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TORT AND INSURANCE LAW

H.B.10-1394: New Law Governing Insurance

Coverage for Construction Defect Claims

by Ronald M. Sandgrund and Scott F. Sullan

House Bill 10-1394, codified at CRS §$ 10-4-110.4 and 13-20-808, significantly affects insurance coverage
for construction defect claims. This article discusses this new law technical provisions and examines its impor-
tant implications for Colorado liability insurers, construction professionals, and construction defect claimants.

insurance coverage case General Security Indemnity Co. of Ari-

zona v. Mountain States Mutual Casualty Co. (General Security),!
and the broadening scope of insurance policy “loss in progress”and
“known loss” provisions, House Bill (H.B.) 10-1394, codified at
CRS §§ 10-4-110.4 and 13-20-808: (1) provides courts guidance
when interpreting liability policies issued to construction profes-
sionals; (2) deems property damage resulting from construction de-
fects, including damage to a construction professional’s own work,
an “accident,” unless the construction professional intended and ex-
pected the resulting damage; (3) requires insurers to defend notices
of potentially covered claims under Colorado’s Construction De-
fect Action Reform Act (CDARA);? and (4) prescribes that “loss
in progress” and “known loss” provisions are effective only if they
apply to damage or injury known to the insured construction pro-
fessional before the policy’s inception date. This article provides an
overview of this new law.

I nresponse to concerns regarding how courts were applylng the

Act Summary

H.B 10-1394 (Construction Professional Commercial Liability
Insurance Act or Act) amends CDARA and the Colorado Insur-
ance Code by codifying certain interpretive rules for occurrence-
based liability policies insuring construction professionals. The Act
allows courts to consider: (1) an insured’s objective, reasonable ex-
pectations concerning coverage; and (2) insurance industry and in-
ternal insurance company explanatory materials to help interpret

and apply certain policies.3 The Act declares that an insurer’s duty
to defend is triggered if a potentially covered liability is described in
a CDARA notice of claim.*

The Act also declares that property damage, including damage
to construction work performed by an insured, is presumed to be
an “accident” unless the damage was intended and expected by the
insured.” It clarifies and confirms that the “duty to defend”is a first-
party insurance benefit and, thus, likely subject to CRS §§ 10-3-
1115 and -1116, sometimes referred to as Colorado’s “prompt pay-
ment” statute.® This law provides for double damages and attorney
fees in the event an insurer unreasonably delays or denies payment
of insurance contract benefits to a first-party claimant.” Finally, the
Act declares that Montrose® provisions, purporting to exclude cov-
erage for damage or injury that begins before a policy’s inception
date and that continues into, worsens, or progresses during the pol-
icy period, are ineffective unless the insured knew of the damage
or injury before the policy’s inception.’

The new law applies to insurance policies in existence on or is-
sued after the Act’s effective date that cover occurrences of dam-
age or injury during the policy period and that insure a construc-
tion professional’s liability arising from construction-related work.°
The Act’s procedural and remedial aspects, such as its evidentiary
and burden of proof provisions, probably will be applied retroac-
tively; retrospective application of its substantive elements to previ-
ously existing insurance policies depends on the circumstances and
awaits court review. If a court can resolve a coverage dispute under
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the common law and reach the same result provided by the statute,
such retrospective analysis would be moot.

Although the Act applies only to liability policies issued to con-
struction professionals, because the same, standardized wording is
used in policies insuring most other Colorado business risks, the
Act’s effects may broadly resonate. Colorado insureds can be ex-
pected to argue that the adoption of the Act supports the conclu-
sion that some standardized insurance policies issued to construc-
tion professionals are adhesion contracts; Colorado courts appear
to have already tentatively embraced this conclusion.!!

The Act’s History

Support for the Act arose after a series of construction defect in-
surance coverage decisions issued, followed by a number of liability
insurers relying on those decisions to deny any duty to defend or
indemnify Colorado construction professionals against claims aris-
ing from construction-related defects.!? The first of these decisions,
General Security, and two later U.S. District Court for the District
of Colorado decisions, were the subject of a November 2009 article
in The Colorado Lawyer.!3 That article noted that the procedural
posture of the General Security coverage appeal was unusual insofar
as it involved only insurers. The article suggested that the parties
did not bring pertinent legal arguments and Colorado precedent
to the court of appeals’attention, and that large parts of the opinion
may constitute dicta.

Three U.S. District Court opinions followed, two of which read
General Security broadly as precluding coverage for, and any duty
to defend arising from, property damage to the insured’s previous-
ly performed work arising from construction defects.}* Both of
these cases, Greystone Construction, Inc. v. National Fire & Marine
Insurance Co. (Greystone),” and United Fire & Casualty Co. v. Boul-
der Plaza Residential'® are on appeal. On June 3, 2010, the U.S.
Tenth Circuit Court of Appeals certified the following question
framed by the Greystone appeal to the Colorado Supreme Court
for its consideration: “Is damage to non-defective portions of a
structure caused by conditions resulting from a subcontractor’s de-
fective work product a covered ‘occurrence’under Colorado law?” 1
On June 23, 2010, the Colorado Supreme Court declined to ac-
cept the certified question, and a ruling by the Tenth Circuit in
Greystone may issue soon. '8

The Act suggests that aspects of General Security were decided
or were being viewed in a way that the legislature believed contra-
vened Colorado precedent and public policy. Consistent with pub-
lished insurance industry policy interpretive materials allegedly
contradicting the insurers’ coverage position in Greystone,” an in-
surance industry attorney and lobbyist testified during the legisla-
tive hearings that General Security and Greystone were a “shock” to
the insurance industry and “not the rule of law,” “not the way courts
have ruled in other jurisdictions,” and that the rulings “took it too
far.”?0'The Act found bipartisan cosponsorship.?!

Support for the Act also sprung from the insurance industry’s use
of what are commonly referred to as Montrose provisions, intended
to bar coverage when an insured knows before its policy’s inception
date of damage or injury that later gives rise to a covered claim.
These Montrose provisions morphed into what are now frequently
referred to as super-Montrose provisions that bar coverage without
regard to whether the insured knew of the injury or damage before
the policy’s inception date, as long as the injury or damage, even if
hidden and unknown to anyone, began before that date.

The Act’s Framework

The Act consists of two main parts. The first part, CRS § 13-
20-808, formalizes certain rules for construing coverage for con-
struction professionals under “occurrence-based” commercial lia-
bility insurance policies, such as commercial general liability insur-
ance, multi-peril insurance, and liability coverages found in
builder’ risk policies. Occurrence-based insurance coverage typi-
cally is triggered by the occurrence or happening of injury or dam-
age during the policy period, but the statute’s reach is limited to
policies that insure a “construction professional for liability arising
from construction-related work.”?? The Act was not intended to
apply to errors and omissions coverage written on a “claims made”
basis for persons such as design professionals.

The first part also addresses an insurer’s duty to defend a con-
struction professional against a property owner’s notice of claim
served under CDARA. The second part, CRS § 10-4-110.4, voids
as against public policy under certain conditions insurance provi-
sions that purport to exclude coverage for property damage that,
unknown to the insured, begins before an occurrence-based policy’s
inception date and that continues or worsens during the policy
period.

First Part—Policy Construction and Duty to Defend
The Act begins by finding that insurance policies “have become
increasingly complex, often containing multiple, lengthy endorse-
ments and exclusions conflicting with the reasonable expectations
of the insured.”?? The Act codifies and modifies certain rules of in-
surance policy construction approved by the Colorado Supreme
Court. The Act declares that insurance coverage and an insurer’s
duty to defend shall be interpreted broadly in favor of the in-
sured.?* The Act also provides:
If an insurance policy provision that appears to grant or restore
coverage conflicts with an insurance policy provision that ap-
pears to exclude or limit coverage, the court shall construe the
policy to favor coverage if reasonably and objectively possible.?
The Act requires courts to
presume that the work of a construction professional that results
in property damage, including damage to the work itself or other
work, is an accident unless the property damage is intended and
expected by the insured.?
This provision was designed to parallel the holdings of the Texas
and Florida Supreme Courts,?” to embrace the Colorado Supreme
Court’s description of what renders an event “accidental” as ex-
pressed in Hecla Mining Co. v. N.H. Ins. Co.,”® and to negate any
inference to the contrary that some might draw from Genera/ Secu-
rity. This section, however, ensures that a court still should consid-
er application of any relevant exclusions, because the statute is not
intended to “create[] insurance coverage that is not included in the
insurance policy.”? It also makes clear that the Act does not re-
quire an insurer to provide “coverage for damage to an insured’s
own work unless otherwise provided in the insurance policy.”%
The Act is directed specifically at the perceived failure of Gen-
eral Security to “properly consider a construction professional’s rea-
sonable expectation that an insurer would defend the construction
professional against an action or [a CDARA] notice of claim.”3!
The Act allows courts to consider a construction professional’s ob-
jective, reasonable expectations when there is a finding of an in-
surance policy ambiguity.?? In construing the policy to meet these
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reasonable expectations, a court may consider: (1) “the object
sought to be obtained by the construction professional” in pur-
chasing the insurance; and (2) “whether a construction defect has
resulted, directly or indirectly, in bodily injury, property damage,
or the loss of use of property.”3® Because the purpose of the Act
is to resolve reasonable doubts in favor of an insured construction
professional’s liability coverage, construction professionals will ar-
gue that preexisting case law permitting courts to consider extrin-
sic evidence in making the threshold determination whether a
policy is ambiguous likely was not intended to be supplanted by
the Act.3*

The Act also allows courts to consider as part of the evidentiary
record in evaluating an insured’s reasonable expectations certain
non-privileged writings generated, approved or adopted, or relied
on by an insurer (or its parent or subsidiary) or an insurance rating
or policy-drafting organization pertaining to the policy provision
in dispute.® Such writings specifically include matters published
by the Insurance Services Offices, Inc. (ISO) or its predecessor or
successor organizations, and may include the Fire, Casualty &
Surety (FC&S) Bulletins issued by the National Underwriter
Company.*

Consideration of these industry publications was mandated be-
cause the insurance industry had published materials construction
professionals contended acknowledged coverage for consequential
property damage to an insured’s own work as a result of defective
construction rendered by the insured’s subcontractors;3” however,
none of these materials was considered by General Security or cases

construing General Security. These writings also might include in-
ternal company memoranda, training materials, and perhaps reser-
vation of rights or coverage acknowledgment letters pertaining to
substantially similar claims; however, locating and producing these
materials may be burdensome or expensive and require safeguards
against disclosure of a customer’s confidential information. Criti-
cally, such industry writings may not be used to restrict, limit, ex-
clude, or condition coverage or the obligation of the insurer beyond
that which is reasonably inferred from the words used in the insur-
ance contract.’8

The Act also declares which party—insurer or insured—bears
the burden of proof, providing that if an insurer disclaims or limits
coverage, it bears the burden of proving by a preponderance of the
evidence that: (1) any policy limitation, exclusion, or condition bars
or limits coverage for the insured’s legal liability in an action or
CDARA notice of claim concerning a construction defect; and (2)
any exception to the limitation, exclusion, or condition does not re-
store coverage.* While (1) codifies a rule previously adopted by
the Colorado Supreme Court, (2) imposes a burden of proof on
insurers not previously and unambiguously imposed on them by
prior case law.*

The Act then addresses an insurer’s duty to defend, providing
that this duty is triggered by: (1) a potentially covered liability de-
scribed by a CDARA notice of claim; or (2) a potentially covered
liability described in a complaint, cross-claim, counterclaim, or
third-party claim in a lawsuit or arbitration concerning a construc-
tion defect.*! To date, Colorado courts had not decided whether
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an insurer owes a duty to defend an insured against a CDARA no-
tice of claim.*?

In discharging its duty to defend, the insurer must reasonably
investigate the claim and reasonably cooperate with the insured’s
participation in CDARA’s notice of claim process regardless of
whether other insurers owe a duty to defend.® The insurer is not
required to retain legal counsel for the insured or pay any sums to-
ward settlement of the notice of claim not covered by its policy.*
This statutory imposition of a duty to defend a CDARA notice of
claim was adopted, in part, to reduce defect litigation by enhanc-
ing pre-suit settlement possibilities, because the notice of claim
process often had been rendered impotent due to a lack of insurer
involvement.

An insurer may deny its duty to defend only if authorized by
law, and it may not withdraw its defense or seek reimbursement
from an insured of any defense costs expended unless permitted by
law and unless the insurer previously reserved its right to do so in
writing when it first accepted or assumed the defense.* Also, the
Act clarifies and confirms that the “duty to defend”is a first-party
insurance benefit.* Thus, the duty to defend likely is subject to the
prompt payment statute, CRS §§ 10-3-1115 and -1116.%

Second Part—Loss in Progress

All insurance contracts implicitly embrace the “fortuity” or “ac-
cident” principle.* Insurance generally is designed to insure against
“fortuities”—that is, losses or liabilities that are not certain to oc-

49
cur:

A fortuitous event . . . is an event which, so far as the parties to

the contract are aware, is dependent on chance. It may be be-

yond the power of any human being to bring the event to pass; it
may be within the control of third persons; iz may even be a past
event, ... provided that the  fact is unknown to the parfies.SO

The differences and distinctions among the “known loss,”
“known risk,” and “loss in progress” doctrines are not well settled
and often are confused.’! None of the doctrines has yet been ex-
pressly accepted in Colorado. However, in Hoang v. Monterra
Homes LLC, the court of appeals noted, without expressly recog-
nizing the known loss doctrine:

Under the ‘known loss’ doctrine, coverage will not be defeated

unless, at the time it entered into the insurance contract, the in-

sured had a legal obligation to pay damages to a third party in
connection with a loss.*2
The court affirmed the trial court’s refusal to apply the doctrine
where the insured did not have actual knowledge of a covered loss
or of any legal obligation to pay damages before inception of any
of the policies.”

In response to uncertainty regarding the common law doctrine,
many policies since 1995 have included language limiting cover-
age for property damage that began before the policy incepted.**
These limitations may be incorporated in the coverage grant or ap-
pear as a separate exclusion, and sometimes are referred to as Monz-
rose provisions, after the California case whose holding they are in-
tended to limit or negate.”® The limiting language takes many
torms, some based on standardized ISO forms, others uniquely
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crafted by insurers. Most attempt to “telescope” coverage for long-
term or progressive property damage that occurs across multiple
policy periods into a single policy year. Only recently has a body of
case law begun to emerge so as provide guidance to practitioners
regarding the contours and reach of this limiting language. Courts
have arrived at different results when applying Montrose (and even
more onerous super-Montrose) exclusions, often turning on com-
plicated facts and the unique policy language employed.>®

As discussed during the Act’s debate, many insurers were coup-
ling use of such Montrose provisions with the holding in Public
Service Co. v. Wallis & Cos.%” to greatly circumscribe coverage. In
Public Service Co., the court created a method for apportioning in-
surance liability for gradual or progressive harms across multiple
policy periods, as well as uninsured periods.*

[W Jhere property damage is gradual, long-term, and indivisible,

the trial court should make a reasonable estimate of the portion

of the ‘occurrence’ that is fairly attributable to each year by di-

viding the total amount of liability by the number of years at is-

sue.....> The trial court should then allocate liability according-
ly to each policy-year, taking into account primary and excess
coverage, SIRs [self-insured retentions], policy limits, and other
insurance on the risk.®
Public Service Co. instructed that courts generally should allocate
liability according to the time-on-the-risk method, taking into ac-
count the degree of risk assumed where appropriate, and holding
the policyholder responsible for self-insured retentions per policy
year where applicable.®! The court added, however, that in some
cases, such apportionment need not be “precisely attributed,” and
the court “should make a ‘reasonable estimate’ of the portion of the
‘occurrence’ that is fairly attributable to each year.”

By coupling these Montrose provisions with Public Service Co.’s
apportionment rule, insurers, whose policies defined a covered oc-
currence as including property damage resulting from “continuous
or repeated exposure to substantially the same general harmful
conditions,” were arguing that, in the event of the insured’s liability
for $100,000 in damages for long-term, progressive property dam-
age spanning, for example, three policy years, the Montrose or
super-Montrose provision, as the case might be, barred coverage
during the last two years while the Public Service Co.’s apportion-
ment rule only allowed allocation of one-third of the damages
($33,333) to the first policy year.®® In light of the perceived unfair-
ness of this result, the legislature effectively adopted its own statu-
tory known loss and loss in progress rules that attempt to balance
insurer and insured interests.

The Act provides that an insurer shall not issue a liability policy
to a construction professional that includes a provision

excluding or limiting coverage for one or more claims arising

from bodily injury, property damage, advertising injury, or per-

sonal injury that occurs before the policy’s inception date and
that continues, worsens, or progresses when the policy is in ef-
fect [if the exclusion or limitation applies to injury or damage
that] was unknown to the insured at the policy’s inception
date.5*
The terms “bodily injury,” “property damage,” “advertising injury,”
and “personal injury,” are terms of art in the insurance industry and
similarly defined by most standardized ISO liability policies; how-
ever, one may reasonably anticipate that these statutory terms will
be construed broadly to include any damage or injury covered by
an occurrence-based commercial liability policy.

If some other, separate injury or damage unknown to the in-
sured continues, worsens, or progresses when the policy is in effect,
presumably the exclusion would not apply to this distinct injury or
damage. In the event of a dispute regarding whether certain injury
or damage is sufficiently distinct to avoid application of the exclu-
sion, the Act places the burden of proving this fact and any alloca-
tion between the covered and uncovered portions of the injury or
damage on the insurer.%®

Any liability insurance policy provision violating the Act is ren-
dered “void and unenforceable as against public policy.”%® Insurers
may argue that noncompliant provisions should be reformed to
satisfy the Act, while construction professionals may argue that
such provisions must be stricken in their entirety because the Act
provides that a court shall construe an insurance policy containing
such noncompliant provision “as if the provision was not a part of
the policy when the policy issued.”®”

Act’s Effective Date and
Retroactive and Retrospective Effect

The Act applies to all insurance policies in existence or issued
on or after the Act’s effective date of May 21,2010.% Insurers can
be expected to argue that “in existence” means that the policy must
have been “in effect”as of May 21,2010. Construction profession-
als will argue that a policy was “in existence” if it had not been re-
scinded as of May 21,2010, noting that an insurer’s duty to defend
or indemnify under an occurrence policy often is triggered by a suit
filed long after the policy period has expired and the policy no

longer is “in effect,”but the policy still is “in existence.”
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Presumably, the Act may be applied retroactively and retrospec-
tively and, therefore, constitutionally, to the extent it effects changes
that are remedial or procedural (such as evidentiary rules and bur-
dens of proof),® and such retroactive intent may be assumed un-
less a contrary intent is expressed by the legislature.”® To the extent
the law “impairs vested rights acquired under existing laws, or cre-
ates a new obligation, imposes a new duty, or attaches a new dis-
ability, in respect to transactions or considerations already past,”
constitutional challenges may exist to its retrospective, substantive
application to existing contracts or contract disputes.”! Disputes
regarding the Act’s retrospective application will be mooted if the
court finds that the same result would obtain under the common
law predating the Act’s passage as would obtain if the Act was ap-
plied.

A law is not retrospective, however, “merely because the facts
upon which it operates occurred before” its adoption.”> When a
statute is found to be retroactive, the Colorado Supreme Court has
prohibited retrospective application of the statute when the rea-
sonable expectations and substantial reliance of a party vested be-
fore the enactment of the statute.”> An important factor in this
analysis is whether a change in the law was reasonably foreseeable
at the time of contracting, especially if the business or transaction at
issue is highly regulated by Colorado statute.”

Construction professionals can be expected to argue that even if
the Act in some specific instances allegedly impairs vested rights
acquired under existing laws, or allegedly creates a new obligation
or duty in respect to transactions or considerations already past, be-

cause Colorado insurers’ conduct is a highly regulated and ever-
changing subject of legislative action, the law may be applied both
retroactively and retrospectively.” In addition, construction profes-
sionals likely will rely on the fact that the Act expressly provides
that for purposes of “guiding pending and future actions interpret-
ing liability insurance policies issued to construction professionals,
what has been and continues to be the policy of Colorado is hereby
clarified and confirmed” by the Act in the interpretation of poli-
cies “that have been and may be issued to construction profession-
als.””® Insurers will counter that they already have charged and ac-
cepted a premium commensurate with the risks insured by their
existing policies, and that any retrospective broadening of the sub-
stantive scope of those risks is unfair and unconstitutional.

Conclusion

The Act is a narrowly drawn attempt to legislate commercial lia-
bility insurance coverage unique among the fifty states. The Act
codifies and further details some long-standing common law rules
of insurance policy construction and burdens of proof. It also de-
scribes the scope of an insurer’s duty to defend a pre-suit notice of
claim under CDARA. The Act adopts a statutory version of the
known loss and loss in progress rules that balances an insured con-
struction professional’s reasonable expectation of coverage for for-
tuitous liabilities against an insurer’s legitimate concern that it not
be required to insure against past events known to the insured that
are deemed likely to result in the insured’s legal liability to pay
damages. Some construction professionals testified during the leg-
islative hearings that the Act might result in premium increases,
the withdrawal of some insurers from the market, and stricter un-
derwriting requirements, but they explained that the greater cer-
tainty and fairness the Act would afford was worth this cost.

Notes
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