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Coverage Analysis Considerations
for Construction Defect Claims

Jim Stark, ARM, CPCU,
Assistant Director of Liability Claims

In the administration of construction risk claims, the proper analysis of coverage re-
quires a superior level of knowledge and experience that relatively few adjusters
possess. It is critical that adjusters and managers have the necessary skill and experi-
ence.

Construction claims may arise out of ongoing operations or completed operations,
involving either “date certain” or continuous or progressive coverage triggers. Dam-
ages may include property damage and/or bodily injury. Coverage may be available
for some damages, while being excluded for others. Further, multiple policies, often
issued by different insurers and subject to differing policy limitations, may afford cov-
erage for many of the same damages. This can create a complex tangle of inter-
connected coverages, obligations, duties and allocation issues.

The systematic consideration of coverage starts with an understanding of the claim
facts. Since bodily injury and property damage claim fact investigation is routine for
most adjusters, we turn our attention to what makes completed operations con-
struction defects more challenging. Adjusters must determine the scope and nature
of the insured’s work, whether it included inspection or supervisory control of em-
ployees of other contractor’s employees or work, when the insured’s work was start-
ed and completed, the nature and extent of the damages that are alleged to be relat-
ed to the work of the insured, and whether contractual relationships exist among the
parties involved in the loss. Claim facts may not be immediately apparent so consid-
eration of coverage may be a continuing process as investigation continues. It may
be proper for an insurer to issue a non-waiver of rights letter to preserve the right to
assert all valid coverage defenses at a later date.

Next, the policy conditions must be considered. The standard ISO commercial gen-
eral liability policy sets forth various duties owed by the insured in the event of an
occurrence, offense, claim or suit. The conditions of other policies may vary, but
most importantly the insured is obligated to report claims promptly and to cooper-
ate in the investigation and defense of the claim. The conditions section of the policy
will also set-forth the insurer’s obligations, particularly if other valid and collectible
insurance is available.

Once the claim facts have been determined and it has been verified that policy con-
ditions were met, the proper analysis of coverage in a construction claim moves to
careful review of the policy’s insuring agreement. Even if an insurer uses common
ISO policy forms, there are numerous versions that may contain different language.



Most CGL insuring agreements provide that the insurer will pay those sums that the Insured becomes legally
obligated to pay as damages because of “bodily injury” or “property damage” to which the insurance policy
applies. The insuring agreement will further require that the damages must arise out of an “occurrence” and
must take place within the coverage territory and within the policy period. Often, the policy may also apply
only to damages that were not known to the insured prior to the policy period.

The insuring agreement forms the foundation of the policy’s coverage grant. Generally, it is the burden of
the insured to establish that a claim potentially falls within this coverage grant of coverage.

First, it should be noted that the insuring agreement requires that the insured must become “legally obligat-
ed” to pay damages before the insurer has an obligation to pay them. As a precondition to the insurer’s duty
to pay damages on behalf of the insured, there must be a legally binding judgment or award against the in-
sured. While this provision is included in virtually every CGL insuring agreement, adjusters should be aware
that it may run afoul of various statutory, regulatory or common law requirements that a claim be settled

sooner.

Second, it is important to realize that in order for damages to be covered, they must only be because of
(emphasis added) “bodily injury” or “property damage.” They do not necessarily need to qualify as “bodily
injury” or “property damage” themselves. For instance, an insured might be held liable for money damages
because of “property damage” that might not otherwise not be covered. In the absence of an allegation of
damages because of “bodily injury” or “property damage,” there is no coverage.

Next, the damages must arise out of an “occurrence”. Most adjusters understand that there must be an ac-
cidental component for a loss to arise out of an “occurrence,” as the term is defined by the policy but for
construction claims, it can be difficult to determine, and if so, when and how many occurrences have actually
happened. Adjusters must quickly determine whether the loss occurred at a discreet time and place, i.e.
“date specific” occurrence subject to only one policy, or involves continuous or progressive damages that
may occur over a long period of time and across multiple policy periods. Jurisdictional law varies with some
jurisdictions holding that construction defects and / or defective work arise out of an occurrence, while oth-
ers do not. Generally, “occurrence” cases fall into one of three categories: (1) defect construction qualifies as
an “occurrence” because defective construction is not a desired result and is therefore accidental in nature;
(2) defective construction does not qualify as an “occurrence;” or (3) resulting damage to other property or
the work of others qualifies as an “occurrence.” While the law in this area is trending in favor of coverage,
adjusters must verify the standards by jurisdiction.

At one time, the policy in effect when damages first manifested would provide coverage. The manifestation
of damages was considered to be the “occurrence.” In fact, that is still the law in some jurisdictions. Similar-
ly, the “loss in fact” standard, in which damages are held to have occurred when they actually happened, re-
gardless of when they were discovered or manifested, is still valid law in some places. However, since the
mid-1990’s, most jurisdictions have moved towards the adoption of a “continuous trigger” for coverage de-
termination. Under this approach, first explicated in the Montrose decisions in California, the concept of an
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“occurrence” has been significantly expanded. While Montrose considered CGL coverage in the context of
environmental contamination that had been ongoing for years, the decision was quickly applied to continu-
ous loss construction defect claims as well. When applied to construction defect claims, the “continuous trig-
ger” approach holds that damages can begin to occur as soon as the insured finishes his work and may con-
tinue right up to the present. In determining coverage, the insurer has the obligation to establish conclusive-
ly that no damages occurred or worsened during its policy period. The insured need only establish that dam-
ages may have started or worsened during the policy period. This is a much lower bar, and as long as the po-
tential for coverage remains, the duty to defend remains. As a consequence, multiple successive policies,
often issued by multiple insurers, may be exposed to the same loss. As discussed later, the insurance indus-
try did develop various “anti-Montrose” exclusions in an attempt to limit coverage in continuous trigger juris-
dictions.

Once it has been determined that at least one occurrence did happen during the policy period, the question
becomes how many occurrences happened during the policy period? If a hammer hits the head of a con-
struction worker, there is obviously just one occurrence. However, in the case of continuous construction
defect claims, this determination can be difficult and Jurisdictions differ on this issue too. On one extreme, it
can be argued that every carpenter’s hammer strike constitutes a separate occurrence. On the other side of
the pendulum, hundreds of homes, of many different styles and completed years apart, might be considered
one single occurrence. This inconsistency exists because different courts have interpreted the same policy
definition of “occurrence” in very different ways. Most policies define an “occurrence” as “an accident, in-
cluding continuous or repeated exposure to substantially the same general harmful conditions.” The answer
in a specific jurisdiction may determine whether or not there is coverage for a loss. If there is coverage, the
number of occurrences will determine how deductibles, self- insured retentions and policy limits are applied
to a claim. Accordingly, it is critical for adjusters to know the applicable law for the jurisdiction.

Finally, before deciding whether a claim potentially falls within the coverage grant, it may be necessary to
determine whether the insured had prior knowledge of the damages. The insured may have been aware of
some damages while remaining unaware of others. Depending on the policy language, there may be no cov-
erage if the insured was aware of damages prior to the inception of the policy.

After reviewing the insuring agreement, consideration must be given to the various exclusions contained
within the policy. The ISO commercial general liability coverage form contains seventeen (17) exclusions ap-
plicable to coverage for bodily injury and property damage claims. Some of these exclusions will rarely apply
to construction risk claims, but others will often apply to limit or preclude coverage. In addition to the exclu-
sions contained in the commercial general liability coverage form, other endorsements are often added to
the policy that may further reduce coverage. Adjusters must remember that the insurer has the affirmative
obligation to conclusively establish the absolute applicability of an exclusion before it is a reliable basis to
disclaim coverage.
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As previously mentioned, in response to Montrose and its progeny, the insurance industry developed numer-
ous exclusions designed to limit coverage to a single policy. The most common are (1) anti-stacking exclu-
sions; (2) known loss exclusions; (3) progressive or continuous damages exclusions; and (4) prior work exclu-
sions. These exclusions must be read carefully as the language can differ. In some cases, the insurer must es-
tablish when damages actually began. This can be extremely difficult if different damages started at different
times. Some of these exclusions may contain a “deemer provision” that may establish when damages are
deemed to have occurred. It may contain exceptions for certain circumstances. Other common exclusions
may include condo / townhouse exclusions, large project exclusions, roofing limitations, wrap exclusions,
scheduled projects exclusions, classification exclusions, various special conditions exclusions, asbestos, silica,
or sulfates exclusions, foreign products exclusions, land movement or subsidence exclusions, EFIS, open roof
or hot tar use, and mold or living organism exclusions. Each exclusion must be carefully considered and ap-
plied to the specific claim facts.

Many construction claims involve litigation or arbitration. It is well established that the duty to defend is
predicated on the mere potential for coverage. If after careful analysis of the claim facts and policy provisions
the claim presents a potential for covered damages, the insurer has a duty to defend any “suit” seeking those
damages. However, in that the suit may allege both covered and uncovered damages, the defending insurer
must decide if the legal defense should be provided subject to a reservation of the insurer’s right to assert
coverage defense at a later time. The consequences of issuing a reservation of rights letter vary by jurisdic-
tion, so the decision to issue a reservation of rights letter must be considered carefully.

Finally, additional insured endorsements may present further complex coverage questions. It is common for
an insured to be required by contract to name the general contractor or developer as an additional insured
on the subcontractor’s general liability policy. Additional insured endorsement coverage analysis is worthy of
its own separate discussion. It is important to note here that an additional insured claim may present a sig-
nificant exposure. In litigated matters, a different adjuster is usually assigned to analyze coverage that may
be afforded to the additional insured to avoid conflicts or jeopardizing privilege.

If a potential for coverage exists, the adjuster must repeat the coverage analysis for all other policies that
may afford coverage to the insured. If other insurance is potentially triggered, careful consideration of the
“other insurance” provisions in all potentially implicated policies is necessary. When considering the duties
that may be owed by multiple insurers to defend the same insured, it is worth remembering that each insur-
er owes joint and several duties to defend the entire suit. As such, it may be necessary to allocate the cost of

indemnity or defense among multiple insurers.

Some allocation funding agreements are subject to reallocation at the end of the case, but again adjusters
must be careful. The insurer may be able to recover a portion of its cost of defense from another insurer, or
even from the insured, however these rights vary by jurisdiction. Some jurisdictions do not recognize equita-
ble contribution or recovery claims between insurers. Many jurisdictions do not recognize an insurer’s right
to seek recovery from its insurer for the cost of defending uncovered claims.
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For these reasons it is important to secure an allocation agreement upfront,
if possible. Common allocation methods may include: (1) time on the risk; (2)
equal shares; (3) premium paid; (4) available limits; and (5) any other equita-
ble method.

Proper analysis of coverage for a construction defect claim requires superior
experience and knowledge. An experienced adjuster must consider the
claims facts and all the provisions of every policy (and state law) that may
afford coverage to the insured. In many jurisdictions, a coverage defense
that is not timely raised may be waived. Even an experienced auditor may
not recognize a coverage defense that was overlooked. For these reasons, it
is critical that adjusters and managers are experienced, knowledgeable, and
able to properly analyze coverage for these complex claims.

ABOUT NARS

North American Risk Services, Inc. (NARS) is a privately held, national third party
administrator dedicated to providing comprehensive claims and insurance-related services
to insurers, brokerages, managing general agencies, reinsurers, liquidation bureaus and self-
insured funds. NARS prides itself on strong customer service, depth of insurance and claims
knowledge, and ability to tailor every aspect of claims administration to fit client needs.
With a diverse portfolio of programs across many industries and jurisdictions, NARS has
dedicated units for Commercial Property, Construction Defect, General and Professional
Liability, Homeowners, Personal Lines, Transportation and Workers’ Compensation,
Recovery, Special Investigations and Catastrophe Management. Please explore our web site
www.narisk.com to learn more about the North American Risk Services solution.

This material is provided for informational purposes only, and should not be construed as
legal, technical or other advice or service. The application and impact of laws can vary
widely depending on the facts involved. Customers and other interested parties should
consult and rely solely upon their own independent professional advisors regarding their
particular situation and the concepts presented here. Although care has been taken in

® preparing and presenting this material accurately, NARS disclaims any and all express or
Llnked implied warranties as to any material contained herein and any liability with respect to it,
and any responsibility to update this material for subsequent developments.
»
~ N A RS Corporate Headquarters: P.O. Box 166002, Altamonte Springs, Florida 32751 e Tel: 407.875.1700
V North American Risk Services Toll-Free: 800.315.6090 e Fax: 866.261.8507. Additional Offices Nationwide.

WWW.NARISK.COM



https://www.linkedin.com/company/north-american-risk-services/srvr-nas-users/Users/afeltman/My Documents/Account Management
http://www.narisk.com

