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Another Win for Policyholders as lllinois Reverses Course
and Joins the Majority of States Recognizing CGL Policies
Cover Property Damage Caused by Construction Defects
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On 30 November 2023, lllinois joined* the majority of states that recognize that commercial general
liability (CGL) insurance covers damage to one part of a construction project caused by construction
defects in other parts of the project, abrogating longstanding appellate authority requiring damage to
something beyond the construction project itself to trigger coverage. The decision is the most recent
in a series of high court decisions expanding the duty to defend construction defect actions and
continues a positive trend for policyholders.?

In a unanimous decision, the lllinois Supreme Court held that property damage caused by inadvertent
construction defects can be caused by an “accident” and may therefore constitute an “occurrence”
triggering a policyholder’s right to a defense.? In doing so, the court firmly rejected the argument that
damage to a project caused by faulty workmanship can never be an “accident” because it is the
“natural and probable risk of doing business.” This is an argument that many insurers rely on to
disclaim their duty to defend against construction defect claims. This holding is a welcome win for
real estate developers, general contractors, and commercial policyholders seeking insurance
coverage for damage caused by the faulty work of their subcontractors.

The insurance coverage dispute arose in connection with a lawsuit filed by the homeowners
association of a recently completed townhome development, Church Street Station Townhome
Owners Association (the Association), against the developer of the townhome community, M/l Homes
of Chicago, LLC (M/I Homes). The Association alleged that the townhomes were built with significant
exterior defects (the faulty workmanship).® The Association sought damages for the repair or
replacement of the faulty workmanship, which it alleged had also caused physical injury to the
townhomes after they were completed.®

The insurer, Acuity, denied M/l Homes coverage for the lawsuit on the ground that the damages the
Association sought were for faulty workmanship, not for “property damages” caused by an
“occurrence” (i.e., an accident) as defined in the CGL policy. Acuity then commenced an action for a
declaratory judgment that it did not have a duty to defend M/l Homes, relying on lllinois Court of
Appeal cases holding that faulty workmanship is not an “accident” because it is the “natural and
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ordinary consequence of” doing business. The trial court granted summary judgment in favor of
Acuity holding that defective work can be covered only if it causes property damage to something
other than the construction project.”

The appellate court reversed, relying on a different line of lllinois authority to hold that an insurer has
the duty to defend if the faulty workmanship causes damage to work other than the defective work
(e.g., the work of another subcontractor), even where the damaged property is a part of the same
construction project. Relying on an allegation in the Association’s complaint that “the work of
subcontractors and the designer caused damage to other portions of the townhomes that was not the
work of those subcontractors,” the appellate court held that Acuity had a duty to defend M/l Homes
under the CGL policy.?

On further appeal, the Supreme Court noted the “myriad of rationales and factors” that the lower
courts had been using to determine whether damage due to faulty workmanship is an “occurrence”
of “property damage” triggering an insurer’s duty to defend.® The court observed that much of the
case law was not “tied to the principles of contract interpretation but instead” to “various [public]
policy considerations.”° The court also acknowledged the concerns of many legal commentators that
the status of the law in this area was “in chaos.”!

The Supreme Court stressed a “return to first principles” and an application of “a disciplined legal
framework from which we can arrive at the correct legal analysis.” The court carefully restated the
analysis broadly applicable to the interpretation of an insurance contract'? and turned to the language
of the coverage grant in the Acuity policy. The policy defined “property damage” as “physical injury

to tangible property, including all resulting loss of use of that property.”® Because the damage
alleged by the Association—"“water damage to the interior of units"—was “physical injury to tangible
property” and the Association sought “to recover the cost of these resulting tangible damages on
behalf of the townhome owners,” the court determined that the Association sought “recovery for
‘property damage’ as that term is defined in the initial grant of coverage.”* Critically, the court did not
address whether the damage caused by the alleged faulty workmanship was damage to something
other than the project or damage to “other work.”

The court then turned to the definition of “occurrence” in the policy—"an accident, including
continuous or repeated exposure to substantially the same general harmful conditions.”* The court
reasoned that an “‘accident’ encompasses the unintended and unexpected harm caused by
negligent conduct.” The court held that because “[n]either the cause of the harm—the inadvertent
defects—nor the harm—the resulting water damage to the walls of the interior of the units—was
intended, anticipated, or expected,” the damage was an “accident.”®

The court firmly rejected the rule created in the lower courts “that damage to any portion of the
completed project caused by faulty workmanship categorically can never be caused by an accident
because it is always the natural and probable risk of doing business.”’ It reasoned that “[t]o hold that
all construction defects that result in property damage to the completed project are always excluded
would mean that the exclusions in the policy related to business risk become meaningless™® and
remanded the matter back to the trial court to determine whether the policy exclusions for “damage
to your work” and “damage to your property” applied.*®

Because insurers have the burden to demonstrate that coverage exclusions apply, the Supreme
Court’s decision in M/l Homes requires insurers to demonstrate that there is no allegation that
construction defects caused damage to other parts of a project or to third-party property to avoid their
duty to defend. A construction defect complaint containing allegations that defects caused damage to



other parts of a construction project or third-party property, even if nonspecific, should trigger an
insurer’s duty to defend in Illinois.

Real-estate developers and general contractors should carefully examine the allegations in a
construction lawsuit for broad allegations of property damage that might trigger insurance coverage.
Because construction litigation can be expensive to defend, insurer funding of the defense can be
crucial to a successful resolution. Experienced policyholder counsel can help to assess a claim and
advocate for coverage and, as necessary, litigate to maximize potential insurance recovery.
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