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Introduction


In many residential construction defect claims, the insurer (or insurers) for the general contractor decides to settle the claim directly with the homeowner, and then later pursues a subrogation claim against the subcontractors.  There are a number of reasons for attempting to resolve these claims in that type of "two-part” process, including the nature of the agreement between the homeowner and general contractor (arbitration clauses) or simply a desire to quickly dispose of the homeowner's claim.   


The purpose of this article is to provide claims handlers with some suggestions for steps that can be taken during the claims process which will increase the likelihood of a successful subrogation claim.

Investigating the Claim

In most construction defect claims, the homeowner becomes aware of a potential problem with the home(or thinks there may be a problem with the home), and the homeowner contacts the general contractor.  The general contractor then either contacts its insurer, or provides the homeowner with insurance information, and the homeowner then contacts the general contractor's insurer directly.  In either case, the insurer's first priority is to investigate the potential claim.

Initial Investigation - history

A good initial first step in the course of an investigation of a residential construction defect claim is to contact the general contractor and discuss the relationship that the general contractor has had with the homeowner, both during the course of construction and post-construction.  It is also important to determine what contact the general contractor has had with the homeowner regarding the problem in question.  


In many residential construction defect claims, the general contractor has often had significant post-construction contact with the homeowner.  Often, the general contractor has been involved in "callbacks" or has made some attempt to resolve the problems with the home prior to contacting its insurer.  It is important for the claims handler to be aware of the history of the alleged claim, as well as the nature of the ongoing relationship between the homeowner and the general contractor.  Often, the history will give a good indication of the nature of the current problem.

Initial Meeting/Inspection 

Once the history of the problem is obtained from the general contractor, the next logical step in the investigative process would be to obtain basic first-hand information regarding the claimed loss.  Often, initial background information can be obtained through a face-to-face meeting with the homeowner.  A face-to-face meeting with the homeowner, at the property in question, will allow the claims handler to observe firsthand any damage which has occurred to the property as a result of alleged construction defects, as well as to give the claims handler a general feel for the nature of the construction, as well as the nature and the scope of the alleged claims.  

Typically, the attendees at an initial meeting can include the homeowner, the claims handler and a representative of the general contractor.  The initial meeting does not involve any destructive testing and does not usually involve an expert witness.  The homeowner can provide valuable information regarding the history of the claim and the extent of any alleged property damage.  The general contractor representative can also provide background information, as well as information regarding the identity of subcontractors who may have performed work on the residence.  It is also important to obtain information from the general contractor exactly what the state of the residence was at the time of the completion of construction.  It is important to determine whether or not the homeowner was responsible for completing some of the work themselves, or whether or not there has been any remodeling done by the homeowner following the completion of construction.  In some cases, post-construction work done by the homeowner, such as landscaping or adding a deck, can contribute to water intrusion claims.  It is also important to determine the extent of the work performed by the general contractor/insurer.  If a subrogation claim is being considered, it is important to determine if, for example, the general contractor performed some "hands-on" construction work, such as framing, window installation or landscaping.  


If the claims handler is considering reaching a resolution with the homeowner, and then pursuing a subrogation claim against the subcontractors, the claims handler needs to begin formulating a plan for pursuing the subrogation claim at the time of the initial client meeting.  It is helpful for the claims handler to make the decision to settle with the homeowner as early as possible in the claims process, so that the investigation and the handling of the claim can be performed with that goal in mind.  
Retaining an Expert
Once the claims handler has a basic understanding of the nature of the claim, the next step is to perform more comprehensive investigation into both the extent of the claim, as well as potential liability.  Typically, the next step would be to perform a more comprehensive inspection.  


However, prior to conducting a comprehensive inspection, the claims handler will need to retain an expert witness.  Often, the odds of success in a subrogation claim can rise or fall on the expert witness chosen to provide an opinion on behalf of the general contractor/insured.


One of the first questions a claims handler needs to address is what type of expert witness is required.  Usually, the type of expert utilized is determined by the scope of the alleged problem.  If the alleged defect in the construction is limited in scope, for example, a simple roof leak, a "specialized" witness, such as a roofing expert, can be utilized.  An expert witness is defined by Rule 701 of the Minnesota Rules of Evidence as a witness who is qualified by knowledge, skill, experience, training, or education to assist the trier of fact in understanding the evidence, or determining a fact at issue.  Thus, an expert witness can be someone with experience in the field in question (such as a contractor), or someone with an educational background in the field in question (such as an engineer), or a combination of both.  

On the other hand, many construction defect claims involve inter-related potential causes, such as water intrusion claims in stucco houses, which often involve potential liability on the part of several subcontractors, such as roofers, framers and siders.  In cases involving potentially inter-related causes, retaining an expert witness that is capable of providing a more general "overview" (such as an engineer) is usually the best course of action.  


Care must be taken in some cases where the potential defects are such that they may involve the use of more than one expert discipline.  For example, in cases involving both  building envelope claims, i.e., water intrusion into the walls, as well as water entering a basement, may involve not only a building envelope expert (engineer), but also hydro geologists or soils experts.  If it becomes apparent that more than one expert discipline is required, it is important to determine whether or not the multiple expert witnesses are capable of working together.  In those cases, it can be advisable to utilize a larger engineering firm which employs specialists in multiple disciplines.  Failure to retain the appropriate experts during the initial investigation of the claim can cause problems with pursuing a subrogation claim down the road.

Another issue which needs to be considered when electing to retain an expert witness is the overall "philosophy" of that expert.  Some expert witnesses tend to be more "defense" oriented than others.  In cases involving construction defect claims, some experts tend to be more likely to formulate an opinion that there is no defect in the residence.  Other expert witnesses tend to be more likely to formulate an opinion that while there are defects in the residence, those defects were caused by the work of other contractors or subcontractors.  If the claims handler is intending on try to settle the claim with the homeowner and then pursue a subrogation claim, an expert who is likely to find a defect in the construction, and then formulate an opinion that the cause of the defect is work done by subcontractors, is usually the better choice.   


The only way to determine what the "general philosophy" of an expert witness may be is through experience.  That being the case, before retaining an expert witness, particularly in a case involving a potential subrogation claim, it is a good practice to "ask around" to others who have worked with that particular expert witness, such as other claims handlers or attorneys.


It is also important in cases involving potential subrogation claims that any expert witnesses who are retained be capable of providing convincing testimony at trial.  Again, a particular expert's ability to provide articulate and compelling testimony at trial is best determined by obtaining information from people who have worked with that expert in the past.
Initial Inspection
  
Once an expert witness is retained, the next step in the investigative process is often conducting a site inspection with the expert witness.  At this point in time, a decision must be made by the claims handler as to whether or not the initial inspection, which may involve destructive testing, should be an "all-party" inspection or limited to the insurer's expert.  


Often, by the time the insurer for the general contractor is ready to conduct an inspection, the homeowner has already retained their own expert.  Typically, that expert will have already conducted an inspection of the residence, and typically, the initial inspection is conducted by the plaintiff's expert without input from the defendant's experts.  That being the case, there is usually some information available from the reports generated by the plaintiff’s experts.  Thus, often the second inspection, in which the experts for the general’s insurer are involved, can be a more comprehensive inspection and involve representatives of all of the potential parties.

A good rule of thumb is that the more comprehensive the inspection, the more comprehensive the "invitation list" for the inspection should be.  Often, that involves notifying representatives of the subcontractors and their insurers of the inspection, which then becomes an "all-party" inspection.  As will be discussed in more detail later in this article, it is absolutely imperative that the subcontractors and their insurers be notified of the potential claims against them, and that they are notified of inspections of the structure to allow them to perform their own investigation.  Not only is it important that the subcontractors and their insurers be notified, it is also important the notification be documented.

 
As a general rule, there are two specific issues to be addressed by the expert witness after the inspection; liability, or who is responsible for any property damage to the residence, and scope of repair, or what type of "fix" would be appropriate to address the damages.  Both of those issues need to be kept in mind when conducting the initial inspection. 

It is important that during the scope of the inspection the claims handler discuss with the expert witness his or her initial impressions.  The initial impressions of the expert witness can often serve as a "guide" to the further handling of the claim.  If the claims handler is considering settling with the homeowner and pursuing a subrogation claim, it is particularly important that the expert for the general contractor and the expert for the homeowner be “on the same page” with respect to the scope of repair.  

If, at the time of the initial inspection, a potential subrogation claim against subcontractors is being contemplated, it is important the expert witness for the general contractor be able to dictate the scope of the inspection.  If the expert witness is going to testify in the future as to both the scope of the problem and the liability issues stemming from the work performed by the subcontractors, it is important the scope of the inspection be sufficient to allow that expert to render well-founded opinions.


Once the inspection is completed, it is good practice for the claims handler to meet with the expert prior to the expert preparing a report.  An understanding of the expert’s preliminary opinions can be extremely helpful in determining how to proceed with the handling of the claim.  At this point in the claims process, the claims handler should made a decision as to whether or not it would make more sense to defend the claim against the homeowner, or settle with the homeowner and pursue a subrogation claim.  

If the claims handler is considering settling directly with the homeowner, it may be beneficial for the later subrogation claim for the settlement to be achieved prior to the general contractor's expert witness issuing a report or responding to expert discovery which would "lock in" an expert opinion.  If the general contractor’s expert witness issues a “defense oriented” report prior to settlement with the homeowner, there can be significant problems in later pursuing a subrogation claim against the subcontractors.

Resolving the Claim

Once expert opinions have been obtained and a decision is made to resolve the claim with the homeowner and pursue a subrogation claim, the next step is to finalize the settlement agreement.  Two primary purposes that must be kept in mind when the agreement with the homeowner is finalized is that the claims the homeowner had against the general contractor must be released, and that the general contactor must be assigned those claims, so that the general may be able to pursue those claims against the subcontractor.
Release and Settlement Agreement

The document which memorializes the settlement agreement entered into with the homeowner must accomplish two purposes:  obtain a Release from the homeowner for potential claims against the general contractor/insured, and provide for an assignment of those claims to the general contractor/insurer so that they may be pursued against the subcontractors.


There have been a number of situations in the past where general contractors/insurers have not accomplished the assignment aspect of the claim in the settlement agreement, and, thus, have lost their potential subrogation claims.


In the unpublished decision of Goetzmann v. Domestic Development, Inc., AO6-645, 2007 WL 446914 (copy attached), the homeowner brought a claim against the general contractor for damages arising from alleged construction defects in a moisture intrusion case.  The general contractor then brought third-party claims against the subcontractors.  During the course of the litigation, the general contractor entered into a settlement agreement with the homeowners, settling all of the homeowners' claims against the general contractor.  The settlement agreement did not include resolution of the third-party claims, which the general contractor had asserted against the subcontractors.


The settlement agreement entered into between the homeowners and the general contractor included language which made reference to a Pierringer Release.  A Pierringer agreement is a settlement vehicle wherein a plaintiff agrees to settle claims against one defendant while maintaining their claims against other defendants.  The plaintiff then assumes the risk of the portion of liability which is later attributed to the settling defendant.  A defendant entering into a Pierringer agreement waives any ability to recover in contribution against other defendants because, theoretically, under a Pierringer settlement, the settling defendant only settles their portion of the liability.  
Ultimately, the Goetzmann court found that because the language of the agreement included references to a Pierringer Release, the general contractor had waived its right to seek contribution against the subcontractors.  See also, Bunce v. API, Inc., 696 N.W.2d 852 (Minn. App. 2005).  


In order to avoid the fate which befell the general contractor in Goetzmann, it is important that the Release and Settlement Agreement with the homeowner be drafted in such a manner that it is not interpreted as a Pierringer-type of Release.  The basic elements of a Pierringer-type agreement are (1) release of the settling defendant from the action and the discharge of a part of the cause of action equal to that part attributable to the settling defendant's causal negligence; (2) the reservation of the remainder of the plaintiff's cause of action against the non-settling defendant; and, (3) the plaintiff's agreement to indemnify the settling defendant from any claims of contribution or indemnity made by the non-settling defendant and to satisfy any judgment obtained from the non-settling defendant to the extent the settling defendant has been released.  Alumax Mill Prods., Inc., v. Congressional Finance Corp., 912 F.2d 1996, 1008 (8th Circuit 1990).  See also, Frey v. Snellgrove, 269 N.W.2nd 918 (Minn. 1978).  


In order to avoid having a Release be characterized as a Pierringer, or a "modified Pierringer" agreement, the Release entered into by the homeowner must be a complete Release of all defendants, and not allow the plaintiff to pursue additional claims against either the general contractor or the subcontractors.  Further, all the plaintiff's potential claims must be assigned to the general contractor so that the subcontractors have no remaining potential liability to the homeowner.  Finally, while it may be appropriate to include indemnification language in the agreement which would allow the homeowner to be indemnified by the general contractor from any claims asserted against the homeowner by subcontractors, the agreement should not include language which would allow the general contractor to be indemnified by the plaintiff from claims asserted by the subcontractors.  Essentially, the Release and Settlement Agreement must accomplish the purpose of resolving all of the plaintiff's claims against any party, and assign those claims to the general contractor.  The general contractor then assumes the risk of pursuing those claims against the subcontractors.


Drafting a Settlement Agreement and Release which meets the requirements detailed above can be a somewhat complicated proposition.  If the claims handler is intending to settle with the homeowner and pursue contribution claims, it would be advisable to consult with legal counsel to ensure that the Release and Settlement Agreement meets the criteria outlined above.
Pursuing the Subrogation Claim
Setting the timeline

In pursuing subrogation claims, it is important for insurers to "think like a plaintiff."  "Thinking like a plaintiff" often requires the insurer to be "proactive," rather than "reactive," in pursuing the subrogation claim.  When placed in the position of pursuing a claim, rather then defending or reacting to a claim, timelines and deadlines for pursuing the claims become critical to ensuring the success of the subrogation claim.   
Statute of Limitations
An insurer pursuing a subrogation claim must be mindful of the statute of limitations applicable to the subrogation claim.


Minn. Stat. § 541.051 dictates the applicable limitations period for claims arising out of the construction of, or improvement to, real property.  Subd. 1 of the statute provides that claims must be brought within two years "after discovery of the injury"; nor in any event shall a cause of action accrue more than ten years after substantial completion of the construction.  Thus, claims must be brought within two years of discovery of the injury, but no more than ten years after the completion of construction.  With respect to contribution claims, 

Subd. 1(b) of the statute provides as follows:

Subdivision 1. Limitation; service or construction of real property; improvements. 

(b) Notwithstanding paragraph (a), an action for contribution or indemnity arising out of the defective and unsafe condition of an improvement to real property may be brought no later than two years after the cause of action for contribution or indemnity has accrued, regardless of whether it accrued before or after the ten-year period referenced in paragraph (a).

(c) For purposes of paragraph (a), a cause of action accrues upon discovery of the injury; provided, however, that in the case of an action for contribution or indemnity under paragraph (b), a cause of action accrues upon the earlier of commencement of the action against the party seeking contribution or indemnity, or payment of a final judgment, arbitration award, or settlement arising out of the defective and unsafe condition.

Essentially, the statute provides that claims for contribution or indemnity must be brought no later than two years after the accrual of cause of action.  Accrual of a claim for contribution and/or indemnity accrues upon the earlier of the following:  (1) commencement of the action against the party seeking contribution or indemnity; or, (b) payment of a judgment, arbitration award or settlement.  Thus, a party pursuing subrogation has two years from the initiation of the claim against their insured, or from payment of a judgment, award or settlement.  Obviously, the concern for a party seeking subrogation after suit has been commenced against its insured is that the two-year statute begins running at the time the suit is commenced, rather than the date of payment.  If settlement is reached after suit has commenced against the insured, the limitations period is two years from the date of the initiation of the lawsuit, and not from the payment of the claim.
Spoliation of Evidence

Another “timeline” aspect of subrogation claims which a claims handler needs to keep in mind is the possibility of spoliation of evidence.  Spoliation of evidence is the destruction of relevant evidence by a party.  Hoffman v. Ford Motor Co. , 587 N.W.2d 66, 70 (Minn. App. 1998). Generally, spoliation issues occur in construction defect cases when repairs or modifications are made to the structure in question before all the parties have the opportunity to examine the structure.  A district court may sanction a party that destroys evidence if that party gains an evidentiary advantage due to its failure to preserve evidence after having had the opportunity to examine it.  Himes v. Woodings-Verona Tool Works, Inc., 565 N.W.2d 469 (470-71 (Minn. App. 1997)  The severity of the sanction depends on the prejudice suffered by the opposing party.  Hoffman, 587 N.W.2d at 71.  Simply put, if repairs are made, and the existing work is destroyed during the course of the repairs, the parties whose work has been destroyed can move for either exclusion of evidence relating to defective work or, in some cases, dismissal of claims against that party.  But a party can avoid sanctions for spoliation of evidence if the opposing party had sufficient notice of the claim, giving the party the opportunity to correct defects, prepare for negotiation or litigation, or “safeguard against stale claims being asserted after it is too late ... to investigate them.”  Id. at 70.    

A claims handler should be mindful of potential spoliation problems, both in the investigation and the negotiation stages of the claims handling process.  Often, spoliation problems can be avoided if subcontractors, and their insurers, are placed on notice of all-party inspections well before they occur.  Notification to subcontractors of inspections is absolutely critical to the success of a future subrogation claim.   To the extent possible, you will want to encourage representatives of the subcontractors, and their insurers, to attend those inspections, along with their expert witnesses.  Attendance at inspections, particularly inspections involving destructive testing (such as exterior stucco cuts) will give the parties the opportunity to examine the structure and document their findings.  This will eliminate the issue of spoliation of evidence in the subrogation claim.

During the course of settlement negotiations with the homeowner, it is often helpful if the claims handler takes steps to ensure the homeowner will cooperate with the insurer pursuing the subrogation claim.  Cooperation can be documented in a "cooperation clause" which can be  included in the Release and Settlement Agreement.  Cooperation is also important in that during the course of the subrogation claim it may be necessary for additional inspections and testing to be performed.  


It is also important during the negotiation process with the homeowner that the claims handler is mindful of the homeowner's schedule with respect to performing repairs on the property.  Most spoliation problems occur when the homeowner has proceeded with repairs prior to the resolution of the subrogation claim.  Thus, it is important for the claims handler to obtain information from the homeowner as to when the homeowner is proceeding with repairs.  Inspections should be scheduled and all the subcontractors and their insurers should be notified of those inspections, prior to the initiation of repairs.


In addition, it is good practice to notify the subcontractors and their insurers of the construction schedule with respect to repairs.  Oftentimes, information is obtained during the course of repairs that are relevant to the contribution claim.  (It should be noted that information obtained during the course of repairs can be both helpful and harmful to the pursuit of the subrogation claim.)  In any event, subcontractors and their insurers should be aware of the construction schedule and, in some cases, may request the opportunity to contact the repair contractor directly to determine the construction schedule for the repairs.  It is also good practice for the insurer for the general contractor to advise their expert of the construction schedule for repairs, so the expert can monitor repairs and document information that becomes available during the course of repairs, such as the extent of damage to sheathing or the condition of the windows as they are removed from the residence.

Handling the Subrogation Litigation

Although the actual pursuit of the subrogation claim is handled by counsel, there are a few practical issues which the claims handler should keep in mind when pursuing a subrogation claim.  Again, it is helpful to put on your plaintiff's "hat" when handling subrogation claims.  
Have a Plan

It is important in handling subrogation claims to have a "plan" on how to pursue the litigation.  Again, if you are pursuing a claim for subrogation, it is critical to be "proactive" as opposed to "reactive."  As insurers primarily defend claims, we sometimes get into a mindset that we only "react" to claims brought by the plaintiff.  If the plaintiff is not actively pursuing their claim, files tend to "sit" because claims typically do not get better with time.

On the other hand, if you are pursuing a subrogation claim, it is in the insurer's interest to move the matter along as quickly as possible.  Delays in pursuing the claim often result in a less than optimal result.  Having a "plan" can also include maintaining a strict timeline for pursuing the claim.  A decision should be made as to whether or not settlement discussions with the subcontractors and their insurers will be conducted prior to serving a Complaint.  Oftentimes, however, it is difficult to get the "attention" of all the subcontractors and their insurers without a formal suit being served.  That being the case, it is good practice to place a strict timeline on responses to settlement demands, and if those timelines are not met, the matter should be placed into suit.


Once the matter is placed into suit, it is important to move the matter along as quickly as possible.  Moving the matter along once the claim is placed into suit can be accomplished by filing the case with the court as soon as the suit is served on the subcontractors. 

Often, plaintiffs in construction defect cases take steps to schedule mediation as soon as the matter is placed into suit.  Again, that is good practice in that it places time restrictions on the defendants.  Absent those timelines, cases again tend to sit, which often results in increased expenses and a reduced "net" recovery.  Thus, as a claim handler pursuing a subrogation claim, consider scheduling mediation early in the process, possibly as soon as the matter is placed into suit.  Keep in mind that the settlement money has already been paid out to the homeowner and delays in pursuing the subrogation claim creates a loss of use of that money.  Thus, it is important that once the matter is placed into suit, the case advances.

Reasonable Expectations

Finally, it is important to have "reasonable" expectations when pursuing a subrogation claim.  It is important to keep in mind that any recovery will be a "net" recovery in that any recovery on the claim will be reduced by the costs incurred in connection with the claim, such as legal fees and expenses.  In evaluating potential returns on subrogation claims, it is important to factor in those fees and expenses which will reduce the "net" recovery.

Conclusion

The success or lack thereof of a subrogation claim can often turn on the manner in which the claim is handled prior to initiation of the subrogation action.  Good claims handling in the initial portion of the claim “sets the table” for the success of a subsequent subrogation claim.  In order to ensure the success of a subrogation claim, it is important that the claims handler “have a plan” early on in the handling of the claim, and then take the steps necessary to put that plan into action.  
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