court was a five-year express warranty
given by a waterproofing contractor (“defendant”) to the Haywood Street Development
Corporation (“plaintiff”). The defendant began the waterproofing in 1987. Almost immediately
after beginning its work, problems surfaced as water began leaking into the plaintiff’s apartment
building. The defendant attempted to repair the leaks until, on November 30, 1990, it sent the
plaintiff a letter indicating that it would make no further repairs until it was paid for its past
work. The plaintiff rejected the defendant’s offer and filed suit on a number of theories,
including breach of implied and express warranties. The trial court dismissed the plaintift’s

lawsuit on the grounds that the claim was barred by North Carolina’s three-year statute of

! Haywood Street Development Corp. v. Peterson, Co., 120 N.C.App. 832 (1995).
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limitations since the defective condition arose in 1987 and suit was not filed until 1992, five
years later.

The Court of Appeals, however, overturned the trial court’s decision as it pertained to
plaintiff’s express warranty claims and stated two grounds for doing so: first, the court noted that
the warranty given was a “prospective warranty” in that it guaranteed the future performance of
the waterproofing for a stated period of time. The court held that since the warranty guaranteed
the waterproofing would be free of defects for five years “each day the waterproofing was not
free of defects, there was a new breach of the agreement. With the occurrence of each breach, a
new cause of action accrued.”” Thus, since the waterproofing deficiencies continued through
the date of filing, the trial court erred in dismissing the claim.

Second, the appeals court noted that the statute of limitations had not expired for the
warranty claims because “[a] statute of limitations is tolled during the time the seller endeavors
to make repairs to enable the product to comply with a warranty.” Since the defendant
continued to attempt to repair the waterproofing through November 30, 1990, and the action was
filed in 1992, the warranty claim was brought within the three-year statute of limitations. The
court did not address the statute of limitations issue with regard to the plaintiff’s implied
warranty claim because the express warranty excluded any and all implied warranties of the

product.

2 1d. at 836.

% Id at837.
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2. Tolling a Statute of Repose

Statutes of repose, in theory, cannot be tolled. The purpose of such statutes, after all, is
to put an end, at some definite point in time, to all right to litigate a claim arising from
construction. In practice, however, there are two situations where some courts will allow a
plaintiff to bring a claim outside of the repose period. The first situation is if a plaintiff pleads
fraud in some phase of the construction process. The second situation is where the plaintiff
argues that there is “continuing” negligence or a “failure to warn” which occurs subsequent to
the original construction defect.

A number of states, including, but not limited to, Alabama, Arkansas, California, Illinois,
South Dakota, Minnesota, Kansas, North Carolina, Tennessee, and Texas provide a statutory
exception for fraud to the operation of their statutes of repose. Kansas’ statute, for example, is
typical and provides that an action for relief on the ground of fraud must be brought within two
years “but the cause of action shall not be deemed to have accrued until the fraud is
discovered.””*

However, other states continue to provide protection for construction professionals even
where there is willful concealment of a mistake in the construction process. In 1982, for
example, the New Jersey Superior Court handled a case where a homeowner sued his builder,
alleging that negligent home construction in 1962 caused the foundation walls of his house to

buckle and collapse in 1980.” The New Jersey court refused to toll the statute of repose even

though the court found that the builder had fraudulently assured the plaintiff that the foundation

% KAN. STAT. ANN. § 60-513(3) (1999).

% Stix v. Greenway Dev. Corp., 185 N.J. Super. 86 (App. Div. 1982).
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(which had collapsed during its initial construction) had been repaired and built in a
professional and workmanlike manner. The trial court held, and the Superior Court agreed, that
since more than ten years (the New Jersey statute of repose) had passed since completion of the
house, the complaint was time-barred. The court refused to apply a fraud-based exception to the
repose period, reasoning that if the statute of repose was subject to a fraud exception “virtually
all latent defects in construction could probably be subject to the allegation that they were
purposely concealed . . . . Such an exception would quickly engulf the statute [of repose] and
render it worthless.”® The court felt this result would be contrary to the clear intention of the
legislature in enacting a statute which unambiguously prevents certain causes of action from
arising after a ten-year period.

V. MERGERS, ACQUISITIONS, AND SUCCESSOR LIABILITY FOR
COMPLETED OPERATIONS RISKS

A. Successor Liability Generally

There are a variety of ways to structure the sale of a business. Each structure has
advantages and disadvantages related to tax consequences, business objectives and many other
considerations. The structure of the sale of a business will also affect the potential liability of
the purchasing company for the completed operations of the selling company, which is a factor
that business planners and advisors should consider when structuring the sale of a construction
company.

1. Asset Sale and Stock Sale
A common way to structure the sale of a company is for the purchasing company to buy

the selling company’s assets, including fixed assets, intellectual property and existing contracts.

% 1d. at 90.
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From a liability standpoint, when one company buys another’s assets, the liabilities of the selling
corporation do not normally pass to the buyer unless the buyer explicitly assumes them.
Generally, in an asset sale the buyer can specify which liabilities it is assuming. In this fashion,
the buyer can avoid exposure to any debts or contingent liabilities (e.g., potential completed
operations risks) that it is not aware of and does not specifically assume.

In contrast, a stock sale is another type of sale transaction where the buyer purchases all
of the seller’s stock and, in so doing, takes the seller’s liabilities along with its assets. Thus, the
buyer will have liability for the seller’s completed operations after a stock sale transaction.

B. Exceptions to the General Rule of Successor Non-liability in an Asset Sale

1. General Exceptions

Notwithstanding the general rule of non-liability for asset acquisitions, there are four
widely-recognized exceptions under which an asset buyer may be held liable for contingent
claims. Under those exceptions, a construction company which purchases another contractor’s
assets can be liable for the debts and liabilities of the selling corporation if:

1. The buyer expressly agrees to assume the seller’s obligations;
The transaction amounts to a de facto merger or consolidation of
the two companies;
The transaction is a fraudulent attempt to escape liability; or

4. The purchasing corporation is a “mere continuation” of the selling
corporation.”’

98]

If any one of the above four factors can be demonstrated, most courts will likely hold the buyer
liable for the completed operations risks of the seller. The de facto merger and “mere

continuation” exceptions are related and are largely designed to prevent situations where the

o7 See, e.g., Nissen Corp. v. Miller, 594 A.2d 564, 565-66 (Md. 1991) (citing 1 American Law of Products
Liability 3d § 7:1, at 10-12 (Travers, rev. ed. 1990)).
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specific purpose of acquiring assets is to place those assets out of reach of the predecessor’s
creditors. As the United States 11™ Circuit Court of Appeals noted, the de facto merger and
“mere continuation” exceptions to the general rule of successor liability are meant to identify
those situations where the buyer maintains the same or similar management but simply wears a
“new hat.””®
2. Continuity of Enterprise Exception
a. Generally

In most situations the “mere continuation” exception will only be used to circumvent the
general rule for asset acquisitions in products liability and personal injury cases. In other words,
the continuity of enterprise exception is less likely to be employed to force an asset acquirer to
pay contract or warranty damages. Bearing the above in mind, fleshing-out whether the buyer’s
new corporation is a “mere continuation” of the seller is an often-litigated issue for which a host
of considerations have evolved. The California Court of Appeals has stated that “[a]n essential
foundation of the rule [that equity will regard a new corporation as being a mere continuation of
the former corporation] is the lack of consideration running from the old to the new.”””
California decisions applying the rule have further noted that “continuity” in the “traditional

sense” is generally only applied “upon a showing of one or both of the following elements: (1)

no adequate consideration was given for the predecessor corporation’s assets and made available

% Bud Antle, Inc. v. Eastern Foods, Inc., 758 F.2d 1451, 1458 (11" Cir. 1985).

99 Ortiz v. South Bend Lathe, 46 Cal.App.3d 842, 847 (1975).
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for meeting claims of its unsecured creditors, or (2) one or more persons were officers, directors,
or stockholders of both corporations.”'*
b. Narrow enforcement of the exception

The Ohio Court of Common Pleas of Hamilton County, in a case of broader import than
its holding would suggest, has held that the continuity of enterprise exception does not apply to
the provision of architectural services in certain limited circumstances. Specifically, if read
narrowly, the court held that the exclusion does not apply where (1) a sole proprietor is
succeeded by a corporation; (2) the entire business-related assets of the first sole proprietor did
not pass to the second proprietor; (3) the incorporation adds a new individual; and (4) the
business activity involved is of a “uniquely individual professional type.”'"!

In the case before the Ohio court, the plaintiff’s homeowners’ association contracted, on
May 18, 1967, with defendant Turner Construction Company and architect Harry Hake, Jr. (a
sole proprietor) for the construction of a parking garage at the Christ Hospital. The garage was
completed in March 1968. Deterioration of the floor area of the garage was discovered in 1978,
which allegedly reduced the useful life of the garage from forty to fourteen years.'” The
plaintiff sought over $6 million from the contractor and the apparent successors-in-interest to
Harry Hake, Jr.’s business (Harry Hake & Partners, Inc., Harry Hake 111, and Harry Hake and

Harry Hake, Jr. & Associates -- collectively “architects”) for the cost to repair and restore the

. .. 103
garage to its “proper” condition.

190 Ray v. Alad Corp., 19 Cal.3d 22, 29 (1977).
0 Deaconess Home Assoc. v. Turner Constr. Co., et al., 526 N.E.2d 1368; 38 Ohio Misc.2d 17 (1986).
"2 14 at17.

13 1a. (Harry Hake, Jr. lived to see the completion of the project which was alleged by the plaintiff to
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The architects filed a motion for summary judgment to dismiss the claim against them.
In its motion opposing summary judgment, the plaintiff alleged that the various Hake defendants
were the “mere continuation” of the business entity “Harry Hake and Harry Hake, Jr.” which
contracted with the Christ Hospital in 1967 for the provision of architectural services.

The Ohio court began by stating that the strongest policy reasons for applying the
“continuity” exception as a basis for successor liability occurred in products-liability situations
and that those policy reasons were of less importance when analyzing pure economic and
contractual damages of the nature presented by the homeowners’ association claim. The court
noted that Harry Hake, Sr. started his architectural business in the early 1900's. The business
subsequently took new forms (sole proprietorship, partnership, and corporation) as succeeding
generations of Hakes joined the business and/or elder Hakes passed away.

The court explained that the continuity exception applies to corporations because:

[A corporation] continues beyond the life of any shareholder, director, or
employee. An individual does not exist legally, even by fiction, beyond his
death. Thus, Milicron, Inc. continues to exist as the same basic legal,
fictional unit as Cincinnati Milling Machine Company, even though the name
has changed and the shareholders and board of directors are constantly
changing. But Harry Hake, Jr., once deceased, is not the same unit, even
fictionally, as Harry Hake III, and even less so the same unit as Harry Hake
& Partners, Inc. . . . In brief, there is simply no continuity here of a legal unit
under traditional legal concepts.'®

Accordingly, since the plaintiff had not plead fraud by Harry Hake I1I, the court refused

to apply the continuity of enterprise exception and dismissed the case against the architects.

have been defectively designed. Mr. Hake, Jr., however, died in late 1968, at which point Harry Hake III formed a
sole proprietorship (Harry Hake III, d/b/a “Harry Hake & Harry Hake, Jr.”). On December 22, 1969, Harry Hake 111
formed “Harry Hake & Partners, Inc.” as a corporation, which existed as a corporate entity until its dissolution on
December 31, 1980.)

104 1d at 20-21.
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In sum, the Ohio decision, which relied heavily on reported decisions from other states, is
probably of more importance than the seemingly narrow “sole-proprietor exception” it carved
out. This is because the decision reveals a common analysis of a heavily-litigated exception to
the general rule of successor non-liability for asset acquisitions. This analysis, with its
heightened standard for contract damages and emphasis on fraudulent transactions, should
ultimately protect most contractors from liability for economic damages stemming from
completed projects of a corporation whose assets it has bought.'” As such, if a contractor
purchases assets with “clean hands,” he should be able to enjoy the protection offered by the
general rule of non-liability for asset purchases.

VI. CONCLUSION

At one point or another virtually every construction professional will face liability issues
resulting from problems that appear after a project has been completed. Given that fact,
construction professionals must understand the basics of the common post-completion risks and
related issues where liability may either implicate or exculpate the contractor’s responsibility.
Express or implied warranties in all forms, state statutes of limitation and statutes of repose, and
the existence or non-existence of completed operations insurance carry the potential to bind a
contractor to pay for damages and injuries resulting from defective work. Conversely, those
same issues carry the potential to allow the constructional professional to “wash his hands” of
liability for out-of-pocket expense for the claimed damages. Indeed, the issue of liability for

completed projects can even haunt the buyer of a construction company who does not take steps

195 Where a project has a performance bond and the bond itself provides that it will cover warranty claims
(or if the bond incorporates a contract where the contractor provides a warranty), the surety’s liability for warranty
work will continue until the statute of limitations has run, regardless of whether the contractor providing the
warranty has merged, closed or been sold.
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to mitigate his exposure for damages relating to the completed projects of the selling contractor.
In view of the above, understanding the basics of post-completion risks is a necessary step

towards being able to prepare for, respond to and manage these risks when they arise.
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