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INSURANCE

7.1 : OVERVIEW

• Insurance policies are contracts of indemnity and

as such are governed by principles of contract law.

• They are, however, a special form of contract and

are thus interpreted according to a specialized

body of case law, developed originally to protect

insurers and more recently to protect the rights of

policy holders as well.
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Basic principles of insurance and characteristics of

insurance contracts:

▪ The duty of the insurer to defend a claim,

▪ Subrogation

▪ Insurable interest

The duty to defend is distinct from the duty to

indemnify and may exist even where there is no

duty to indemnify.
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Subrogation is an inherent right of the insurer, which

allows it to recover losses from third parties.

Insurable interest is the legal principle that is used to

determine whether the insured has a right to

obtain property insurance coverage.

Loss of coverage is a serious problem because of its

financial implications, and it can occur for a variety

of reasons:

- Gaps in coverage related to the coverage period,

- Expiry of a limitation period,

- Material nondisclosure, and

- Failure to cooperate.
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Every policy of insurance must have a

coverage period. This period will determine

whether the policy is:

- a “claims-made” policy or

- an occurrence policy.

Limitation periods are contractual or statutory

requirements for a notice of claim to be made

or legal action to be commenced within a

certain period.
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Material nondisclosure refers to the duty of the

insured to provide all relevant information to the

insurer when purchasing the policy.

Failure to disclose can relieve the insurer of its
obligation to indemnify.

The duty to cooperate deals with the conduct of the

insured after a claim has been made.

Builders’ risk policies are a special form of property

insurance common to the construction industry. A

body of case law has developed dealing with

exclusion clauses typical to these policies.
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• Every policy of insurance must state the

perils covered, which are the events that

trigger the obligation of the insurer to

indemnify, defend, or both.

• For property insurance, the events include

loss of or damage to the insured property that

occurs as a result of insured risks

• For liability insurance, the event is typically a

claim by a third party.
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• Construction insurance policies generally fall

into two categories:

- liability insurance and

- property insurance.

• Liability coverage protects the insured against

claims made by third parties, such as a claim

against an A/E for errors and omissions.

• Property insurance protects the insured against

loss or damage to property in which the insured

has an interest.
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• A claim by a third party against the insured is

not a prerequisite for property insurance

although it is for liability coverage.

• On the other hand, insurable interest is a

prerequisite for property insurance..

• Most construction contracts require the

contractor and the owner to obtain various

policies of insurance.
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• The AIA general conditions stipulate that the 

contractor must have liability coverage for:

- Claims under workers’ compensation and

disability benefit Acts,

- Claims for injury or death to employees and

others,

- Claims for property damage (not including the

property that comprises the work being

performed), and

- Claims arising out of negligence of the

contractor, its employees, and subcontractors.
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A policy that covers claims by others for bodily

injury and property damage is commonly

referred to as a comprehensive general

liability (CGL) policy.

The owner is required to purchase property

insurance in an all-risk form, which covers the

interests of the owner and all contractors on

the site.

Many of these perils are specifically excluded

from typical builders’ risk and liability policies.

11



• It is essential to review all insurance 

policies with a knowledgeable broker or 

agent in order to determine if there are any 

gaps in coverage.
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7.2 : OPERATING WITHOUT INSURANCE

The basic purpose of insurance is to spread

risk and to shift risk.

The minimum that the insured will get in return

for premium is peace of mind.

Because of the market supply and demand for

insurance, there have been periods when

coverage has been either prohibitively

expensive or impossible to obtain, forcing

individuals to go bare.
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• Some individuals and corporations have gone

bare on the assumption that lack of insurance

makes them less desirable targets and

therefore less likely to be sued or pursued.

• One great advantage to carrying insurance is

that the insurer must defend the suit in most

cases although the insured may be required

to expend the deductible first, depending on

the wording of the policy.
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7.3 : THE DUTY TO DEFEND
Most liability policies create two duties in the

insurer:

- The duty to indemnify and

- The duty to defend.

Sometimes the duty to defend is of more value,

particularly where the claim is not likely to

succeed.
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7.4 : SUBROGATION

• Subrogation means that the insurer is entitled
to the rights of its insured as against third
parties.

• In other words, the insurer is entitled to
assume the legal position of the insured in
order to recover from some other party the
amount it has paid out on a claim.

• For the insurer to make use of its subrogation
rights, the insured must have legal rights that
are capable of being assumed and enforced
by the insurer.
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• The insured party must take care not to relinquish

or impair its rights against the party who was

responsible for the loss.

• Occasionally, a waiver of subrogation clause is

included within a design or construction contract.

• A/Es. and contractors must exercise care with

respect to such clauses since the unauthorized

waiver of the insurer’s subrogation rights may

allow the insurer to escape its indemnity

obligation.
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• In order to avoid this problem, the AIA has

included a clause in its standard form agreement

that requires the insured to obtain the consent of

the insurer to such a waiver by requiring that the

policies include an endorsement to that effect.

• A simpler method is to have all the project

participants named as insured in the same policy.

Such insurance, commonly referred to as a project

policy.

• It is a basic rule of insurance law that subrogation

cannot be obtained against an insured.
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7.5 : INSURABLE INTEREST

• For a person or corporation to be entitled to recover

insurance proceeds following a loss, that person or

corporation must have an insurable interest in the

insured property.

• Insurable interest means that the insured party benefits

from the existence, or would be prejudiced by the loss, of

the insured property.

• A subcontractor would have an insurable interest in the

entire value of a project even though the subcontract

value is only a small fraction of the total.
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7.6 : CLAIMS-MADE AND OCCURRENCE 

POLICIES

A claims-made policy is one in which coverage

exists only for claims that are made while the

policy is in force.

An occurrence policy covers claims for which

the occurrence (often an act of negligence)

took place while the policy was in force

without regard to whether or not the policy

remains in force when the suit is filed.
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Most A/E liability policies are of the claims-made type.

If, for example, all the insured’s projects are in a

jurisdiction with a six-year limitation period, coverage

should be maintained for at least that period.

Some policies are considered to be a hybrid of the

occurrence and claims-made types. The policy period

clause in these hybrid policies requires that the

occurrence (for example, a negligent act) must have

taken place during the policy period, and the claim

must be made either during the policy period or during

a specified period following.
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7.7 : LIMITATION PERIODS

• A common period is six years from

substantial completion.

• Limitation periods can cause difficulties for

defendants as well. It is not unusual in

construction cases for defendants to make

third-party claims against each other and

against others.
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From a practical perspective, an architect,

engineer, or contractor who has been given

notice of a claim, or who is aware that a claim is

possibly brewing, should take the following steps

immediately:

1.Determine as precisely as possible the nature

of the complaint.

2.Determine what other parties may have been

involved and have potential liability.

3.Obtain legal advice with respect to defending

the claim, filing third-party complaints and

notifying insurers.
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7.8 : MATERIAL NONDISCLOSURE AND 
PREJUDICE TO THIRD PARTIES

Material nondisclosure refers to the failure by an

insured party to disclose all relevant information

when purchasing an insurance policy.

By the very nature of an insurance contract, the

insurer is at a disadvantage when it comes to

access to information. The insured must therefore

disclose all material facts that might affect the

insurer’s decision to provide coverage.

Insurance contracts have been described as

“contracts of utmost good faith”.
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An insurer is entitled to be informed of any and all facts that

could influence:

its decision to provide coverage or

the amount of the premium to be charged.

Even if the nondisclosure is unrelated to the loss, coverage may

still be denied.

Prejudice to the rights of others can also occur if the party

procuring the insurance simply fails to pay the premium when

it becomes due. All the insured parties would like to be notified

of such circumstances in order to determine whether to pay

the premium themselves, obtain separate coverage, or let the

policy lapse

It is prudent to require the party obtaining the insurance to notify

all the insured parties of any material change in coverage.

Some jurisdictions require the insurer to make such

notification.
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• 7.9 : COOPERATION AND CONFLICT 

BETWEEN INSURER AND INSURED:
It

It is a term of virtually all policies of insurance that the

insured has an obligation to cooperate with the insurer in

the defense of a claim.

Cooperation can take many forms; it may mean:

▪ Supplying documents in the possession of the

insured,

▪ Testifying at deposition and trial

▪ Providing pretrial assistance to the defense attorney.
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It certainly means not doing anything to prejudice

the result, such as:

▪admitting liability or

▪giving a release.

Although cooperation may be costly, in terms of:

lost time and

expense,

Failure to cooperate can result in a denial of

coverage and, therefore, be even more costly.
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In the defense of a claim, the interests of the

insurer and insured may be identical. Both want

to see the claim defeated.

But situations may arise where the interests of the

insurer and insured diverge. These situations

include:

▪denial of coverage by the insurer;

▪claims that allege conduct that may be outside

the scope of coverage such as fraud;

▪desire by the insured to defend in the face of a

reasonable offer to settle;
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▪claims that exceed the limits of coverage;

▪offers to settle that require compromise of a

counterclaim such as a claim by a designer for

fees.

Where there is a conflict or potential conflict, it is

imperative that the insured retain separate

counsel to look after only the insured’s interest.

Claims that exceed the policy limits can expose

the insured to personal liability. This puts the

insurer in a difficult position where liability is

doubtful, but the potential damages are large.
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• For example, an architect who carries $1 million in 

coverage for errors and omissions may be sued for $2 

million. 

• The claim has a poor chance of success, and the plaintiff 

offers to settle for the policy limits of $1 million. The 

insured would be well advised to put the insurer on 

notice that the insured would like to have the claim 

settled within the limits. 

• If the insurer then decides to defend rather than settle, 

the insurer would be exposed to a claim for bad faith for 

refusing to settle. 

• It is common to see such letters sent by the insured’s 

attorney to the insurer’s attorney in such claims.
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To recognize the need for independent counsel,

the insured should understand that the insurer’s

goal is to resolve the claim for as little cost as

possible.

If the insured has any other objective, such as:

preservation of reputation or

recovery of fees,

Separate counsel should be considered.

If any issue is raised that could lead to denial of

coverage, independent advice is a necessity.

31



7.10 : BUILDERS’ RISK POLICIES

• Builders’ risk (also known as all-risk)

policies are property insurance.

• They are designed to cover all perils

except those specifically excluded,

whereas the more common forms of

property insurance will cover only those

perils specifically enumerated.
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A description of these policies and their purpose is

found in the commonwealth case:

In England, it is usually called a ‘contractors’ all risks

insurance and in the United States it is referred to

as “Builders’ risk policy. “Whatever its label, its

function is to provide to the owner the promise that

the contractors will have the funds to rebuild in

case of loss and to the contractors the protection

against the crippling cost of starting afresh in such

an event, the whole without resort to litigation in

case of negligence by anyone connected with the

construction, a risk accepted by the insurers at the

outset.

33



This purpose recognizes the importance of keeping

to a minimum the difficulties that are bound to be

created by the large number of participants in a

major construction project, the complexity of which

needs no demonstration.

A note of caution: The reference to insurers

accepting the risk of negligence by anyone

connected with the construction should not be

taken at face value.
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Some all-risk policies exclude certain acts of negligence,

and most exclude faulty design. Each policy must be

examined based on its particular wording.

The exclusions are particularly relevant to the designers

since virtually all builders’ risk policies exclude losses

due to faulty:

design,

materials, and

workmanship.

This exclusion is akin to the “inherent vice” exclusion

typically found in marine insurance contracts and is

based on the theory that insurance companies are in the

business of insuring risks, not sure things.
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If there is an inherent defect or fault due to design
error, for example, the structure is bound to
experience failure sooner or later, which puts the
risk in the category of a sure thing.

Contractors are likewise affected by the “faulty
design” exclusion in that courts have struggled to
define the meaning of the exclusion. Contractors
have argued that construction methods are not
included within the meaning of design, and
insurers have argued that they are included.
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U.S. courts tend to construe the exclusion clauses

more narrowly against the insurer. The examples

involving collapsed walls both appear to involve

contractor-employee negligence.

Cases in the United States have held that employee

negligence is not an excluded peril unless it is

specifically enumerated as such.

Some courts have held that a design may be faulty

even though no one was deemed negligent. In one

well-known case, a bridge was washed out by

unforeseeably high flood waters.
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The court held:

But a man may use skill and care, he may do all that

in the circumstances could reasonably be

expected of him, and yet produce something

which is faulty because it will not answer the

purposed for which it was intended.

This reasoning has been followed in other cases as

well. With all due respect to the learned judges in

those cases, the reasoning ignores the fact that no

design is intended to with stand any and all perils.
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If legislation requires that designs be adequate to

withstand winds, floods, or earthquakes up to a

specified return period, that reflects a policy choice

by the government, which should not be translated

into a “fault” in the design, thereby depriving an

insured party of coverage.

Even where a loss is excluded under the “faulty

design, materials, and workman-ship” exclusion,

portions of the claim may be in fact covered. That

is because the exclusion clauses typically contain

an exception, which provides for coverage to other
property that may be damaged.
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For example, if two towers are being constructed

side by side, and one of them is under designed

and as a result collapses into the second tower,

damage to the second tower may be covered

even if damage to the first is not.

Other perils are typically excluded from all-risk

policies, such as:

▪fraud by employees

▪ loss of revenue due to delay.
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