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summary declaratory judgment that Mid-Continent
Casualty Company owes Daneshjou no duty to defend
or indemnify. We affirm for the reasons given by the
district court in its very thorough discussion of the issue
of manifestation and the evidence regarding the same.
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IN THE UNITED STATES DISTRICT COURT
FOR THE WESTERN DISTRICT OF TEXAS

AUSTIN DIVISION
LAMAR HOMES, INC. §
§ C. A.No. A:03-CA-553 AD2-LY
VS. §
oS JURY TRIAL
MID-CONTINENT CASUALTY COMPANY ~ §

MID-CONTINENT’S SUPPLEMENTAL BRIEF
REGARDING PENDING MOTIONS FOR SUMMARY JUDGMENTS

TO THE HONORABLE COURT:

COMES NOW MID-CONTINENT CASUALTY COMPANY (hereafter “Mid-

Continent”) and files its Supplemental Brief Regarding Pending Motions for Summary Judgments,

respectfully showing the Court the following:

ISSUE BEFORE THE COURT

In this insurance coverage dispute, the issue before this Court is whether or not a standard
commercial general liability (“CGL”) insurance policy is triggered when a homeowner sues an
insured builder seeking the costs to repair defects in the home the insured builder agreed to build;

Mid-Continent has moved this Court to grant final summary judgment declaring that
allegations of faulty construction in a suit by a homeowner' seeking the costs to repair defects in a
home the insured agreed to build do not trigger the duty to defend, because controlling Fifth Circuit
and state precedent indicates that they do not. Lamar Homes, Inc. (“Lamar”) has moved this Court
to grant partial summary judgment declaring that the allegations in the Underlying Liti gation trigger

the duty to defend.

This Supplemental Briefing is submitted pursuant to this Court’s April 16, 2004 order.

'Cause No. GN300137; Vincent M. and Janice D. DiMare v. Lamar Homes, Inc., et al.; In the 53" Judicial
District Court of Travis County, Texas. The lawsuit filed by DiMare will hereinafter be referred to as the “U nderlying
Litigation” and the DiMares will be referred to as the “Underlying Plaintiffs” or the “DiMares.” ‘
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SUMMARY OF ARGUMENT

Mid-Continent’s Motion for Final Summary Judgment should be granted and Lamar’s
Motion for Partial Summary Judgment should be denied for the following reasons:

. The duty to defend has not been triggered because a suit by a homeowner against
an insured builder seeking money damages to repair defects in the home that
the insured agreed to build is a claim for "economic damage," and not a claim
for “property damage,” which is required to trigger general liability policies;

The duty to defend has not been triggered because a suit by a homeowner against
an insured builder seeking money damages to repair defects in the home that
the insured agreed to build is not an "occurrence" (defined in the policy as "an
accident") and, therefore, does not trigger the duty to defend contained in a
standard commercial general liability policy;

The mere labeling of allegations as "negligence" in pleadings is insufficient to
satisfy the "occurrence” requirement; conclusory allegations of "negligence"
cannot serve to overcome the specific facts when, as here, those facts quite clearly
demonstrate that the real complaint is that Lamar did not live up to its contractual
obligations to properly build the DiMares” home.

Because Lamar’s claims for defense fail as a matter of law, and also because
Article 21.55 of the Texas Insurance Code does not apply to third-party

insurance policies, Lamar’s motion on its claim for alleged violations of Article
21.55 should also be denied.

In contrast, to accept the arguments urged by Lamar, this Court must:

Hold that a claim by a plaintiff homeowner seeking repair costs for a defectively
constructed house is not a claim for “economic damage,” contrary to the Texas

Supreme Court’s opinion in Jim Walter Homes v. Reed, 711 S.W.2d 617 (Tex.
1986);*

. Hold that whether or not an “occurrence” under a CGL policy has been alleged
requires examining the insured’s “state of mind” to determine whether defects in the
work the insured agreed to perform were foreseeable, contrary to established Fifth
Circuit authority in Hartford Casualty Insurance Company v. Cruse and Federated

*And also contrary to appellate coverage opinions holding that “economic damage” is not “property damage”
under CGL policies. See Terra Int’l., Inc. v. Commonwealth Lloyds Ins. Co., 829 S.W.2d 270,273 (Tex. App. — Dallas
1992, wnit denied); Houston Petroleum Co. v. Highlands Ins. Co., 830 S.W.2d 153, 156 (Tex. App. — Houston [1*

Dist.] 1991, writ denied); and State Farm Lloyds v. Kessler, 932 S.W.2d 732,737 (Tex. App. — Ft. Worth 1996, writ
denied).
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Mutual Insurance Company v. Grapevine Excavation, Inc.,” indicating that costs to
repair or replace the very structure that the insured agreed to perform are presumed
foreseeable as a matter of law and, thus, do not constitute an “occurrence”; and

. Hold that the “negligence” label or theory of recovery pleaded in the underlying

construction defect case does matter — instead of the factual allegations — for
purposes of determining whether or notan “accident” or “occurrence” has been stated
for CGL purposes, contrary to the Texas Supreme Court’s opinion in Farmers Texas
Cty. Mut. Ins. Co. v. Griffin.*

Seventeen years ago one of the state’s largest builders went to great lengths to establish as
amatter of law that allegations of construction defects made by plaintiff homeowners seeking repair
costs from a builder only state a claim for “economic damage.” Jim Walter Homes, 711 S.W.2d at
618. A basic and elementary analysis of the pleadings in the Underlying Litigation reveals that the
claims against Lamar mirror the economic damage claims made against Jim Walter Homes
seventeen years ago. Even if every fact alleged by the DiMares is taken as true, the DiMares can
establish that they purchased a defective house from their builder, Lamar, and are entitled to
“economic damages” to repair the defects in the house. Under Texas law, “economic damage” does
not constitute ““property damage,” as required to trigger CGL purposes.

Furthermore, to hold that allegations of construction defects made by plaintiff homeowners
seeking money damages to repair defects in the home sold by their builder constitute an “occurrence”

would run afoul of the Fifth Circuit’s opinions in Cruse and Federated,” wherein the court explained

that money damages to repair defects in the very structure that the insured agreed to build are

3Harz‘fom’ Cas. Ins. Co. v. Cruse, 938 F.2d 601, 604-05 (5" Cir. 1991); and Federated Mut. Ins. Co. v.
Grapevine Excavation, Inc., 197 F.3d 720, 726 (S‘h Cir. 2000).

955 S W.2d 81, 83 (Tex. 1997) (factual allegations, not label of “negligence,” are proper focus for duty to
defend; petition did not allege facts “constit{uting] negligence,” despite label of “negligence,” thus court held no duty
todefend). Contrary to Texas Supreme Court authority, any petition that merely sprinkles the phrase “negligence” would
trigger a duty to defend under the arguments offered by Lamar.

*Texas appellate courts and federal district courts have also held that construction defect allegations by
homeowners seeking damages to repair defects in the home sold by an insured builder do not constitute an “occurrence.”
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damages that are “presumed” foreseeable as a matter of law and, thus, do not constitute an
“occurrence” (defined in the policy as an “accident”).

Finally, Lamar’s reliance on the Texas Supreme Court’s opinion in Massachusetts Bonding
and Insurance v. Orkin Exterminating,® to support its “occurrence” argument is misplaced. Orkin
did not involve money damage claims limited to repairing what the insured agreed to build or limited
to re-doing the work that the insured originally agreed to perform. In other words, Orkin involved
ciaims for damages outside the scope of the transaction, which did require evaluation of
forseeability, instead of damages for repair or replacement of the very work promised, which are
presumed foreseeable as a matter of law and, thus, do not constitute an “occurrence.”

BURDEN OF PROQOF:
UNDERLYING ALLEGATIONS AND ORIGIN OF DAMAGES

A. Mid-Continent NOT Relying on Exclusions: Lamar Has Burden of Proof

The burden of proof in a summary judgment proceeding is on the same party (Lamar) who
would have the burden of proof at trial. Celotex Corp. v. Catrett, 477 U.S. 317, 106 S.Ct. 2548
(1986). Mid-Continent has chosen not to rely upon any policy exclusions to support its Motion for
Summary Judgment and to defeat Lamar’s Motion.” Rather, Mid-Continent asserts that the duty to
defend has never been triggered because no claim for "property damage" caused by an "occurrence"
has been alleged in the Underlying Litigation under the provisions of the Policy’s Basic Insuring

Agreement.

Because Mid-Continent has chosen not to rely upon any policy exclusions to defeat Lamar’s

6416 S.W.2d 396 (Tex. 1967).

"See Stipulations of the Parties filed on May 14, 2004. Mid-Continent and Lamar have stipulated that the “eight
corners” rule applies in this case to the Court’s determination of whether or not a duty to defend has been triggered and

have filed copies of the underlying petitions and the insurance policy atissue, collectively, and marked those documents
as D-D 0001 through D-D 0054.
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Motion, Lamar bears the burden at this summary judgment juncture and must show that the
allegations made in the underlying pleadings describe a claim for "property damage" caused by an
"occurrence." Guaranty Nat’l Ins. Co. v. Vic Mfg. Co., 143 F.3d 192,193 (5" Cir. 1998).
B. Underlying facts alleged and origin of damages, not legal theories, control
In determining whether a claim for "property damage" caused by an "occurrence” has been

alleged in the underlying petition, it is the facts alleged in the underlying case. not the legal

theories asserted, that determine whether or not there is a duty to defend. See Trinity Universal

Ins. Co. v. CoWan, 945 S.W.2d 819, 829 (Tex. 1997); National Union Fire Ins. Co. v.
Merchants Fast Motor Lines, Inc., 939 S.W.2d 139, 141 (Tex. 1997); and Farmers Texas Cty.
Mut. Ins. Co. v. Griffin, 955 S.W.2d 81, 83 (Tex. 1997).

The insurer has a duty to defend only when the facts alleged in the petition, if proved, would
establish a liability for damage covered under the policy:

In reviewing the underlying pleadings, the court must Jocus on the factual

allegations that show the origin of the damages rather than on the legal theories
alleged.

American States Ins. Co. v. Bailey, 133 F.3d 363, 369 (5th Cir.1998), citing National Union, 939
S.W.2d at 141; Adamo v. State Farm Lloyds Co., 853 S.W.2d 673, 676 (Tex.App.--Houston [14th
Dist.] 1993, writ denied); Devoev. Great American Insurance, 50 S.W.3d 567 (Tex. App. — Austin
2001, no pet.).

The Fifth Circuit nterpreting Texas law and federal district courts in Texas have
repeatedly held that artful pleading cannot invoke coverage if the facts belie its existence. See
Bailey, 133 F.3d at 372 (Sth Cir. 1998); and Jim Johnson Homes, Inc. v. Mid-Continent Cas. Co.,
244 F.Supp.2d 706, 716 (N.D. Tex. 2003) ("[a]rtful pleading suggesting that [the insureds] acts

were negligent or reckless ‘cannot overcome the basic facts underlying [the] claims.’ [citation
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omitted]. The allegation that [£he insured builder] was negligent is simply an embellishment on,
and a recharacterization of the basic breach of contract and fraud claims . . . .M.

In the Griffin case cited above, the underlying defendant/insured drove by the underlying
plaintiff and an occupant in his car shot and injured the underlying plaintiff.} Rejecting the
insured’s argument that he was entitled to a defense because the injured plaintiff included
allegations that the defendant/insured was "negligent," the Texas Supreme Court noted that:

A court must focus on the factual allegations rather than the legal theories asserted
in reviewing the underlying petition. National Union, 939 S.W.2d at 141 . . .

Although [the Underlying Plaintiff] seeks relief on legal theories of negligence and

gross negligence, [the Underlying Plaintiff] alleged facts indicating that the origin

of his damages was intentional behavior. He made no factual contention that could

constitute negligent behavior.
Griffin, 955 S.W.2d at 82-83.

Because the DiMares’ factual allegations and the origin of damages sought do not state a
claim for “property damage” caused by an “occurrence” - but instead only state a claim for
economic damages arising out of Lamar’s purported failure to live up to its obligation to build the
house in a workmanlike manner - the underlying pleadings show that the initial threshold

burden has not been met by Lamar and the policy obligations have not been triggered.

C. Underlying allegations and origin of damages: complaints about home sold by
Lamar to the DiMares

The DiMares allege the following in the Underlying Litigation:
1. The DiMares purchased the home in question from Lamar;

2. Lamar Homes failed to design and/er construct the foundation of the residence in a
good and workmanlike fashion;

SGunshots from the passing vehicle hit and injured the underlying plaintiff, who sued the driver of the vehicle
(and others) for negligence and gross negligence. See Griffin, 955 S.W.2d at 82.
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3. “The defects in the DiMares residence include, but are not limited to, the following:
a) Excessive deflection of foundation;

b) Foundation not constructed sufficiently stiffly to with stand
differential movements of soil underlying such foundation;

c) Cracks in the sheetrock and stone veneer of the residence; and,
d) Binding and ghosting doors.”

4. The DiMares seek money damages to repair the home and associated economic
damages.

The factual allegations relating to the “origin” and nature of damages sought by the DiMares
demonstrate that the DiMares are simply complaining about defects in the home they purchased
through an arm’s length transaction with Lamar. The economic damages described flowed from
Lamar’s alleged failure to design and build the home in a “good and workmanlike manner” and as
represented at the time of sale, per the written express warranty attached to the DiMares Ori ginal and
First Amended Petitions.’

Clearly, the DiMares state a claim for economic damages, not property damage, that originate
from Lamar’s purported failure to live up to the obligations of the transaction between them, and not
from any “accident” involving Lamar and the DiMares.

ARGUMENT
L Mid-Continent has no duty to defend Lamar because a suit by a homeowner against
an insured builder seeking money damages to repair the home the builder agreed to
build is a claim for “economic damage” and is not a claim for “property damage” or

“bodily injury,” which is required to trigger general liability policies

As demonstrated in Mid-Continent’s Motion, the Policy only provides coverage for “bodily

?See D-D 0008 and D-D 0018. Although the DiMares do use a label of “negligence” in their petitions, the
Texas Supreme Court held years ago that when the “origin” of damages stem from the agreement to build a house, the

damages are economic in nature and, thus, do not give rise to a negligence claim. See Jim Walter Homes, 711 S.W.2d
at618.
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injury” or “property damage” caused by an “occurrence.” The DiMares do not make ;my claim for
“bodily injury” in the Underlying Litigation, and none of the damages sought by Lamar are for
“property damage” covered by the Policy. Instead, The DiMare’s damages claims in the Underlying
Litigation are for purely “economic damages,” which Texas cases have repeatedly held are not
covered “property damage” for purposes of interpreting general liability insurance policies.

A. Jim Walter — identical facts: Texas Supreme Court held “economic loss” only

Nearly seventeen (17) years ago, one of the state’s largest builders led the charge to the Texas
Supreme Court to establish and demonstrate that a homeowner seeking damages to a home that a
builder agreed to build seeks merely “economic loss” and, consequently, the builder could not be
held liable for a large punitive damage verdict rendered against the builder for failing to construct

the home properly:

The nature of the injury most often determines which duty or duties are breached.
When the injury is only the economic loss to the subject of the contract itself, the
action sounds in contract alone . . . the [plaintiffs’] injury was that the house they
were promised and paid for was not the house they received. This can only be
characterized as a breach of contract, and breach of contract cannot support recovery
of exemplary damages.

Jim Walter, 711 S.W .2d at 618 (Emphasis added).
As the Texas Supreme Court stated several years before Jim Walter:

Direct economic loss may be said to encompass damage based on insufficient
product value; thus, direct economic loss may be "out of pocket" - difference
in value between what is given and received - or the "loss of bargain” - the
difference between the value of what is received and its value as represented.
Direct economic loss also may be measured by costs of replacement and repair.
Consequential economic loss includes all indirect loss, such as loss of profits
resulting from inability to make use of the defective product.

Nobility Homes of Texas, Inc. v. Shivers, 557 S.W.2d 77, 78 (Tex. 1977) (Emphasis added).
When no physical injury results to persons or other property, injury to the defective product

itself is an economic loss. Mid Continent Aircraft Corp. v. Curry Cty. Spraying Service, Inc., 572
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S.W.2d 308,313 (Tex. 1978); Rocky Mountain Helicopters, Inc. v. Bell Helicopter Co.,491 F.Supp.
611, 620 (N.D. Tex. 1979). An economic loss affects only a party’s pocketbook, as opposed to
personal injury or physical injury to other property. See, e. 8., Two Rivers Co. v. Curtiss Breeding
Serv., 624 F.2d 1242, 1245-1246 (5th Cir. 1980). Economic loss includes the injury to the product
itself that is the subject of the contract. See Alcan Aluminum Corp. v. BASF Corp. d/b/a Delaware
New Corp., 133 F.Supp.2d 482, 503 (N.D. Tex. 2001); Gibson & Associates, Inc. v. Home Ins. Co.,
966 F.Supp. 468 (N.D. Tex. 1997). |

B. Coverage specific holdings: “economic damage” is not “property damage”

An insured builder can hardly argue at this late date that costs to repair a home sought by a
homeowner in a home construction defect case are not “economic damages”in light of the landmark
Jim Walter holding. Like the plaintiffs in Jim Walter, the DiMares assert claims for pecuniary loss
for Lamar’s failure to properly construct their home.

Applying the economic loss analysis one step furthér to coverage specific contexts, Texas
courts have repeatedly held that economic damages are not "property damage" as defined in liability
insurance policies. Kessler, 932 S.W.2d at 737 (repair costs to restore home are economic damages,
rather than covered property damage); Houston Petroleum, 830 S.W.2d at 156 (complaint that
alleges economic loss does not trigger duty to defend; one who acquires something worth less than
it was represented has suffered economic harm and not "property damage"); Terra Int’l, Inc., 829
S.W.2d at 273 (insured’s actions resulting in diminution in value of plaintiff’s land not "property
damage" and not covered); and Lay v. detna Ins. Co., 599 S.W.2d 684, 686-687 (Tex. Civ. App. —

Austin 1980, writ ref’d n.r.e.)(where there is no injury to tangible personal property, there is no duty
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to defend and no duty to indemnify).!

Consistent with the coverage holdings cited above, the Fort Worth Court of Appeals recently
held in a construction defect case brought by a homeowner against a general contractor insured that
“economic losses” do not constitute “property damage” within a CGL policy. Great American
Lloyds Ins. Co. v. Mittlestadt, 109 S.W.3d 784 (Tex. App. — Ft. Worth 2003, no pet.).

The DiMares are complaining that the house Lamar agreed to build is not worth what they
paid for it and they seek money damages to repair it. The DiMares seek “economic damages,” not
“property damage” that would trigger the Policy."

L Mid-Continent has no duty to defend Lamar because a suit by a homeowner against
an insured builder seeking money damages to repair defects in the home sold by the

insured to the homeowner is not an "occurrence" and, therefore, does not trigger
commercial general liability policies.

A. Recent Western District authority directly on point: Vesta and Mid Arc

The Honorable Sam Sparks in the Austin Division of the Western District of Texas recently
issued two opinions" directly on point, in which he held that allegations of construction defects in
asuit by ahomeowner seeking money damages from the insured builder for repairs to the home that
the builder agreed to build do not trigger the duty to defend or the duty to indemnify contained in

a standard CGL policy, because they do not allege an “occurrence” necessary to trigger the policy:

10 Copies of these four opinions are attached at Tabs 6 through 9 of Mid-Continent Casualty Company’s Brief

in Support of its Response to Plaintiff’s Motion for Partial Summary Judgment, which was filed with the Court on or
about November 3, 2003.

"Recall, also, that the Texas Supreme Court ruled that the Underlying Litigation can only be characterized as
abreach of contract. See Jim Walter, 711 S.W.2d at 618. CGL policies do not provide coverage for breach of contract
damages. Butler & Binion v. Hartford Lloyd’s Ins. Co., 957 S.W.2d 566 (Tex. App. — Houston [14™ Dist.] 1995, writ
dented). See also Gibson & Associates, Inc. v. Home Ins. Co., 966 F.Supp. 468 (N.D. Tex. 1997)(breach of contract
is outside the scope of CGL coverage and not an “occurrence”).

See Vesta Fire Ins. Co. v. Nutmeg Ins. Co., et al., Case No. A-00-CA-468-SS (W.D. Tex., September 29,
2003)(construing Texas law); and Mid Arc, Inc. v. Mid-Continent Cas. Co., Case No. A-03-CA-242-SS (W.D. Tex.,
February 24, 2004)(construing Texas law).
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The [Underlying Plaintiffs’] Petitions do not allege an "occurrence” within the
meaning of the various CGL policies because they complain of deficient and
substandard construction, not an accident. Although [the Underlying Plaintiff]
sued [the Underlying Defendants] for breach of contract, breach of warranty,
negligence, and negligent construction, their factual allegations are the contractors
failed to construct ... the apartment complexes in accordance with the construction
contracts and its implicit warranties ... This is not a complaint about an accident and
therefore no "occurrence" is alleged under the policies.

See Vesta, p. 20 (Emphasis added).

B. Fifth Circuit: claim for damages within scope of transaction are for damages
presumed foreseeable and do not constitute an “occurrence”

The opinions by Judge Sparks are consistent with Fifth Circuit authority, which recognizes
that parties may fail to perform an agreement and that damages that flow from éuqh a failure are not
covered by a CGL policy because they are presumed to have been in contexnplz;tion of the parties:

Direct (as opposed to consequential) damages that naturally flow from a breach

of contract are conclusively presumed to have been in the contemplation of the

parties _and may therefore constitute expected or intended damages. A
comprehensive general liability policy does not cover this cost of doing business.

Hartford Casualty Insurance Company v. Cruse, 938 F.2d 601, 604 (5th Cir. 1991) (emphasis
added).

1. Cruse: insured foundation repair service damaged entire existing house

The Fifth Circuit in Cruse found that a subcontractor who was hired by a homeowner to

provided foundation leveling services (only) to an existing house was entitled to defense and

possibly indemnity under a CGL policy when the homeowner sued the insured foundation

subcontractor alleging that its acts and omissions caused extensive damage to the entire existing

home. See Cruse, 938 F.2d at 604. Although the Court held that the carrier did owe a duty to defend
the foundation contractor because his work damaged the entire existing house, the Court went on to
specifically contrast the facts of Cruse from a claim limited to repairing or replacing the work that

the insured originally agreed to perform:
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Thus a contractor cannot recover from the insurer for ""his own failure to perform
his contract," but can recover for damage other than to his own work, whether or
not that work is defective. Eulich v. Home Indemnity Co., 503 S.W.2d 846, 849
(Tex.Civ.App. — Dallas 1973, writ refd nre.)...

The decisive issue here is definition of J & J's work product. The Cruses hired J
& J to perform foundation work...J & J performed work on the foundation only, not
the entire house, and this fact distinpuishes the present case from those cases
where the general contractor undertakes to construct or reconstruct an entire
structure, and damage is limited to that structure.

Cruse, 938 F.2d at 603-604: see also Stumph v. Dallas Fire Ins. Co., 34 S.W.3d 722 (Tex. App.
~ Austin 2000, no pet.)(claim for damage to cars parked in parking garage and struck by falling
concrete while insured was attempting to perform repairs to garage was “accident” or
“occurrence,” but claim for repairing concrete work insured originally agreed to perform was

not).

2. Federated: insured excavation subcontractor’s work damaged paving
subcontractor’s work

One additional Fifth Circuit case, and one additional federal district court case cited in
Lamar’s Motion, Grapevine andbRubalcava, involved subcontractors seeking defense and/or
coverage when their defective work caused damage to the work of other contractors. See Grapevine,
197 F.3d at 726; and E&R Rubalcava Const., Inc. v. Burlington Ins. Co., 147 F.Supp.2d 523,

526-527 (N.D. Tex. 2000).

Mid-Continent does not take issue with the holdings in Grapevine and Rubalcava to the
extent the courts determined — as the Fifth Circuit did in Cruse — that damage to “other” property
beyond the subject matter of the contract or transaction with the insured incurred and, thus, an
accident was found to have occurred. Grapevine, Rubalcava and Cruse all involved subcontractors
who damaged “other” persons or things beyond the work they undertook to perform, rendering

them distinguishable from the case at bar. Consequently, they offer no support for Lamar’s position,
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but instead clarify and demonstrate Mid-Continent’s position regarding the "occurrence” issue:

Case

Insured’s scope of work

Damage alleged in underlying
petition

Hartford Casualty
Insurance Company v.
Cruse, 938 F.2d 601,
604 (sth Cir. 1991).

Foundation service hired to
repair existing foundation:

“The Cruses hired J & J to perform
foundation work....J & J performed
work on the foundation only, not the
entire house, and this fact
distinguishes the present case from
those cases where the general
contractor undertakes to construct or
reconstruct an entire structure, and
ddmage is limited to that structure.”

Exceeded insured’s scope of work:

“The suit claimed damages for correcting
the defective foundation leveling... [and]
various other parts of the house.”

Federated Mutual
Insurance Company v.
Grapevine Excavation
197 F.3d 720 (5" Cir.
1999).

3

Excavation subcontractor
(GED:

“T&S, a general contractor, was
hired by Wal-Mart to construct a
parking lot at its store in Burleson,
Texas. T&S subcontracted with
GEI to perform excavation,
backfilling and compacting work in
connection with T&S's construction
of the lot.”

Exceeded insured’s scope of work:

“In August 1995, approximately six
months after GEI completed work on the
project, Wal-Mart discovered that the
select fill materials provided and installed
by GEI failed to meet specifications and,
as a result, had caused damage to the
work of T&S's paving subcontractor,
Moore Construction, Inc.”

E&R Rubalcava
Const., Inc. v.
Burlington Ins. Co.,
147 ¥ Supp.2d 523,

526-527 (N.D. Tex.
2000).

Foundation subcontractor:

“E & R Rubalcava Construction, Inc.

contracted with Goff Homes to
construct the foundations on such
homes. Goff Homes was sued by its
purchasers, and it in turn sued
Rubalcava...”

Exceed insured’s scope of work:
“Goff Homes' Original Petition, filed
May 20, 1998, also includes allegations
of substandard performance by
Rubalcava, which caused "major
structural defects ... which significantly
compromised the safety, sanitation and
serviceability of the houses."

Echoing its Cruse holding, the Fifth Circuit in Grapevine again distinguished between a
claim against the insured seeking only the costs to repair or replace the work the insured agreed to
perform (which is presumed foreseeable and, thus, not an accident) from a claim alleging that the

insured’s work damaged the work of another subcontractor (which is presumed unforeseeable and

13-
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unexpected, thus constituting an accident): ™

Furthermore, within this genre, courts have consistently held that damage wreaked
on the work product of a third party — as opposed to that of the insured — Is

presumed to have been unexpected and, therefore, constitutes an accident or an
occurrence.

See Grapevine, 197 F.3d at 725 (emphasis added).

The Underlying Litigation is the contrasting example in Grapevine and Cruse, in which the
DiMares seek money damages to repair the very structure that Lamar agreed to build and that Lamar
sold to them. Lamar is the contrasting example of the insured who is not entitled to defense or
coverage in the case brought by the DiMares, because the DiMares only complain about the home
built by Lamar and seek costs to repair it. Thus, the damages sbught are “presumed” foreseeable and

the claim does not allege an “occurrence.” See Cruse, 938 F.2d at 604.

C. State authority: Hartrick and Devoe — claim to repair defects in home that
builder agreed to build does not allege an “occurrence”

In Hartrick, an insured builder sought coverage from its general liability carrier when it was
sued by a homeowner seeking repair costs to repair defects in the home built by the insured, similar
to the Underlying Litigation. See Hartrick, 62 S.W.2d at 276.

The First Court of Appeals in Hartrick stated that:

It is undisputed that Hartrick and Cathey sued and recovered only from Claremont
and that recovery was premised on Claremont's faulty and defective workmanship
and resulting damage to Hartrick's and Cathey's house . . . As determined in the
underlying case, Claremont's voluntary and intentional conduct here was its Jailure
to comply with the implied promises imposed on Claremont as a matter of law as a
home builder, by not preparing the soil properly and not constructing the foundation
properly . .. An injury that results from voluntary and intentional conduct is not an
"accident" and, therefore not an "occurrence,” merely because the insured . . . did not
intend the result.

PThe Fifth Circuit in Grapevine was not faced with the argument that the damage in question was economic
damage, instead of “property damage” required to trigger a CGL policy.
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See Hartrick, 62 S.W.2d at 276, 277. (Emphasis added).

The facts of this case closely parallel Hartrick. Indeed, the "voluntary and intentional
conduct" considered by this Court in Hartrick was essentially identical to the conduct alleged by The
DiMares (i.e., building a home defectively). In Hartrick, the alleged conduct was: (1) not
performing services in a good and workmanlike manner, or (2) selling a home that was not suitable
for habitation. See Hartrick, 62 S.W.3d at 277. Like the underlying plaintiff in Hartrick, The
DiMares allege that their home was not constructed in a good and workmanlike manner, that the
home has substantial construction defects, and that the home is not of proper quality. See Hartrick,

62 5.W.3d at 277; and The DiMares’ Original and First Amended Petitions. Hartrickis directly on

point. There is no "occurrence.”

Devoe also mandates that there is no duty to defend in a construction defect case. In Devoe,
the Court rejected the argument that "shoddy workmanship" can be considered to be an "accident"

and an "occurrence”:

The damages complained of by the Devoes concentrate on Tri-Mark’s defective
construction. While the Devoes' allegations are to be liberally construed, we are not
obligated to imagine factual scenarios that could potentially bring the claim within
the policy limits. [Citation omitted]. They do not allege any event or series of
events that could be construed as an accident. The Devoes home was constructed
over a period of time as a voluntary and intentional act by the insured, and the alleged
deficient and substandard construction did not constitute an accident or an occurrence
under the plain meaning rule even if the resulting, poorly constructed home was
unexpected, unforseen, or unintentional by the insured.

Devoe, 50 S.W.3d at 572. (Emphasis added).

D. Additional Texas federal district court authority: no occurrence when plaintiff
seeks replacement or repair of work insured originally agreed to perform

1. Northern District

Five (5) recent decisions from the Northern District of Texas support one or both of Mid-
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Continent’s positions in this case.

Judge McBryde held in Jim Johnson that a claim by a homeowner seeking repair costs from
an insured builder to fix defects in the home the builder agreed to build does not trigger the duty to
defend or the duty to indemnify in a standard CGL policy, because they do not constitute an
“occurrence” for purposes of the policy, citing Hartrick and Devoe. Jim Johnson, 244 F.Supp.2d
at 716. The Court in Jim Johnson held that “the better reasoned authorities” hold that there is no
“property damage” caused by an “occurrence” in a construction defect case, and therefore no duty

to defend. Jim Johnson, 244 F.Supp.2d at 715. The Court stated:

The [Underlying Plaintiffs ’} complaint is that [the contractor] did not do what he had
contracted to do in the construction of their home. The construction work went on
over a period of time, and a fair inference from the [Underlying Plaintiffs’]
allegations . . . is that the things about which they are complaining were done
voluntarily and intentionally by [the homebuilder]. [The Underlying Plaintiffs] are
complaining of deficient and substandard construction, not an accident or occurrence.

The Court further stated that:

[TThere is no reading of Hartrick or any other Texas court decision the court has
found that reasonably would lead to a conclusion that the mere characterization ...
that a contractor’s failure to properly perform a building contract was negligent is
sufficient to convert claims based on breach of express and implied covenants and
warranties in a building contract into a claim for recovery of property damages
caused by an accident within the meaning of a liability insurance policy . . .

Conclusory allegations of negligence . . . cannot serve to overcome the specific

Jacts ... when, as here, those facts quite clearly demonstrate the real complaint is

that [the homebuilder] did not live up to his contractual obligations to build their

house properly . . .
Jim Johnson, 244 F.Supp.2d at 716 (emphasis added); See also Dal-Tile Corp. v. Zurich American
Ins. Co., 2004 WL 414900 (N.D. Tex. Feb. 2, 2004)(claims for repair and/or reconstruction of
construction defects do not allege “bodily injury” or “property damage” arising from an “occurrence”
and are therefore not covered by CGL policies; such claims must be dismissed on summary

judgment); Acceptance Ins. Co. v. Newport Classic Homes, Inc., 2001 WL 1478791 (N.D. Tex.
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Nov. 19, 2001)(no "occurrence” in a construction defect case; allegations of "negligent
construction” are insufficient to state an "occurrence"); Accord, Fritz Industries, Inc. v. Wausau
Underwriters Ins. Co., 2004 W.L. 396258 (N.D. Tex. Jan. 26, 2004) and Tealwood Construction,
Inc. v. Scottsdale Ins. Co., 2003 W.L. 22790856 (N.D. Tex. Nov. 19, 2003).

2. Southern District

The Honorable Nancy Atlas in the Southern District has held that construction defects do not
constitute an "occurrence" even when the petition contains allegations labeled as "negligent
construction.” See Malone v. Scottsdale Ins. Co., 147 F.Supp.2d 623 (S.D. Tex. 2001)(a broad
form CGL policy does not insure a contractor for faulty workmanship). In Malone, Judge Atlas
examined allegations regarding a faulty remodeling job and found that the insurer had no duty to
defend or indemnify its insured because the facts alleged in the petition were insufficient to state an
occurrence. Malone, 147 F.Supp.2d at 627-28, 630.

Judge Atlas held that there was no coverage for defective construction and specifically noted
that the “fact that the [petition] alleges ‘negligent’ construction of improvements to real property
does not alter this conclusion.” Malone, 147 F Supp.2d at 628.

E. Lamar’s reliance on “Orkin line” of cases misplaced

Lamar is urging this Court to evaluate or determine whether or not Lamar “intended” to build
the DiMares house with defects, citing in support of its urging the Texas Supreme Court’s opinion
in Orkin, and the “line” of cases following Orkin. Indeed, Lamar cites the “Orkin line” of cases for

the proposition that “a covered ‘occurrence’ exists in negligence/construction defect cases.”!*

14Notwithstanding the fact that (after Orkin) the Texas Supreme Court has repeatedly held that allegations
of negligence do not constitute an “occurrence” because it is the facts alleged in the underlying pleading, not the
legal theories asserted, that determine whether or not there is coverage under the policy and/or a duty to defend.
See Trinity Universal Ins. Co. v. Cowan, 945 S.W.2d 819, 829 (Tex. 1997); National Union, 939 S.W.2d at 142; and
Griffin, 955 S.W.2d at 83.
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In Orkin, an exterminating company insured was hired to eradicate pests that were causing
damage to milled rice stored in a warehouse.” 1In its efforts to eradicate the pests, the insured
exterminating service damaged rice stored in the warehouse. The warehouse owner sued, alleging
damage to the rice stored in the warehouse. The court found that the damages for which the insured
was held liable were caused by an accident, because the damages caused were “undesigned and
unexpected.”'¢

Significantly, Orkin did not: a) involve damage to anything the insured agreed to build or
provide, but instead involved damage the insured caused to something else that was present on the
premises of the underlying plaintiff before the insured ever arrived or contracted with the plaintiff;
b) merely involve claims for repairing or replacing the very structure or product that the insured
agreed to build, but instead involved damage to other property.”” Put another way, Orkin did not
involve damages that were within the scope of the transaction (i.e., repairs to the structure the
insured agreed to build) that are presunied foreseeable and presumed in contemplation of the parties,
but instead involved damages that were not presumed foreseeable prior to the insured engaging in
work on the plaintiff’s premises.

Lamar cites three (3) federal district court cases (the “Orkin line” of cases) that were
incorrectly decided because the theories of recovery controlled over the factual allegations. See
Great American Ins. Co. v. Calli Homes, 236 F.Supp.2d 693 (S.D. Tex. 2002); Luxury Living, Inc.

v. Mid-Continent Casualty Co., 2003 W.L. 22116202 (S.D. Tex. 2003); and First Texas Homes, Inc.

" The underlying facts are recited in greater detail in the Court of Appeals opinion at 400 S.W.2d 20,23 (Tex.

Civ. App. - Houston 1966), rev’d at Massachusetts Bonding and Insurance v. Orkin Exterminating, 416 S W .2d 396
(Tex. 1967).

"The issue of economic versus property damage was not before the court or raised by any party in Orkin.

Y Orkin s, in fact, consistent with Cruse. Both jobs went awry (exterminating pests; leveling foundation)
resulting in damage to something else (rice harvest; entire existing house).
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V. Mid—Conﬁnent Cas. Co., 2001 WL 238112 (N.D. Tex. March 7, 2001).

The courts in Calli Homes (Judge Rosenthal) and Luxury Living (Magistrate Crone)
incorrectly focused on negligence causes of action, instead of the factual allegations supporting those
claims, and concluded that an “occurrence” was present simply because the underlying plaintiffs
included labels of “negligence” as causes of action or theories of recovery.'® Similarly, First Texas
Homes (Magistrate Kaplan) is another case in which the court erroneously focused on a label of
“negligent workmanship,” instead of any factual allegations supporting the label, to find an

“occurrence.”!”

I The Vast Majority of Jurisdictions that Have Considered Both of Mid-Continent’s

Arguments (no "occurrence" and no "property damage") Have Adopted One or Both
of Them

Thirty-two (32) states have adopted one or both of the primary arguments raised above —
faulty workmanship allegations do not constitute an "occurrence/accident” and/or repair costs are

not "property damage" — in construction related coverage cases. See, e.g., U.S. Fire Ins. Co. v.

18Likewisc, the Court in CU Lloyd’s of Texas v. Main Street Homes, Inc., 79 S.W.3d 687 (Tex. App. — Austin
2002, no pet.) based its decision, at least in part, on the premise that a general contractor in a construction defect case
is a ‘tortfeasor’ and held that a duty to defend existed because of an allegation of ‘negligence’. Significantly, the insurer
in CU Lloyd’s failed to raise the argument that the damages complained of amounted merely to a request to replace or
repair what the insured agreed to build and were, therefore, presumed foreseeable. Instead, it appears that the parties
in CU Lloyd’s actually suggested that the trial and appellate courts evaluate whether the damages were foreseeable from
the standpoint of the insured, instead of recognizing that those damages were presumed foreseeable as a matter of law.

Further, the factual allegations made in each of these cases (even if assumed true) amounted to breach of
contract claims and did not constitute negligence, per Jim Walter Homes (when homeowner seeks money damages to
repair defects in the house sold by builder, the claim does not constitute a claim for negligence). In other words, although
the courts should have focused on determining whether “property damages” caused by an “accident” had been alleged

(instead of looking for a “negligence” label), the conclusions reached reward creative labeling and effectively missed
the mark twice.

" Of these cases, only Luxury Living addressed the economic damage argument Mid-Continent urges in this
case. Magistrate Crone rejected the argument and her opinion — which cites no case law in support of her property
damage holding — conflicts with the state authorities listed above, as well as two Northern District opinions. See
Gibson, 966 F.Supp. at 474 (“Texas law, however, does not recognize economic damages as coming within the definition
of "property damages" contained in standard liability insurance policies.”), citing Kessler, Houston Petroleum, Terra
and Nutmeg; and Nutmeg Ins. Co. v. Pro-Line Corp., 836 F. Supp. 385, 388-389 (N.D. Tex. 1993 )(under Texas law,
“economic loss” is not “property damage” under a general liability policy, and thus insurer had no duty to defend).
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Colver, 600 P.2d 1 (Alaska 1979); United States Fidelity & Guaranty Corp. v. Advance Roofing &
Supply Co., Inc., 788 P.2d 1227 (Ariz. 1989); State Farm Fire and Casualty Co. et al. v. Superior
Court, 264 Cal.Rptr. 269 (Cal. Ct. App. 1989); Union Insurance Co. v. Kjeldgaard, 820 P.2d 1183
(Colo. Ct. App. 1991); Charles E. Brohawn & Bros., Inc. v. Employers Commercial Union
Insurance Co., 409 A.2d 1055 (Del. 1979); LaMarche v. Shelby Mutual Insurance Co., 390 So.2d
325 (Fla. 1980); Sapp v. State Farm Fire & Cas. Co., 486 S.E. 2d 71 (Ga. Ct. App. 1997); Millers
Mutual Fire Insurance Co. of Texas v. Ed Bailey, Inc., 647 P.2d 1249 (Idaho 1982); Indiana
Insurance Company v. Hydra Corp., 615 N.E2d 70 (Ill. App. Ct. 1993); Indiana Insurance
Company v. DeZutti, 408 N.E.2d 1275 (Ind. 1980); Pursell Construction, Inc. v. Hawkeye-Security
Ins. Co., 596 N.-W .2d 67 (Iowa 1999) Standard Fire Insurance Company v. Chester-O’Donley &
Assoc., Inc., 972 SW.2d 1 (Tenn. Ct. App. 1998)(applying Kentucky law); Swarts v. Woodlawn,
Inc., 610 So.2d 888 (La. Ct. App. 1992); Woodfin Equities Corp. v. Hartford Mutual Ins. Co., 678
A.2d 116 (Md. Ct. Spec. App. 1996); Davenport v. United States Fidelity & Guaranty Co., 778

N.E.2d 1038 (Mass. App. Ct. 2002)(unpublished opinion); Hawkeye-Security Insurance v. Véctor
| Construction Co., 460 N.W.2d 329 (Mich. Ct. App. 1990); Knutson Construction Company v. St.
Paul Fire and Marine Ins. Co., 396 N.W.2d 229 (Minn. 1986); Hawkeye-Security Insurance
Company v. Davis, 6 SSW.3d 419 (Mo. Ct. App. 1999); Mapes Industries, Inc. v. United States
Fidelity and Guaranty Co., 560 N.W.2d 814 (Neb. 1997); McAllister v. Peerless Ins. Co.,474 A.2d
1033 (N.H. 1984); Weedo v. Stone-E-Brick, Inc., 405A.2d 788 (N.J. 1978); George A. Fuller
Company v. United States Fidelity and Guaranty Company, 613 N.Y.S.2d 152 (N.Y. App. Div.
1994); Hobson Construction Company, Inc. v. Great American Ins. Co., 322 S.E.2d 632 (N.C. Ct.
App. 1984); Heilev. Herrman, 736 N. E. 2d 566 (Ohio Ct. App. 1999); Dodson v. St. Paul Ins. Co.,

812 P. 2d 372 (Okla. 1991); Solcar Equipment Leasing Corp. v. Penn. Manuf. Assoc. Ins. Co., 606
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A.2d 522 (Pa. Super. Ct. 1992); Century Indemnity Co. v. Golden Hills Builders, Inc., 561 S.E. 2d
355 (S.C. 2002); Vernon Williams & Son Construction v. The Cont’l Ins. Co., 591 S.W. 2d 760
(Tenn. 1979); Nova Casualty Co. v. Able Const. Inc., 983 P.2d 575 (Utah 1999); Aetna Casualty and
Surety Co. v. M & S Industries, Inc., 827 P.2d 321 (Wash. Ct. App. 1992); Erie Insurance Property
and Casualty Co. v. Pioneer Home Improvement, Inc., 526 S.E.2d 28 (W. Va. 1999); and Vogel v.
Russo, 613 N.W. 2d 177 (Wis. 2000).

An additional ten (10) states have adopted one or both arguments in coverage cases that did
notinvolve allegations of defective construction. American States Ins. Co. v. Martin, 662 So.2d 245
(Ala. 1995); Western Exterminating Company v. Hartford Acc. and Indem. Co., 479 A.2d 872 (D.C.
1984); Hawai'ian Holiday Macadamia Nut Co., Inc. v. Industrial Indemnity Co., 872 P.2d 230
(Haw. 1994); Bush v. Shoemaker-Beal, 987 P.2d 1103 (Kan. 1999); L. Ray Packing Company v.
Commercial Union Ins. Co. ,469 A.2d 832 (Me. 1983); United States Fidelity & Guaranty Company
v. Omnibank, 812 So.2d 196 (Miss. 2002); Graber v. State Farm Fire and Casualty Co., 797 P.2d
214 (Mont. 1990); Kyllo v. Northland Chemical Co., 209 N.W.2d 629 (N.D. 1973); Temco Metal
Products Co, v. St. Paul Fire & Marine Ins. Co., 543 P.2d 1 (Or. 1975); and Haugan v. The Home
Indem. Co., 197 N.W. 2d 18 (S.D. 1972).

Finally, at least eight (8) federal circuits have adopted at least one of these positions. See, e.g.,

Jakobson Shipyard, Inc. v. Aetna Casualty & Surety Co., 961 F.2d 387 (2nd Cir. 1992);

McDowell-Wellman Engineering Co. v. Hartford Accident & Indemnity Co., 711 F.2d 521 (31d Cir.
1983); Mitchell, Best & Visnic, Inc. v. Travelers Property Cas. Corp., 35 Fed. Appx. 75 (4 th Cir.
2002); ACS Construction Co., Inc. v. CGU f/k/a General Accident Ins. Co., 332 F3d 885 (Sth Cir.
2003)(Miss. law); Ohio Casualty Ins. Co. v. Bazzi Const. Co., Inc., 815 F. 2d 1146 ('7th Cir. 1987);
Norwalk Ready Mixed Concrete, Inc. v. Travelers Ins. Cos., 246 F.3d 1132 (Sth Cir. 2001); Ross

Island Sand & Gravel Co. v. General Ins. Co. of America, 472 F. 2d 750 (9th Cir. 1973); and
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Hartford Accident & Indemnity Co. v. Pac. Mut. Life Ins. Co., 861 F.2d 250 (10th Cir. 1988).

All of these authorities support Mid-Continent’s position that there is no “occurrence” and no
“property damage,” even when there are claims labeled "negligence" in the underlying suit and a
claim for repair costs to the home.

IVY. The Scorecar

A. Cases supporting one or both of Mid-Continent’s positions
The following coverage decisions in construction cases support one of both of Mid-
Continent’s positions and are attached to Mid-Continent’s Supplemental Appendix:*°

Vesta — Western District: no duty to defend or indemnify builder because no “occurrence”
alleged by homeowner seeking repairs to house sold by builder;

Mid Arc — Western District: no duty to defend or indemnify insured builder because no
“occurrence” alleged by homeowner seeking repairs to house sold by builder;

Mittlestadt — Fort Worth Court of Appeals: “economic damage” is not “property damage;”

Jim Johnson — Northern District: no duty to defend or indemnify builder because no
“occurrence” alleged by homeowner seeking repairs to house sold by builder;

Dal-Tile — Northern District: no duty to defend tile manufacturer; no “property damage”
triggering CGL policy alleged by general contractor alleging material supplied was defective;

Tealwood — Northern District: no duty to defend or indemnify insured builder because no
“occurrence” alleged by homeowner seeking repairs to house sold by insured;

Fritz — Northern District: no duty to defend or indemnify tile supplier because no
“occurrence” alleged when claimant sought replacement of defective materials;

Newport Classic Homes — Northern District: no “occurrence” in a construction defect
case; allegations of “negligent construction” are insufficient to state an "occurrence");

Malone — Southern District: no duty to defend or indemnify builder because no
“occurrence” alleged by homeowner seeking repairs to house sold by insured;

20Copies ofthe opinions from Jim Walter Homes and Mittlestadt are attached to Mid-Continent’s Supplemental
Appendix at Tabs 4 and 5; the remaining “economic damage” coverage cases relied upon by Mid-Continent are attached
at Tabs 6 through 9 to Mid-Continent’s Brief in Support of its Response to Plaintiff’s Motion for Partial Summary
Judgment, which was filed with the Court on or about November 3, 2003.
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Cruse — Fifth Circuit: insured foundation repair company damaged entire existing house
and, thus, “occurrence” alleged,;

Federated — Fifth Circuit: insured excavation subcontractor’s work damaged work of
paving subcontractor and, thus, “occurrence” alleged,

Rubalcava — Northern District: foundation subcontractor caused structural damage to house
and, thus, “occurrence” alleged;

Hartrick — Houston Court of Appeals (1% District): no duty to defend or indemnify insured
builder because no “occurrence” alleged;

Devoe — Austin Court of Appeals: no duty to defend or indemnify insured builder because
no “occurrence” alleged.

Additionally, forty (40) cases cited above from other jurisdictions support Mid-Continent’s

occurrence and/or economic damage position in construction defect contexts.

B. Cases supporting Lamar’s “occurrence” position:
C.U. Lloyds — Austin Court of Appeals;

Calli Homes — Southern District;

Luxury Living — Southern District; and

First Texas Homes — Northern District.

Lamar also cites one case from Kansas supporting its position, attached as Exhibit 15 to the

previously filed Affidavit of Kevin Childs.

V.

Lamar Is Not Entitled to Article 21.55 Damages
Lamar’s claims for alleged violations of Article 21.55 also fail as a matter of law because:

a. When an insured’s claims for defense and coverage fail as a matter of law, then
claims for insurance code violations based on the same claims fail also; and

b. Axticle 21.55 of the Texas Insurance Code does not apply to a claim for a claim for
alleged breach of the duty to defend contained in a third-party CGL insurance policy,
but instead only provides relief for wrongful denial of first party insurance policy
claims (i.e., health insurance or homeowners policy).

KNLELAMAR HOMES\Supplemental.Briefing. wpd -23-



The Texas Supreme Court has held that an insured may not recover on a claim for alleged
insurance code violations if the Court has determined that the claims at issue were not covered.
Allstate Insurance Company v. Bonner, 51 S.W.3d 289, 292 (Tex. 2001). Because Mid-Continent
has established as a matter of law that Lamar’s claims for defense and coverage fail as a matter of
law above, Lamar’s claims asserted pursuant to 21.55 of the Texas Insurance Code fail also.

Furthermore, Article 21.55 does not provide a cause of action or claim for relief to an insured
seeking a defense (or reimbursement of defense costs) under a CGL policy, because a CGL policy
is a third-party liability policy and is not a first-party insurance policy (i.e., health insurance policy,
homeowner’s policy). See TIG Ins. Co. v. Dallas Basketball, Ltd., 129 S.W.3d 232, 239-240 (Tex.
App. — Dallas 2004, no pet.). Instead, Article 21.55 applies only to purported wrongful denial of
a first-party insurance claim for money to be paid directly to the insured or beneficiary. See TIG, 129
S.W.3d at 239-240. A claim by an insured for defense under a CGL policy — like Lamar makes
here — is not a claim under a first-party policy, but rather is a common law claim for breach of
contract. See TG, 129 S.W.3d at 239-240;

PRAYER

WHEREFORE, PREMISES CONSIDERED, Mid-Continent Casualty Company
respectfully prays that this Court grant its Motion for Final Summary Judgment and deny Plaintiff’s
Motion for Partial Summary Judgment and grant such other and further relief, both legal and

equitable, to which Mid-Continent Casualty Company may be entitled.
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IN THE UNITED STATES DISTRICT COURT
FOR THE WESTERN DISTRICT OF TEXAS
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MID-CONTINENT CASUALTY COMPANY, H

Plaintiff T —
-Vs- Case No. A-05-CA-182-SS
DANESHJOU COMPANY, INC., M.B. DANESHJOU,
SANDRA BULLOCK and JOHN W. BULLOCK, COR PLE
INDIVIDUALLY AND AS TRUSTEE OF THE BAND ATY
AID TRUST, LR

Defendants ' HB

ORDER

Before the Court are Defendants, Sandra Bullock and John W. Bullock, Individually and as
Trustee of the Band-Aid Trust's Motion to Dismiss and Substitute Parties, filed October 18, 2005
[#13]; Plaintiff Mid-Continent Casualty Company's Response to Defendants, Sandra Bullock and
John W. Bullock, Individually and as Trustee of the Band-Aid Trust's Motion to Dismiss and
Substitute Parties, and supporting Appendix, filed October 28, 2005 [#15]; Defendants, Sandra
Bullock and John W. Bullock, Individually and as Trustee of Band-Aid Trust's Reply to Plaintiff Mid-
Continent’s Response to Motion to Dismiss and Substitute Parties, filed November 14, 2005 [#23];
Bullock Interests’ Counsel's Report of Production of Correspondence and Photographs Pursuant
to Court's Order, filed December 6, 2005 [#34]; Defendants M.B. Daneshjou, Daneshjou Company,
Inc., and Sally Daneshjou Motion and Notice of Motion to Dismiss énd Alternative Motion o Stay,
filed December 21, 2005 [#39]; Mid-Continent Casualty Company's Motion for Final Summary
Judgment, and supporting Appendix, filed December 22, 2005 [#40 & #41]; Bullock Interests’
Counsel's Notice of Absence of Objection, filed December 28, 2005 [#44]; Mid-Continent Casualty
Company’s Request to Rule on Mid-Continent's Summary JudgmentFirst, filed December 29 2005

[#46], Mid-Continent’s Response to the Daneshjou’s Motion to Dismiss and Alternative Motion to

Stay, and supporting Appendix, filed January 3, 2006 [#53]; Defendants, Sandra Bullock and John
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W. Bullock, Individually and as Trustee of the Band-Aid Trust's Memorandum in Response to
Plaintiff's Motion for Summary Judgment, filed January 13, 2006 [#55], Daneshjou Company, inc.,
M.B. Daneshjou and Sally Daneshjou’s Response to Mid-Continent Casualty Company’s Motion
For Final Summary Judgment, filed January 13, 2006 [#56]; Defendants, Sandra Bullock and John
W. Bullock, Individually and as Trustee of the Band-Aid Trust's Motion to Dismiss Counterclaim,
filed January 17, 2006 [#58]; Supplement to Defendants, Sandra Bullock and John W. Bullock,
Individually and as Trustee of the Band-Aid Trust's Memorandum in Response to Plaintiff's Motion
for Summary Judgment, filed January 17, 2006 [#59]; and Mid-Continent Casualty Company's
Reply to the Daneshjou Parties’ Response to Mid-Continent Casualty Company's Motion For
Summary Judgment, filed January 27, 2006 [#60]. Having considered the motions, responses and
replies thereto, the case file as a whole and the applicable law, the Court enters the following
opinion and orders.
I. Background

Plaintiff Mid-Continent Casualty Company ("MCC") filed this action against Defendants the
Daneshjou Company, Inc. (‘DCI"), M.B. Daneshjou, Sally Daneshjou (collectively the “Daneshjou
Defendants”), Sandra Bullock and John Bullock, individually and as trustee of the Band-Aid Trust
(collectively the “Bullock Defendants”).

MCC issued a series of insurance policies covering DCI, specifically: (1) a commercial
general liability policy, number 04-GL-00041922, effective September 29, 2000 through September
29, 2001; (2) an excess policy, number X$116590, effective March 26, 2001 through March 26,
2002; (3) a commercial general liability policy, number 04-GL-000062812, effective September 29,
2001 through March 26, 2002; (4) a commercial general liability policy, number 04-GL-000094009,
effective June 20, 2002 through June 20, 2003; and (5) a commercial general liability palicy,

number 04-GL-000118910, effective June 20, 2003 through June 20, 2004 (the “Policies”). The
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core issue involved in this lawsuit is the extent of coverage provided by the Policies. MCG seeks
a declaration for the Court that it did not have a duty to defend or indemnify DCl or M.B. Daneshjou
in connection with certain litigation.

Specifically, the question of insurance coverage arises from a lawsuit commenced in Travis
County, Texas on June 21, 2001 (the “Underlying Litigation”) by DCI. By way of the Underlying
Litigation, DCI sought payments under a construction contract and change orders related to the
construction of a residence for Sandra Bullock. The Bullock Defendants counterclaimed, asserting
DCland M.B. Daneshjou had improperly constructed the residence and had committed fraud. The

_underlying litigation eventually resulted in a jury verdict, with a final judgment exceeding $7.94
million. MCC subsequently filed this suit requesting a declaratory judgment establishing there was
no duty to indemnify or provide coverage to any of the defendants under the Poﬁcie-s'

The parties have now filed motions and pleadings seeking a variety of relief. The Bullock
Defendants have filed a motion to dismiss, asserting they are not proper partieé to this action, and
seeking substitution of Sally Daneshjou in their place. They have also filed a motion to dismiss the
counterclaim they previously asserted against Plaintiff.

The Daneshjou Defendants have filed a motion to dismiss, arguing Plaintiff has failed tojoin
an indispensable party, Alternatively, they maintain this action should be stayed pursuant to
several federal abstention doctrines.

Plaintiff MCC has filed a motion for summary judgment as to all of their claims against the
Defendants. They have also requested the Court rule on their motion for summary judgment
before considering the motions of the other parties.

The parties have filed responsive pleadings and the matters are now ripe for determination.
Because a ruling on the motion might render the requests of the other parties moot, the

undersigned will address the Daneshjou Defendants’ request for abstention first.
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Il. Daneshjou Defendants’ Motion to Stay/Abstain

The Daneshjou Defendants have asked this Court to abstain from hearing this case or,
alternatively, stay this action in favor of a case currently pending in Texas state court. According
to the Daneshjou Defendants, Truck Insurance Exchange (“Truck”) filed suit in September 2005
in Texas state court against MCC (the “State Action”). Truck asserts it provided a defense to DCI
and M.B. Daneshjou in the Underlying Litigation under a commercial general liability policy, Truck
further asserts, despite tendering those claims to MCC for coverage and indemnification, MCC
refused o participate in defense of the Underlying Litigation. By way of the State Action, Truck
seeks a declaration that MCC had a duty to defend and breached the duty by failing to participate
in the Underlying Litigation. Truck seeks both declaratory relief and unspecified maoney damages.
(Daneshjou Def. Mot. to Dism. Ex. A). In November 2005 the Daneshjou Defendants filed
pleadings in the State Action, seeking to intervene based on their assertion MCC owed a duty to
defend them in the Underlying Litigation. (ld. Exs. B & C).

The Daneshjou Defendants maintain, because the State Action concems the same issues
raised in this action, this Court's litigation of the matter would be unnecessarily duplicative.
Accordingly, they seek a stay or dismissal of this action under several abstention doctrines.

Before turning to the merits of the application of each doctrine, the undersigned notes, as
a general rule, federal courts have a "virtually unflagging obligation" to exercisé the jurisdiction
given them. Bank One, N.A. v. Boyd, 288 F.3d 181, 184 (5th Cir. 2002) (abstention is the
exception, not the rule). However, a federal court may stay or dismiss a case in favor of a
concurrent state court proceeding in "extraordinary and narrow" circumnstances. Murphy v. Uncle
Ben's, Inc., 168 F.3d 734, 737 (5th Cir. 1998). The court must base the decision on considerations

of "[wlise judicial administration, giving regard to conservation of judicial resources and
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comprehensive disposition of litigation.” Colorado River Water Conservation Dist. v. United States,
424 U.S. 800, 813, 96 S. Ct. 1236, 1236 (1976).

Defendants first argue this Court should abstain from hearing this action under the
abstention doctrine recognized in Burford v. Sun Qi Company, 319 U.S. 315, 63 S. Ct. 1098
(1943). Under Burford, a federal court may abstain from interfering with the proceedings or orders
of state administrative agencies in favor of available timély and adequate state-court review: M
when there are difficult questions of state law bearing on policy problems of substantia import
whose importance transcends the result in the case at bar; or (2) where the exercise of federal
review of the questions in a case and in similar cases would be disruptive of state efforts to
establish a coherent policy with respect to a matter of substantial public concern. Quackenbush
v. Allstate Ins. Co., 517 U.S. 708, 726-27,116 S.Ct. 1712, 1726 (1896); St. Paul Ins. Co. v. Trejo,
39 F.3d 585, 588 (5th Cir. 1994),

Burford abstention is to be applied only sparingly. See Holden v. Connex-Metalna Mgmt.
Consulting GmbH, 302 F.3d 358, 363 (5th Cir. 2002) (Burford abstention doctrine acts as narrow
exception to rule that federal courts have strict duty to exercise jurisdiction conferred by Congress).
Moreover, as MCC pdints out, Burford abstention is properly applied where there is a
comprehensive state regulatory scheme and corresponding administrative proceeding or order.
See New Orleans Pub. Serv., Inc. v. Council of City of New Orleans, 491 U.S. 350, 361, 109 S. Ct.
2506, 2514 (1988) (When Burford criteria are met federal court “must decline to interfere with the
proceedings or orders of state administrative aéencies"); Webb v. B.C. Rogers Poultry, Inc., 174
F.3d 697, 700 (5th Cir. 1998) (Burford abstention doctrine allows federal court to abstain from
exercising its jurisdiction in deference to complex state administrative procedures); Williamson v.
Guadalupe County Groundwater Conservation Dist., 343 F. Supp. 2d 580, 595 ((W.D. Tex. 2004)
(Burford is concerned with protecting complex state administrative processes from undue federal
influence). The Daneshjou Defendants assert this case falls within the ambit of Burford abstention
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because the states are responsible for insurance regulation. See Barnhardt Marine Ins., Inc. v.
New England Int! Sur., Inc., 961 F.2d 529, 530 (5th Cir. 1992) (applying Burford abstention in favor
of case pending in state court filed by state Commissioner of Insurance for liquidation of insurer).
This action does not, however, involve an issue of regulation of the insurance industry. Rather, it
simply involves question of insurance contract interpretation. Accordingly, the tundersigned
concludes Burford abstention is not appropriate here.

The Daneshjou Defendants also argue this Court should abstain from exercising jurisdiction
or stay this action under the doctrines announced by the Supreme Court in Colorado River and
Brillhart v. Excess Ins. Co., 316 U.S. 491,62 S. Ct. 1173 (1842). Brillhart abstention is applicable
to declaratory judgment actions. Southwind Aviation, Inc. v. Bergen Aviation, Inc., 23 F.3d 948,
950 (5th Cir. 1994); In contrast, when coercive relief is requested, the trial court must apply the
standards enunciated in Colorado River. /d. at 951. The Fifth Circuit has repeatedly held when
parties seeks both injunctive and declaratory relief, the propriety of abstention must be assessed
solely under the doctrine of Colorado River. Black Sea Inv., Ltd. v. United Heritage Corp., 204 F .34
647, 652 (5th Cir. 2000); Southwind Aviation, 23 F.3d at 951: PPG Indus., Inc. v. Continental Oif
Co., 478 F.2d 674, 679 (5th Cir, 1 973). Although Plaintiff here has sought only declaratory relief,
the Daneshjou Defendants have asserted several counterclaims, including claims for monetary
damages resulting from breach of contract, the Texas Deceptive Trade Practices Act and violations
of the Texas Insurance Code. Accordingly, abstention under Brillhart is not appropriate here.

Colorado River abstention is limited to cases involving "exceptional circumstances.”
Colorado River, 424 U.S. at 818, 96 S. Ct. at 1246. The Supreme Court has identified six factors
relevant to determining whether exceptional circumstances exist permitting abstention: &)
assumption by either court of jurisdiction over a res; (2) the relative inconvenience of the forums;
(3) the avoidance of piecemeal litigation; (4) the order in which jurisdiction was obtained by the
concurrent forums; (5) whether and to what extent federal law provides the rules of decision on the

6
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merits; and (6) the adequacy of the state proceedings in protecting the rights of the party invoking
federal jurisdiction. Wilton v. Seven Falls Co.,515U.8. 277, 285-86, 115 S. Gt. 2137, 2142 (1985).
No single factor is determinative. Snap-On Tools Corp. v. Mason, 18 F.3d 1261, 1264 (5th Cir.
1994).

Here, most of the factors either are neutral or weigh against abstention. This case does not
involve any res or property. See Black Sea, 204 F.3d at 650-51 (absence of this factor weighs
against abstention); Murphy v. Uncle Ben's, Inc., 168 F.3d 734, 738 (5th Cir. 1999) (same). Both
courts are located in Austin, Texas, mere blocks from one another. Thus, the issue of convenience
isirrelevant. Murphy, 168 F.3d at 738 (factor inapplicable where federal and state court suits both
in south Texas). This case and the State Action involve the same parties and the same issue,
whether the Policies issued by MCC mandated coverage and defense of the Underlying Litigation.
The lawsuits are, thus, duplicative, not piecemeal. See Evanston Ins. Co. v. Jimeo, Inc., 844 F.2d
1185, 1192 (5th Cir. 1988) {prevention of duplicative litigation not factor to be considered in
abstention determination). Although the instant case involves only issues of state law and plaintiffs
may enforce their rights in state court, those factors do not weigh in favor of abstention. See
Evanston, 844 F.2d at 1193 (absence of federal law issue does not counsel in favor of abstention).
Finally, the order in which jurisdiction was obtained by the concurrent forums also weighs against
abstention. The State Action was filed in September 2005, some six months after this case was
filed. According to MCC, significant document production and other discovery has occurred in this
action. In addition, the discovery deadline is fast approaching. In contrast, very little discovery has
taken place in the State Action, and there is no discovery deadline set in the case. (MCC Resp.
App. Exs. B-G). After carefully balancing the relevant factors, the Court determines there
are no "exceptional circumstances” warranting the stay of this litigation in favor of the pending state
court proceeding. Accordingly, the Daneshjou Defendants’ motion for abstention or a stay of this

action is denied.
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Hl. Daneshjou Defendants’ Motion to Dismiss

The Daneshjou Defendants have also moved to dismiss this action. They argue MCC has
failed to join an indispensable party, namely Truck. The Federal Rules of Civil Procedure permit
a party to bring a motion to dismiss a complaint for failure to join a party under Rule 19. Fep.R.
Civ.P. 12(b)(7). Proper joinder under Rule 19is a two-step process. First, the district court must
decide if the absent party is g necessary party to the action. See Pulitzer-Polster v. Fulitzer, 784
F.2d 1305, 1308 (5th Cir. 1986) (Rule 19 seeks to bring into lawsuit all persons who ought to be
there by requiring joinder). A party is "necessary” if:

(1) in the person's absence complete relief cannot be accorded among those

already parties, or (2) the person claims an interest relating to the subject of the

action and is so situated that the disposition of the action in the person's absence

may (i) as a practical matter impair or impede the person's ability to protect that

interest or (ii) leave any of the persons already parties subject to a substantial risk

of incurring double, multiple, or otherwise inconsistent obligations by reason of the
claimed interest.

FED.R. CIv. P. 19(a). Second, if the absent party is a necessary party, but cannot be joined in the
action because joinder would defeat the court's diversity jurisdiction, the court must determine
“whether in equity and good conscience the action should proceed among the parties before it
FED. R. CIv. P. 19(b); HS Res., Inc. v. Wingate, 327 F.3d 432, 439 (5th Cir. 2003). In making this
determination, the court must consider four factors:

First, to what extent a judgment rendered in the person's absence might be
prejudicial to the person or those already parties; second, the extent to which, by
protective provisions in the judgment, by the shaping of relief, or other measures,
the prejudice can be lessened or avoided, third, whethera judgmentrendered in the
person's absence will be adequate; fourth, whether the plaintiff will have an
adequate remedy if the action is dismissed for nonjoinder.

FED. R. Cv. P. 19(b). Dismissal is required only if the absent party is truly “indispensable "
Wingate, 327 F.3d at 439 n.11.
The core issue in this case is a question of contract interpretation. MGG seeks a

declaration of the effect of the Policy issued to DCI. Truckis not a party to that policy. Accordingly,
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Truck has no direct right of recovery under the Policy against MCC. Truck’s absence, does not,
therefore, prevent a determination of the relief appropriate among those already parties. Nor does
Truck's status as a co-insurer of DCI, and consequent possibility of a right of reimbursement, make
it an indispensable or even 3 necessary party to the litigation. See Nottingham v. Gen’l Am.
Commc'ns Corp., 811 F.2d 873, 880 (5th Cir. 1987) (joinder of entities against whom parties have
claim for contribution not required). Moreover, Plaintiff's decision to seek relief from this Court, in
the absence of Truck as a party, indicates MCC is not concerned about the risk of incurring doublé,
multiple, or otherwise inconsistent obligations. Accordingly, the Court concludes Truck is nota
"necessary” party as defined by Rule 19(a). Based upon this finding, the Court need not proceed
to step two of the process to determine whether the absent parties are "indispensable" to this
action. The Daneshjou Defendants’ motion to dismiss on this basis is, thus, denied.

IV. Bullock Defendants’ Motions to Dismiss and Motion to Substitute Parties

The Bullock Defendants have filed a motion to dismiss, asserting they are not proper

parties to this action, and seeking substitution of Sally Daneshjou in their place. In addition, as part

of their amended answer, they have also filed a motion to dismiss the counterclaim they previously
asserted against Plaintiff.

According to the Bullock Defendants, they have executed an agreement transferring all of
their interests in the final judgment of the Underlying Litigation, and any claims they have in this
litigation, by way of interests of the Daneshjou Defendants, to Sally Daneshjou. They thus seek
dismissal of the claims against them, by way of substitution of the now real party in interest, Sally
Daneshjou.

When an interest of a party to a civil action has been transferréd “the action may be
continued by or against the original party, unless the court upon motion directs the person to whom

the interest is transferred to be substituted in the action or joined with the original party.” FED. R,



. -

Civ. P.25(c). During the November 16 hearing in this case, the Court considered both the Bullock
Defendants’ motion to substitute and the motion to intervene of Sally Daneshjou. The Court
permitted Sally Daneshjou to intervene, but delayed ruling on the motion of the Bullock Defendants,
pending their production of documents to counsel for MCC. Based on submissions by the parties
concerning the production, the Court is now satisfied the Bullock Defendants have fully complied
with the Court's order. Accordingly, they are entitied to dismissal of the claims against them, in
favor of Sally Daneshjou, and to dismissal of their counterclaim.
| V. Plaintiff's Motion for Summary Judgment

MCC has filed a motion for summary judgment regarding Defendants’ entitlement to
coverage under the Policies. MCC contends the defects at issue in the Underlying Litigation
manifested themselves prior to the coverage afforded by the Policies, and are thus not covered.
MCC also maintains the type of damages awarded in the Underlying Litigation are not covered

under the Policies. The Daneshjou Defendants Aargue fact issues prevent the grant of summary

judgment.’
A. Standard of Review

Summary judgment is appropriate under Rule S6(c) of the Federal Rules of Civil Procedure
only “if the pleadings, depositions, answers to interrogatories, and admissions on file, together with
affidavits, if any, show that there is no genuine issue as to any material faci and that the moving
party is entitled to judgment as a matter of law.” FED. R. CIv. P. 96(c). A dispute is genuine only
if the evidence is such that a reasonable jury could return a verdict for the nonmoving party.

Anderson v. Liberty Lobby, Inc., 477 U.S. 242, 254, 106 S. Ct. 2505, 2513 (1986).

' The Bullock Defendants have not responded to the merits of MGC’s motion, but simply reassert their request
for dismissal, in favor of Sally Daneshjou. In light of the Court's ruling permitting substitution and dismissing all claims
agains the Bullock Defendants, the Court need not consider the issue of summary judgment as to them.

10
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The party moving for summary judgment bears the initial burden of “informing the district
court of the basis for its moticn, and identifying those portions of [the record] which it believes
demonstrates the absence of a genuine issue of material fact.” Celotex Corp. v. Catrett, 477 U.S.
317,323,106 S. Ct. 2548, 2553 (1988). The burden then shifts to the nonmoving party to establish
the existence of a genuine issue for trial. Matsushita Elec. indus. Co., Ltd. v. Zenith Radio Corp.,
475 U.S. 574, 585-87, 106 S. Ct. 1348, 1355-56 (1986); Wise v. E.I. Dupont de Nemours & Co.,
58 F.3d 193, 195 (5th Cir. 1995). The non-movant must respond to the motion by setling forth
particular facts indicating there is a genuine issue for trial. Mississippi River Basin Alliance v.
Westphal, 230 F.3d 170, 174 (5th Cir. 2000). “After the non-movant has been given the
opportunity to raise a genuine factual issue, if no reasonable juror could find for the non-movant,
summary judgment will be granted.” /d.

The parties may satisfy their respective burdens by tendering depositions, affidavits or other
competent evidence. Topalian v. Ehrman, 954 F.2d 1125, 1131 (5th Cir. 1992). Unsubstantiated
or conclusory assertions, improbable inferences, and unsupported speculation are not competent
summary judgment evidence and thus are insufficient to defeat a motion for summary judgment.
Easonv. Thaler, 73 F.3d 1322, 1325 (5th Cir. 1986); Forsyth v. Barr, 19 F.3d 1527, 1533 (5th Cir.
1994).

B. Applicable Law

A federal court sitting in diversity must apply the law of the forum state, in this case, Texas.
Harken Exploration Co. v. Sphere Drake Ins. P.L.C., 261 F.3d 466, 470 n.3 (5th Cir. 2001). MCC
has requested this Court determine whether it had a duty to indemnify any of the Defendants for
damages awarded in the Underlying Litigation. An insurer’s duty indemnify is distinct from the duty
to defend, and is a narrower duty. St Paul Fire & Marine Ins. Co. v. Green Tree Fin, Corp.-Tex.,

249 F.3d 389, 381 (5th Cir. 2001); Hardy v. Hartford ins. Co., 236 F.3d 287, 290 (5th Cir. 2001).
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Thus, if an insurer has no duty to defend, it has no duty to indemnify. American States ins. Co. v.
Bailey, 133 F.3d 363, 368 (5th Cir. 1998).

Texas courts apply the “eight-corners” or “complaint allegation” rule in deciding whether an
insurer owes a duty to defend. Potomac Ins. Co. v. Jayhawk Med. Acceptance Corp., 198 F.3d
548, 551 (5th Cir. 2000); King v. Dallas Fire Ins. Co., 85 8.W.3d 185, 187 (Tex. 2002). Under this
rule, courts must determine whether an insurer owes a duty to defend “solely from the allegations
in the most recent [underlying] petition and the language of the insurance policy.” Harken, 261
F.3d at471; King, 85 S.W.3d at 187. “The focus of this inquiry is on the facts alleged, not on the
actual legal theories.” St. Paul, 249 F.3d at 392, The insured bears the burden of showing that

the claim against it is potentially within the insurance policy's scope of coverage. Harken, 261 F .34

at 471,

C. Analysis

MCC first contends it is entitled to summary judgment because all of the actual damages
awarded in the Underlying Litigation manifested themselves prior to the earliest date of coverage
provided by the Policies.? As the Fifth Circuit has recognized, the Texas Supreme Court has never
explicitly adopted a specific theory governing the triggering event for the insurer's duty to defend.
Guaranty Nat'l Ins. Co. v. Azrock Indus., Inc., 211 F.3d 239, 246 (Sth Cir. 2000) (court must make
"best Erie guess as to wAhat Texas would choose”). Atissue in Azrock was the appropriate theory
to use in the latent disease context. In discussing the different theories, the Fifth Circuit specifically
recognized the proper theory to use in cases involving property damage was the manifestation
theory. Id. at 247-48. See also American Home Assur. Co. v. Unitramp Ltd., 146 F.3d 311, 313

(5th Cir. 1998) (under Texas law, time of occurrence is not when wrongful act was committed, but
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when complaining party sustains damage that is readily apparent). But see Pilgrim Enters., inc.
v. Maryland Cas. Co., 24 S.W.3d 488, 494-98 (Tex. App.—Houston [1st Dist.] 2000, no. pet.)
(acknowledging Azrock holding, Texas Supreme Court's failure to rule, Dallas and Austin appellate
courts’ adoption of “relaxed” manifestation theory, but concluding exposure theory appropriate in
cases of continuous or repeated EXposure, even where property damages involved). Accordingly,
this Court will apply the manifestation theory.

Under the manifestation theory, there is an “occurrence” triggering coverage, “not when the
causative negligence occurs” but on the date the “damage[s] become capable of being easily
perceived or recognized.” Azrock, 211 F. 2d at 246-47. See also Cullen/Frost Bank of Dalfas v,
Commonwealth Lioyd's Ins, Co., 852 S.W.2d 252 258 (Tex. App.~Dallas 1993, no writ.) ("the
occurrénce takes place when the property damage manifests itself’). As noted above, to determine
when the damages became capable of perception, the Court will turn to the allegations in the fing)
pleadings in the Underlying Litigation. See Texas Prop. & Cas. Ins. Guar. Ass'n v. Southwest
Aggregates, Inc., 982 S.\W.2d 600, 604 (Tex. App.—Austin 1998, no pet.) ("duty to defend is not
affected by facts ascertained before suit, developed in the process of the litigation, or by the
ultimate outcome of the suit").

By way of their Second Amended Counterclaim, the Bullock Defendants made the fallowing

* “Allegation(s] of Basic Facts:”

By the terms of the Construction Contract, construction was scheduled for
completion within 16 months of the execution date, i.e., by June 1999. The
foundation for the Main House on the Property was poured on or about May 4,
1998. When work on the Property was suspended 24 months later in May 2000,
construction remained unfinished.

*oox %

Construction was suspended in May 2000 to permit Bullocks’ representatives tg
inspect the property and DCV’s records. The Bullocks devoted considerable time
and resources in an effort to account for payments made to DCl and Daneshjou and
to determine the extent to which work performed by DCI and Daneshjou and their
employees and subcontractors was satisfactorily completed.

13
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DCl and Daneshjou received and have not accounted for unearned “advances” paid
by the TRUST totaling $224,900.00

L

DCI and Daneshjou failed to account for the actual costs incurred  for
management/overhead, in addition to contractor fees, fees for “architectural plans”
and fees payable for “monitoring “tech assistance,” and other items, in breach of
their contractual obligation

* k%

DCl and Daneshjou failed to account for actual labor costs contrary to the terms of
the Construction Contract and inflated labor costs through the use of an affiliated
company

*  *  x

[OIn May 21, 2000, DCI prepared a document entitled “Payments received and
Draws Balance to Date ledger” which inserted at arbitrarily dated and false entries,
for the period from about February 1998 through April 2000, charges to the
TRUST’s account for architectural fees in excess of the charge established by the
pre-construction contract.

* ok Kk

During the period from February 1998 through April 2000, DCI assigned charges
to“change orders” . . . which total $4,844,439.15, increasing the amount paid to DCJ
to more than four times the original cost estimate of March 2000. Included in these
“Change Orders" were (1) costs of repairs, tear-out and replacement of DCI's and
Daneshjou’s defective work not caused by the fault of the owner, (2) excessive
charges for costs inflated by use of Daneshjou's shell company DD, (3) charges for
performing unnecessary work, and (4) charges for work that was not done.

*

The services provided by DC! to the Bullocks in the construction of the
improvements on the Property during the period from February 1998 through April
2000 were grossly substandard. Engineering reports establish that improvements
on the Property are unfit and unsafe for occupancy, and the Principal Residence
remains unoccupied as of this date. Engineering reports establish that every
structure located on the Property will require substantial repair and reconstruction
before the residence can be safely occupied, with the exception of the Boat House
which must be completely razed and rebuilt. In addition, the terrain surrounding the
main residence must be substantialiy modified to correct drainage problems
resulting from the incompetent location and design of the foundation slab, and the
unnecessary placement of a retaining wall on the north side of the property with
accompanying aiteration of the natural drainage. Similarly, the septic systems
servicing the residences and boathouse must be removed and relocated. In the

14
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course of construction of the Main House, Guest House, Boat House, septic fields,
and excavation of the grounds, a substantial portion of the landscaping and
irrigation systems must be removed - and all Main House security systems, lighting
control systems, and audio video systems must be removed, stored and reinstalled.
During the period between February 1998 and April 2000, DCI and Daneshjou
charged the owner for and demanded and received payment for repairs to correct
substandard work, including, but not limited to, repairs to the Main House roof,
repairs from leaks and water intrusion, and excavation of terrain, relocation of main
power lines and erection of a retaining wall to remedy flooding resulting from

improper location of the Main House slab. None of these repairs were caused by
the acts or omissions of the Bullocks.

(Daneshjou Def. Summ. Jt. Resp. App. Att. C at 8-15, paragraph numbers omitted). The
allegations made by the Buliock Defendants clearly reflect at least some awareness of issues with
the practices of DCI and M.B. Daneshjou as of May 2000, the date on which construction was
suspended. The allegations also set forth the various categories of damages asserted to have
been incurred by the Bullock Defendants.

In addition, MCC has submitted evidence which establishes the Bullock Defendants
contacted Ron Henson (“Henson”), a CPA, in late 1999 to review DCI's billings. (MCC Summ:. Jt.
App. Ex. A at 5). By fax dated January 27, 2000, Henson had notifiéd John Bullock of possible
labor overcharges. Henson subsequently submitted a report on May 31, 2000 in which he detailed
concerns related to: (1) overcharges by DClinvolving labor charges to DDI (identified in the Buliock
Defendants’ pleadings as a “shell corporation”); (2) advances paid DCI not subsequently properly
credited to the work done for the Bullock Defendants; (3) overcharges by DCI for
management/overhead; and (4) charges by DCI for other portions of the construction not
sufficiently documented or supported by invoices. (Id. at 5-6 & Ex. H). These categories match
the improper accounting and billing allegations raised by the Bullock Defendants in the Underlying
Litigation. (/d. Ex. C at 4-5).

The Bullock Defendants also hired a professional engineer, June Melton (“Melton”), in May

2000. (/d. Ex. Aat7). Melton was provided a “List of Deficiencies” previously compiled by Sandra
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Bullock’s assistant, identifying more than 140 defects. (Id. Ex. A at 8, Ex. B at 3). Melton
conducted an investigation of the design and construction deficiencies from May 11, 2000 through
September 20, 2000. Melton prepared a draft report of his findings which he transmitted to counsel
for the Bullock Defendants on September 6, 2000. (MCC Summ. Jt. Reply Ex. K). Melton
submitted his final report on February 26, 2001. Each of these reports listed the 278 defects which
were the basis for the construction defect claims at issue in the Underlying Litigation. (MCC
Summ. Jt. App. Ex. A at 8, Ex. B at 3-4). Notably, all but one of the consultants hired by Melton
to perform inspections had submitted a report summarizing those findings by September 7, 2000.
The final consultant report was submitted on September 21. (Id. Ex. A at9).

MCC maintains this evidence shows each of the 278 construction defects was
“documented, described, photographed and/or capable of being perceived or recognized during
inspections from May 2000 through September 20, 2000.” (MCC Summ. Jt. Mot. at 5). They
further assert the evidence establishes the over billing and unsubstantiated billings had been
identified in a report dated May 31, 2000. Accordingly, because the damages had manifested prior
to the September 29, 2000 effective date of the Policies, MCC concludes there is no duty to defend
or indemnify under the Policies.

The Daneshjou Defendants disagree, arguing the evidence has failed to establish each of
the defects had actually “manifested” themselves. They point ouf the Bullock Defendants
continued to employ experts who fnade additional inspections, and performed additional testing,
the results of which were incorporated into evidence presented at trial in the Underlying Litigation.
The Daneshjou Defendants note extensive destructive testing was not performed untii October
2003, revealing for the first time, the extent of the problems with wall framing and water intrusion.
(Daneshjou Def. Summ. Jt. Resp. App. Att. E at 4). They further contend Henson's accounting
report was not sufficient because it referenced “possible irregularities” in the billing process, and
did not specifically identify overcharges for rework of substandard work.
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Essentially, the Danéshjou Defendants contend the defects had not “manifested”
themselves because the precise details and extent of each defect had not yet been discovered as
of September 29, 2000, the date the Policies first went into effect. The Court disagrees. Under
the manifestation theory, the words “manifested” or “identifiable” mean “capable of easy
perception.” Unitramp, 146 F.3d at 314. Significantly, however, the Fifth Circuit has cautioned “it
is important to understand that ‘apparent’ does not mean ‘discovered’; just because something is
unknown to an individual does not render it, in an objective sense, unapparent.” Unitramp, 146
F.3d at 314. Thus, the lack of actual discovery of the details of the defects is clearly not dispositive.

Further, the Court finds the argument of the Daneshjou Defendants relies on a
misinterpretation of the fundamental character of the manifestation theory. The manifestation
theory incorporates the "loss in progress"” rule that an insurer cannot insure against a loss that is
known or apparent to the insured. Thus, the insurer on the risk at the time of discovered damage
is liable for the entire loss, even if the property damage progresses after the policy expires. See
Chemstar, Inc. v. Liberty Mut. Ins. Co., 797 F. Supp. 1541, 1551 (C.D. Cal. 1992) ("coverage is
triggered when property damage first manifests, and the insurer on the risk at the time of first
manifestation is liable for the entire loss, even if the property damage progresses after the policy
expires."). The loss-in-progress rule and the manifestation trigger combine to protect an insured's
access toinsurance. Even if damage manifests in a building, subsequent insurers would be willing
to issue policies because they could rely on the loss-in-progress rule to preclude Coverage for
progressive property damage. Moreover, this interpretation of the manifestation theory is in line -
with Texas law. See Pilgrim, 24 S.W.3d at 496 (concluding Cullen/Frost represents adoption of
"relaxed" manifestation approach, recognizing coverage triggered “in first policy period during which
discovery of injury is possible"). Thus, because the matters at issue in the Underlying Litigation
manifested themselves prior to the effective date of any of the Policies, those matters fall
outside of the coverage provided by the Policies. Accordingly, the Court concludes MGG had no
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duty to defend, and consequently to indemnify, under the Policies. See Am. States, 133 F.3d at
368 (if insurer has no duty to defend, it has no duty to indemnify).

MCC presents several additional arguments in support of the motion for summary judgment.
Spedcifically, MCC argues the award of punitive damages in the Underlying Litigation is not covered
under the Policies because: (1) such damages are not “bodily injury” or “property damage” arising
from an "occurrence” within the meaning of the language of the Policies; (2) the Daneshjou
Defendants did not become "legally obligated to pay” these additional damages because of “bodily
injury” or “property damage;” (3) such damages are precluded under an exclusion to the Policies
for damages expected or intended from the standpoint of the insured; (4) they were awarded to
punish the Daneshjou Defendants for causing actual damages manifested outside the policy
period; and (5) insurance coverage for such damages is contrary to public policy. MCC further
denies liability for the damages awarded in the Underlying Litigation because each category of
damages comprised economic damages, not property damages.

The Court notes, although MCC has not so identified these arguments, the additional
grounds for relief are presumably proffered solely as alternatives. Because the undersigned has
found the Policies did not extend coverage to the Daneshjou Defendants for the matters at issue
in the Underlying Litigation, thus placing no duty to defend under the Palicies on MCC, a ruling on
MCC'’s additional arguments is unnecessary. Accordingly, Mid-Continent Casualty Company is
entitled to summary judgment on all claims against it. Consequently, Mid-Continent Casualty
Company's Request fo Rule on Mid-Continent’s Summary Judgment First is moot.

In accordance with the foregoing:

IT IS ORDERED that Defendants, Sandra Bullock and John W. Bullock, Individually and

as Trustee of the Band-Aid Trust's Motion to Dismiss and Substitute Parties [#13] is

GRANTED;

IT1S FURTHER ORDERED that the Defendants, Sandra Bullock and John W. Bullock,
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Individually and as Trustee of the Band-Aid Trust’s Motion to Dismiss Counterclaim [{#58]
is GRANTED.

IT1S FURTHER ORDERED that Defendants M.B. Daneshjou, Daneshjou Company, Inc.,
and Sally Daneshjou Motion to Dismiss and Alternative Motion to Stay [#39] is DENIED;
IT IS FURTHER ORDERED that Mid-Continent Casualty Company’s Motion for Final
Summary Judgment [#40] is GRANTED,;

ITIS FURTHER ORDERED that Mid-Continent Casualty Company’s Request to Rule on
Mid-Continent’s Summary Judgment First [#46] is DENIED as moot.

%bv
SIGNED this the /% - day of February 2006.

e R e

SAM SPARKS
UNITED STATES DISTRICT JUDGE
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