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Before undertaking any construction project, the construction professional must carefully evaluate the risks associated with Murphy’s law:  the reality that things can, and often do, go wrong.  Contractors must plan for the unexpected, including personal injuries sustained by workers on the job, or property damage caused by unforeseen circumstances such as storms and fires.  Equally important, and particularly for general contractors, are concerns about quality of materials and workmanship by suppliers, vendors, and subcontractors performing the work.  It is, after all, the general contractor who bears ultimate responsibility for the workmanship and quality of the finished building.  Substandard workmanship, or work which falls short of building code requirements, can expose the general contractor to liability for property damage occurring well after the structure has been completed.


Given these risks, the prudent contractor must evaluate and carefully plan to ensure that it is legally and financially protected.  One tool which has been traditionally utilized by general contractors to protect themselves from defective workmanship by its subcontractors, is the indemnity clause.

A.
Minnesota’s Anti-Indemnity Law


The use of indemnity clauses is not uncommon in Minnesota construction contracts.  Frequently, these provisions require subcontractors to not only indemnify the general contractor for damages caused by defective or substandard workmanship, but also to indemnify the general contractor for the general contractor’s own negligence.  
Before August 1, 1984, such provisions could be enforced so long as the intent to shift the general contractor’s fault onto the subcontractor was clearly and unequivocally expressed in the contract.  Farmington Plumbing & Heating Co. v. Fischer Sand & Aggregate, Inc., 281 N.W.2d 838, 842 (Minn. 1979).  Even then, such provisions were generally disfavored because of the potential to take away any incentive a general contractor might otherwise have to exercise adequate control and supervision over its subcontractors.

Today, most states in the country have statutes which prohibit general contractors from contractually shifting their responsibilities onto its subcontractors.  These statutes are commonly known as “anti-indemnity statutes.”  Minnesota’s anti-indemnity statute became effective August 1, 1984, and is found at Minn. Stat § 337.02.  Under that statute, nearly all forms of indemnity are prohibited in construction contracts.  There are, however, some very narrow exceptions.

First, a contractor may indemnify a property owner who permits the contractor to enter his or her land for the purpose of a construction contract, so long as the work is being performed for someone else.  Minn. Stat. § 337.03.  Second, insurance contracts are permitted; that is, the general contractor can require its subcontractor to purchase insurance to cover all business risks associated with the construction project.  Minn. Stat. § 337.04.

A third, and perhaps the most frequently litigated exception, however, is the so-called “agreement to insure.”  Most courts make a clear distinction between indemnity agreements and agreements to procure insurance for the benefit of another, although they are frequently paired together within a single paragraph of the contract.   In the typical provision, the subcontractor will agree to indemnify the general contractor for all fault, including all fault attributable to the general contractor, and to purchase insurance coverage for the benefit of the general contractor which is sufficient to insure the indemnity obligation.  Often, the contract will require the general contractor to be named as an additional insured on the subcontractor’s policy.

Most states will enforce such an indemnity agreement so long as it is coupled with an agreement to procure insurance to cover the obligation.  Minnesota, for example, permits such agreements so long as the “promisor agrees to provide specific insurance coverage for the benefit of others.”  Minn. Stat. § 337.05, subd. 1 (1984).  Indeed, the standardized “promise to procure” contained in the Minnesota Association of General Contractor’s 1987 Standard Form of Subcontract Agreement has been approved and enforced by the Minnesota State Supreme Court.  See, Holmes v. Watson-Forsberg Co., 488 N.W.2d 473, 475 (Minn. 1992).


If only such agreements were always correctly written, understood and followed, problems would rarely arise.  But, as commonly happens, contractors are not always diligent about understanding their obligations or complying with such legal niceties.  For example, a subcontractor may not follow-through on its obligation to contact its insurance agent and arrange for the general contractor to be added as a named insured on the policy.  Or, the coverage purchased may be insufficient to satisfy promise of indemnity (e.g., a failure to purchase a products-completed operations endorsement as part of the general liability policy.  It is circumstances such as these that create issues during litigation.

So, how does the law resolve these problems when they arise?   What recourse does the general contractor have against its subcontractor? And what exposure does the subcontractor’s insurer have in such cases?  

B.
Breach of the Promise to Insure

In Minnesota, as in most other jurisdictions, a subcontractor’s failure to purchase the required coverage gives the general contractor an actionable claim for breach of the subcontract.  Such a claim may be permitted if (a) the subcontractor agreed to provide “specific types and limits of insurance,” (b) a claim arises within the scope of the specified insurance, and (c) the subcontractor did not obtain or keep in force the specified insurance.  Minn. Stat. § 337.05, subd. 2 (1984).  When this occurs, Minnesota courts will require the subcontractor to indemnify the general contractor to the full extent of the promised insurance.  Id.  

One should be careful, however, not to investigate any potential defenses a subcontractor might have.  For example, where the coverage required by the contract was not “reasonably available in the market,” the subcontractor’s failure to purchase the coverage may be excused so long as the general contractor was notified prior to signing.  Minn. Stat. § 337.05, subd. 3.  Alternatively, the subcontractor may be able to assert an argument that its general contractor waived the obligation to purchase insurance.  

Other potential defenses may arise where the subcontract fails to adequately specify the types and amounts of coverage of to be purchased, or if the underlying lawsuit does not arise within the scope of the specified insurance.    This “specificity” requirement is built right into the statute.  See, Minn. Stat. § 337.05, subd. 2.  

Disputes about the adequacy of the subcontract usually arise in situations where the underlying damage claims arose after the construction project was substantially complete.  For example, in a water intrusion case, damages to the structure will typically occur after the work is complete, and therefore, products-competed operations coverage will typically be needed.  However, problems may arise if the subcontract only required the purchase of general liability coverage, but failed to specify the need for products-completed operations coverage.

Whether the subcontractor should be required to indemnify the general contractor in such cases remains somewhat of an open question in Minnesota.  When confronted with the issue, general contractors may argue that a subcontract’s requirement to purchase “general liability coverage and such endorsements as necessary to insure” the indemnity agreement is essentially the same as requiring the purchase of products-completed coverage.  This is because standardized CGL forms were modified in 1986 to include the products-completed operations hazard.  Prior to 1986, such was not the case.

On the other hand, Minnesota’s appellate courts seem to be  leaning the other way on this.  In 1998, for example, the Supreme Court of Minnesota was confronted with the following language in a subcontract agreement:
The Subcontractor agrees to assume entire responsibility and liability for all damages or injury * * * arising out of * * * the execution of the work * * *from all  [such] claims including * * * claims for which the Contractor may be, or may be claimed to be, liable * * * and the Subcontractor further agrees to obtain, maintain and pay for such general liability insurance coverage as will insure the provisions of this paragraph.

Seward Housing Corporation v. Conroy Brothers Company, 573 N.W.2d 364, 366 (Minn. 1998) (emphasis added).  This language tracked the language of the Association of General Contractors of Minnesota (AGC) standard subcontract.


Because the subcontractor in the Seward case did not purchase a liability policy, the only issue to be determined was whether the disputed claims arose within the scope of the specified insurance.  Interpreting the subcontract, the Supreme Court held that this language was not sufficiently specific such that any obligation to purchase a completed operations policy.  Indeed, Minnesota’s courts have traditionally made a clear distinction between general liability coverage and completed operations coverage.  See, e.g., R.E.M. IV, Inc. v. Robert F. Ackermann & Assoc., Inc., 313 N.W.2d 431, 434035 (Minn. 1981); Security Insurance Co. v. Kaye Milling Supply, Inc., 297 Minn. 348, 353 211 N.W.2d 519, 521-22 (1973).

On the other hand, the issue has probably not been conclusively decided.  Since the Seward decision, general contractors have argued that the Seward case was failed to account for the 1986 modifications to standard form CGL policies wherein completed operations coverage is now provided.  Accordingly, it is argued, there no longer any need for a subcontract to be any more specific than requiring the purchase of general liability coverage.


Although Minnesota’s appellate courts have not yet responded to this reasoning, these arguments may not be enough to cause the courts to reverse their traditional view of making clear distinctions between general liability coverage and completed operations coverage.  This is particularly so where the statute requires specific references to the “types and limits” of the insurance to be purchased.  
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