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Veto Power: Babcock & Wilcox Holds that an Insured
May Settle Despite the Insurer’s Objection
This past July the Pennsylvania Supreme Court issued its long-awaited decision in the case of
first impression addressing the right of an insured to settle a tort claim without an insurer’s
consent. In Babcock & Wilcox Company v. American Nuclear Insurers, No. 2 WAP 2014
(Pa. July 21, 2015), the Pennsylvania Supreme Court framed the issue as: “whether an
insured forfeits insurance coverage by settling a tort claim without the consent of its insurer,
when the insurer defends the insured subject to a reservation of rights asserting that the
claims may not be covered by the policy.” The Babcock & Wilcox Court held that an insured
may settle the underlying matter over the insurer’s objection making the insurer liable for the
amount of the settlement, as long as the insured is able to demonstrate that the settlement
was fair, reasonable, and non-collusive.
The insureds in Babcock & Wilcox argued that the Pennsylvania Supreme Court should
adopt the reasoning set out in the seminal case of United Services Auto Association v.
Morris, 741 P.2d, 246 (Ariz. 1987) and hold that an insurer must indemnify an insured
so long as coverage applies, the settlement is fair and reasonable, and it is entered into in
good faith. The insurers argued that their obligation to pay the underlying settlement should
only be imposed if the insured proved that the insurers acted in bad faith in refusing to
settle the underlying case. The insurers encouraged the Court to adopt a standard in line

with the Pennsylvania Supreme Court’s 1957 decision, Cowden v. Aetna Casualty & Surety
Company, 134 A.2d, 223 (Pa. 1957). In the Cowden case, the Court held that an insurer
must pay a judgment in excess of its policy limits when it acted in bad faith in failing to
settle the case below policy limits. Accordingly, the decision before the Babcock & Wilcox
Court was whether to adopt a “fair and reasonable” standard (the Morris standard), or a
bad faith standard (the Cowden case).
The trial court applied the fair and reasonable standard articulated by the Morris case and
then convened a two-week jury trial in which the jury ultimately determined that the
underlying $80,000,000.00 class action settlement was fair and reasonable. On appeal, the
Superior Court of Pennsylvania reversed the trial court, enforcing the insurer’s requested
bad faith standard largely based on its reasoning that the insurance policy’s consent to settle
clause was clear, unambiguous, and should be enforced as written. The Superior Court did
not completely adopt the Cowden standard, however, instead adopting a third approach
as established by a Florida appellate case, Taylor v. Safeco Insurance Company, 361 So.2d,
743 (Fla. Dist. Ct. App. 1978). The Taylor approach gives the insured two options:
		

(1) reject the insurer’s defense and reach a settlement on its own terms, or,

		

(2) the insured may accept the defense provided by the insurer under a

		

reservation of rights, maintaining the insurer’s right to enforce the consent to

		

settlement clause.

If an insured chose the first option, it would be able to recover from the insurer if coverage
was found to exist, and the settlement was fair, reasonable, and non-collusive – the Morris
standard. If an insured chose the second option, it could only contest the insurer’s refusal
to settle if the Cowden bad faith standard was met. Using this third approach, the Superior
Court remanded the matter back to the trial court for a new trial to determine whether the
insureds actually rejected the insurer’s defense and, if not, whether the insurer acted in bad
faith in declining to settle the case.
Both the insurers and the insureds vehemently opposed the Superior Court’s imposition of
this third approach. Both cited Pennsylvania case law holding that an insured breaches the
insurance policy if it attempts to reject an insurer’s defense, thereby releasing the insurer
from the obligation to provide coverage. See American & Foreign Insurance Company v.
Jerry’s Sports Center, Inc., 2 A.3d, 526, 545 (Pa. 2009). The Supreme Court agreed with
the parties and rejected the Superior Court’s approach.
In ultimately adopting the Morris fair and reasonable standard, the Supreme Court
explained that an insurer is permitted to defend its insured subject to a reservation of rights
because the insurer has the opportunity (and is encouraged) to seek declaratory relief “to
eliminate the uncertainty regarding its responsibility for continued defense and ultimately
for indemnity coverage.” Id. at *19. The Court explained, however, “that where the insurer

believes that coverage does not exist, the insurer should deny coverage to ‘allow the insured
to control its own defense without breaching its contractual obligation to be defended by
the insurer.’” Id. (quoting Jerry’s Sports Center at 542). It reasoned that, in cases where the
insurer has reserved its rights but has not initiated a declaratory judgment action, it would
be unfair to the insured to permit the insurer to refuse its consent to settle when the insured
has the opportunity to reach a fair and reasonable settlement within its insurance policy’s
limits and curtail any potential non-insured liability.
The Pennsylvania Supreme Court limited the rule enunciated by the Arizona Supreme
Court in Morris, however slightly, by holding that it applied only in “those case where
an insured accepts a settlement offer after an insurer breaches its duty by refusing the fair
and reasonable settlement while maintaining its reservation of rights and, thus, subjects
an insured to potential responsibility for the judgment in a case where the policy is
ultimately deemed to cover the relevant claims.” Id. at *29 (emphasis added). The Court
does not provide any guidance regarding which party must establish the breach, or lack
thereof. The Babcock & Wilcox decision appears to create the potential for significant
additional litigation in the very next sentence as well. In that sentence the Court “observe[d]
that a determination of whether the settlement is fair and reasonable necessarily entails
consideration of the terms of the settlement, the strength of the insured’s defense against
the asserted claims, and whether there is any evidence of fraud or collusion on the part of
the insured.” Id. The Court held that a settlement must be “fair and reasonable” “from the
perspective of a reasonably prudent person in the same position of [Insureds] and in light of
the totality of the circumstances.” Id.
Construction industry policyholders in Pennsylvania now have the option of negotiating
their own settlements and forcing their insurers to pay. Policyholders will have to prove that
the settlement was fair and reasonable, covered by the policy, and not collusive or fraudulent
in nature. Insurers will still be able to contest the reasonableness of the amount of the
settlement and to litigate the actual application of whatever exclusions or other language in
the policy gave rise to the reservation of rights in the first place, but they reject a “fair and
reasonable” settlement demand at their peril. Given the large dollar amounts in controversy
in construction litigation, there is no doubt that Babcock & Wilcox will affect these cases for
years to come.
For more information, Phil Earnest at PRE@Pietragallo.com
or Christopher E. Ballod at CEB@Pietragallo.com.

Claim Payments under Subcontractor Default
Insurance v. Surety Bonds - What are the differences?
Despite a growing U.S. construction market, over the past year, both the subcontractor

default insurance (SDI) and surety markets have experienced an increase in loss activity due
to subcontractor insolvencies. For the first time in years, the surety industry experienced
several losses in the $100M range, and the Subcontractor Default Insurance market is
reporting a marked increase in the frequency and severity of losses with a few subcontractor
defaults exceeding $25M in value. With such an increase in loss activity, construction
managers and general contractors should consider employing risk mitigation tools such as
subcontractor surety bonds and subcontractor default insurance (SDI).
Subcontractors may be required by contract with construction managers and general
contractors to procure bonds to meet minimum financial security requirements. In the
event of a claim for the subcontractor’s failure to perform or pay its own subcontractor,
construction managers or general contractors may file a claim against the allegedly nonperforming or non-paying subcontractor. In turn, the surety asks its customer, the
subcontractor, for a statement of its position, including any defenses they it has related to
the underlying claim of non-performance or non-payment. Typically, the surety evaluates
the merits of the claim against its customer’s defenses to determine if the surety has a duty to
respond under the terms of the bond. In many instances, the surety will deny a claim based
on information received from its customer and allow the parties resolve the issue in court,
but in such cases construction managers and general contractors may proceed knowing that
a surety will be able to provide adequate money to satisfy any potential judgment.
If a subcontractor has no defense to the underlying claim, the surety will typically respond
according to the terms of the bond. Subcontractor performance and payment bonds often
give the surety the following options in the event of a default:
		
		

(1) Finance the subcontractor until completion of its scope of work (which may 		
have occurred before a default even occurs);

		

(2) Take over the work and rebid the completion;

		

(3) Allow the prime contractor to hire a replacement subcontractor; or,

		

(4) Forfeit the penalty of the bond.

Under the terms of the bonds, the surety decides the course of action and pays for the
default damages incurred up to the bond penalty. The surety claim payment may take a
considerable amount of time due to the process involved. The surety must first determine
if they have a duty to respond to the claim after considering each party’s position and then
choose their least expensive alternative to resolve the matter.
The surety will calculate its estimated loss by reviewing the receivables, payables, contract
balance and estimated cost to complete on the defaulted subcontract. The surety may also
evaluate the cost to take over the work, available subcontract balance, manpower needs
and access to inventory and equipment to complete the work v. the estimated cost to hire a

replacement subcontractor or finance the defaulted subcontractor. Based on these factors,
the surety will decide which of the four options above will be the least expensive for them.
With subcontractor default insurance, contractors or construction managers are insured
parties who procure coverage from their own SDI providers, thus providing contractors and
construction manager with more power to decide the best course of action in the event of
a claim. Additionally, the adjudication process described above following claims against
subcontractor procured bonds does not necessarily need to occur in order for payment to
be made under an SDI policy. Because the coverage trigger under an SDI policy is the
default, the SDI carrier must respond with payment for damages regardless of the merits
of the default. The insured contractor or construction manager is better able to manage
such claims in a more efficient manner without seeking the approval of their SDI provider.
Construction managers and general contractors are thus in a better position to decide if they
want to take the work over, finance the defaulted subcontractor, or rebid the work. SDI
coverage also offers broader protection than surety bonds by providing coverage for indirect
costs such as extended overhead, inefficiencies, delays or acceleration that are incurred as a
result of the default. Such costs are not normally part of a surety claim recovery. Under the
SDI policy, reimbursement for covered losses that have been paid as a result of a default will
be made within thirty days of submission of a satisfactory proof of loss. While this process
sounds ideal, the process to recover under SDI policies requires a high degree of planning
and expertise to perfect the claim and trigger payment.
SDI programs do, however, present a significant risk that if it is later decided in a court
of law that the subcontractor should not have been defaulted, and then the SDI coverage
should not have been triggered. Typically, then, the policy proceeds that were received by
the insured construction manager or general contractor must be returned to the SDI carrier.
While the SDI proceeds were available for the construction manager or general contractor
to complete the work, and the costs to defend the lawsuit from the allegedly defaulting
subcontractor are paid under the terms of the policy, construction managers and general
contractors must be aware of the potential for repayment of any SDI proceeds
SDI carriers typically consider the size of a claim when determining whether and how
quickly to honor a claim. If a small subcontractor becomes insolvent and the costs to remedy
the matter are less than $1 million in value, insured construction managers and general
contractors may expect a streamlined process and little resistance from the SDI carrier to
pay the claim. Part of the reason for this timely resolution is the structure of the coverage.
SDI policies are two party agreements between the carrier and the insured construction
manager or general contractor who agree to share the risk of default through deductibles
and co-payments that may total $500,000 per claim or more. Insureds typically finance this
exposure to deductible losses by a retro premium payment that is refundable at the end of
the policy term if no subcontractor defaults have occurred. When a loss occurs, the retro

premium fund will be depleted to cover the insured’s share of the loss. With the insured
and insurer sharing a material part of the smaller losses, carriers often give insureds a lot of
flexibility in the claim handling process.
With larger claims where the insurer is paying the lion’s share of the loss, the process
becomes more cumbersome. As is the case with a number of large insurance claims, the
insured may receive a Reservation of Rights (ROR) letter from the SDI carrier along
with an extensive request for information to address deficiencies with the quality of
information filed with the Proof of Loss as required by the policy. Insureds should be
prepared for such requests and be able to provide detailed narratives explaining the nature
of the costs submitted and the reasons why those costs are either directly or indirectly tied
to the subcontractor default. As soon as a default occurs, project costs codes must be set
up to account for all direct and indirect costs that will be part of the SDI claim. Early
identification of all schedule and performance impacts, work deficiencies, unpaid vendors
and suppliers, and other costs that arise from the default is critical to expedite the recovery
of amounts due under the policy.
An astute SDI buyer will work with professionals that have a complete understanding of
the product, including outside counsel and a claims consultant to assist with recovery from
the policy. The costs to pay attorneys and claim consultants are part of the SDI coverage.
A highly qualified consultant can help the insured identify all recoverable direct and
indirect costs to maximize recovery. Well documented claims from insured can be used by
carriers to quantify their losses and assist with their subrogation efforts against defaulting
subcontractors. The entire SDI support team must have a complete understanding of the
product in order to expedite payment and recover all of the proceeds available under the
terms of the policy.
While there are challenges to collecting damages for loss resulting from subcontractor default
under either SDI or surety bonds, understanding the coverage differences and planning
for the responses from the carriers before they occur will go a long way toward successful
recovery and mitigation of subcontractor default losses.
JIm Bly is the Managing Director of the Construction
Services Group of Alliant Insurance Services’ Pittsburgh
Office.

OSHA’s New Combined Space Standards for
Construction
Following several recent fatal workplace incidents, including two workers who suffocated
while attempting to close gate valves in a pit, a worker who fell due to losing consciousness
while climbing down a ladder in an unventilated underground valve vault, and a worker who

died when he fell into an industrial waste pit, OSHA has implemented a new standards and
permitting program regarding construction in confined spaces, effective August 3, 2015.
(29 CFR §1926.1201 et seq.) OSHA defines a confined space as a space that is large enough
and so configured that an employee can bodily enter it, has limited or restricted means
for entry and exit, and is not designed for continuous employee occupancy. Examples of
locations where confined spaces may occur include, but are not limited to the following:
		
		
		
		

Bins, boilers, pits (such as for elevators, escalators, pumps, valves, or for other
equipment), manholes, tanks, incinerators, scrubbers, concrete pier columns,
sewers, transformer vaults, ducts, storm drains, water mains, vessels, silos and
others.

OSHA defines such potential work areas as “permit spaces,” and requires that before
beginning work, employers must ensure that a competent person identifies all permit spaces.
Competent person is defined as “one who is capable of identifying existing and predictable
hazards in the surroundings or working conditions which are unsanitary, hazardous, or
dangerous to employees, and who has the authorization to take prompt corrective measures
to eliminate them.” A work area may also be a permit space if it has a hazardous atmosphere,
the potential for engulfment or suffocation, has an entrapment hazard, or any other serious
safety or health hazard.
Employers must ensure that all employees know about the existence, location, and dangers
posed by the permit spaces and that they may not enter the spaces without authorization.
Employees who enter permit-required confined spaces must be trained to understand the
hazards involved in working in such spaces and how to perform their duties safely, including
all methods used for their protection.
Employers must provide pre-entry planning before allowing workers to enter permit spaces,
including:
		
		

Identifying the means of entry and exit, proper ventilation methods, and elimination
or control of all potential hazards in the space;

		
		

Ensuring that the air in a confined space is tested for oxygen levels, flammable and
toxic substances, and stratified atmospheres; and,

		
		

Removing or controlling hazards in the space and determining rescue procedures
and necessary equipment.

Attendants must be posted outside confined spaces so that unauthorized workers do not
enter. Employees must also be trained that rescue attempts by untrained personnel can lead
to multiple deaths.

Employers must determine what personal protective equipment is needed to protect workers
entering the confined space and provide proper training for the proper use of the equipment
and hazards. Employers must take effective steps to prevent employees from unnecessarily
entering permit spaces.
		

OSHA has identified three types of employers:

		
		
		
		

The “host employer,” which is the employer that owns or manages the property
where the construction work is taking place;
The “controlling contractor,” which is the employer that has overall responsibility
for construction at the worksite; and,

		
		

The “entry employer,” who decides that an employee it directs will enter a permit
space.

OSHA requires that controlling contractors, rather than host employers, be the primary
point of contact for information about permit spaces at the work site. Host employers
must provide information about permit spaces at the work site to controlling contractors,
who then pass the information to entry employers. Entry employers must give controlling
contractors information about their entry program and hazards they encounter in the space,
and controlling contractors must distribute that information to other entry employers and
host employers. Controlling contractors are also responsible for making sure employers
outside permit spaces know not to create hazards in the permit spaces and that separate
entry employers whose employees are working in permit spaces at the same time do not
create hazards for one another’s workers.
For more information, contact Mark T. Caloyer at
MTC@Pietragallo.com.

Understanding Wrap-Up Insurance Programs: A
Primer
Whether you’re a property owner, general contractor, or subcontractor, understanding wrapup insurance programs—when to consider one, what they insure, and how they affect the
project—is vital to a construction project’s success. From bidding to managing, a wrap-up
insurance program can affect almost every aspect of a construction or renovation project.
This article provides a general overview of wrap-up insurance programs, specifically what
they are, what they insure, who they insure, and potential benefits and risks.
What is a wrap-up insurance program?
Wrap-up programs are most often used with large, single-site projects, although they can
also be used for multi-site projects. The first thing to understand is that there are two types

of wrap-up programs, Owner Controlled Insurance Programs (OCIPs) and Contractor
Controlled Insurance Programs (CCIPs). In an OCIP, the property owner sponsors and
controls the insurance program. In a CCIP, the general contractor sponsors and controls
the program. Otherwise, OCIPs and CCIPs are largely similar. The relevant differences are
discussed below.
Generally, a wrap-up insurance program is just what it sounds like—several insurance
policies wrapped up into one insurance program. Each program is different. A program can
include almost all of the project’s insurance—from General Liability to Excess Liability to
Worker’s Compensation to Builder’s Risk and Inland Marine—or it can include only one
insurance policy.
What types of losses does a wrap-up program insure?
Because programs vary widely regarding which policies are “wrapped,” what each program
insures can also vary. As a general rule, however, wrap-up programs insure general liability
exposure for claims arising from the construction project at the construction site during
the policy period. Wrap-up programs often cover damages arising after construction is
completed through completed operations coverage. Completed operations insure bodily
injury or property damage claims that occur after the completion of a project but arise out
of the project itself. For instance, if six months after the building is completed the roof leaks
and causes water damage, the completed operations coverage potentially insures against this
damage.
Liability occurring away from the project site is generally not covered. Similarly, tools and
equipment not at the construction site are not covered. Depending on the program, tools
and equipment at the construction site may or may not be covered. To avoid this gap, the
program’s sponsor should consider adding Builder’s Risk and Inland Marine coverage to the
program. Programs typically do not insure specific operations such as blasting, demolition,
or other high-hazard operations. But again, each program is different. It is crucial that the
program’s sponsor is intimately familiar with exactly what is and is not covered.
Likewise, liability for work at the construction site that is not related to the project and
warranty work done after the project’s completion are not covered.
And it is important to remember that some states impose various coverage requirements or
restrictions on wrap-up programs. For instance, 12 states specifically regulate OCIPs for
public work projects.
Who does a wrap-up program insure?
Wrap-ups insure the property owner, the general contractor, and the subcontractors.
Traditionally, wrap-ups excluded professionals such as architects, engineers, and designers,
but this trend is reversing. Because the program most likely covers only work done at the
construction site, wrap-ups typically (but not always) exclude haulers, truckers, suppliers,

and vendors.
In an OCIP, the property owner is the first named insured, and the general contractor
and the subcontractors are named insureds. In a CCIP, the general contractor is the first
named insured, and the subcontractors are named insureds. The property owner is either
an additional insured or a named insured, depending on the program.
What are the benefits of a wrap-up program?
Wrap-ups offer many benefits, including:
• Consolidated coverage: Program sponsors do not need to rely on contractors and
subcontractors to procure the correct limits and types of coverage to protect the sponsor
from losses.
• Higher limits/site-specific limits: The program’s sponsor can design the scope of coverage
provided for the owner and contractors and set the amount of limits that will be dedicated
to the project.
• Fewer disputes: Wrap-ups lead to quicker claim turnaround and less cross litigation
between insurance carriers before deciding who pays for the claim.
• Easier, more accurate bidding: The bidding contractor removes the cost of insurance
provided under the wrap-up from their bids, including any markups.
What are potential issues and risks?
First, wrap-up programs offer broad coverage, so a program can be fairly expensive to
purchase. The program’s cost depends on the limits and scope of the policy. Sponsors often
mitigate costs by opting for a higher deductible and/or spreading the cost of the premium
to all the contractors and subcontractors protected under the policy. Second, because a
wrap-up program can involve several insurance policies, the sponsor will most likely want
to hire someone to help design and/or administrator the program, and this can be costly.
The sponsor should also issue detailed requests for proposals to contractors and make sure
that the contractors and subcontractors are aware that the project is covered under a wrapup program. Lastly, like any insurance policy, a wrap-up program’s cost is subject to market
fluctuations, so cost savings are never guaranteed.
Best practices when considering a wrap-up program
Determining how much and what type of insurance you need can be daunting. Each project
requires careful consideration of the insurance options and that project’s characteristics.
Wrap-up programs are complicated and require extensive review before purchasing. Below
is a helpful checklist to use as a guide.
• Address insurance in bidding: When bidding for a project, make sure all parties are clear
that this project is using a wrap-up program and who the sponsor is.
• Understand the project’s scope: Where is the site? What is the project’s duration? Is this a
large or a mid-sized project?

• Be mindful of coverage gaps: Have a thorough understanding of your coverages and how
they interrelate with a wrap-up program.
• Purchase adequate limits: Do not underinsure.
• Identify insureds by status: Owner, general contractor, subcontractors, and professionals.
• Understand governing state law: Make sure your program meets state requirements.
Katherine Henry (Washington, D.C.) and Connor
(Nashville, TN) of Bradley Arant Boult Cummings LLP.
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Can A Subcontractor Recover in an Action Against
a Contractor and Surety under the PA Contractor
and Subcontractor Payment Act on a Public Works
Project?
The Pennsylvania Contractor and Subcontractor Payment Act, 73 P.S. §§50-516 (CASPA)
was intended to provide contractors and subcontractors with additional remedies against
those that do not pay construction companies for their services in a timely manner. The
Pennsylvania Supreme Court has recently ruled that the statute does not apply to public
works projects because a government entity does not qualify as an “owner” under the statutory
definition, as such an entity is neither a “person” nor “other association.” The Supreme Court
said: “Whether by intention or oversight, the Legislature simply did not design CASPA to
apply independently to subcontracts in scenarios in which the foundational contract resides
outside its boundaries.” Clipper Pipe & Service, Inc. v. Ohio Cas. Ins. Co., 115 A. 3d 1278
(2015).
The case involved a public construction project for the Navy/Marine Corps Reserve Training
Center in Lehigh County, Pennsylvania. The U.S. Department of Navy entered into an
agreement for the construction of additions and renovations to the Training Center. A
subcontractor on the project sued the general contractor for amounts alleged to be owed.
The Supreme Court noted that although the Department of the Navy was not a party to
the lawsuit, CASPA simply did not apply to a construction project where the owner is a
governmental entity.
Please note that the Pennsylvania Prompt Pay Act, 62 Pa.C.S. §§3931-3939, does apply to
projects involving a governmental entity. See East Coast Paving v. North Allegheny School
District, 111 A.3d 220 (Pa. Cmwlth. 2015).
Joseph J. Bosick Serves as Chair of the Construction Practice
Consortium. For More Information, you are welcome to
contact Joe Bosick at (412) 263-1828 or JJB@Pietragallo.com.

Where In The World?
Construction Mystery: The world’s longest wall and
biggest ancient architecture is not, as often claimed,
the only man-made structure that can be seen from
outer space. Construction on the wall began between
221 and 207 B.C., making it approximately 2,300
years old. The last construction work was done in
1644. The wall originally extended for 13,170.7
miles, of which a third is gone without a trace.
Contrary to most assumptions, the wall is not a
continuous line but has sections with parallel walls,
circular walls, and a series of side walls. In fact,
there are some sections where natural barriers, like
mountains and rivers, form a deterrent and there are
no actual walls.
Question: What is the name of this marvel?
Last Issue Answer: Ahu Akivi Moai, Rapa Nui (Easter
Island), Chile
Contributed by Jane Ockershausen,
Travel Editor
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