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or

We don't live in glass houses so how the bleep are we supposed to know?

[. Introduction

There are few areas where homeowners and insurance companies disagree more often
than on routine non-flood water damage claims. The disputes typically arise over
whether water damage was caused by a “sudden and accidental” or by longer term
“continuous or repeated seepage, leakage of water or the presence of condensation of
humidity, moisture or vapor, over a period of time greater than 14 days.” In other
words, the central dispute between policyholders and insurers in non-flood water
damage claims stems from whether the damage was from a sudden accident causing

event like a burst pipe, or one that has lingered over a period of time, like a slow drip.

It's not surprising that water damage claims are a point of contention for insurance
companies. According to industry sources, 2,296,570 residential water damage claims
were reported between 2014-2015, accounting for approximately 33% of all
homeowner’s insurance claims." California leads the nation, followed by Florida, Texas,
New York, and Pennsylvania.'" By way of example, Citizens Florida, a state-run insurer-

of-last-resort, obtained the approval of the state regulator to increase rates specifically



due to water claims having increased by 46% in the preceding five-year period."

A major factor underlying this common dispute is how and when the homeowner
discovers they have a water leak. In many cases, the water causes significant damage
before the homeowner notices water on the kitchen floor, the presence of mold, etc.
Given that most property insurance policies now contain exclusions for water damage
claims that are not immediately identified, the fact that property owners cannot always
readily appreciate water damage at its inception is problematic, to say the least. This
article will survey the water damage landscape (coverage and exclusion), with an
emphasis on California case law and a proposal for a delayed discovery rule that would

reduce and resolve many disputes over when the damage-producing event occurred.

[l. The coverage grant and the exclusion

Let’s start with a typical water damage coverage grant and exclusion:

[We cover] A sudden and accidental discharge, eruption, overflow or
release of water does not include a constant or repeating, gradual, or slow
release of water, or the infiltration or presence of water over a period of
time. We do not cover any water, or the presence of water, over a period
of time from any constant or repeating gradual or slow seepage, leakage,
trickle, collection, infiltration or overflow of water from any source even if
from the usage of those items described [in the specific sections listed or
as stated above] whether known or unknown to any insured.v

There you have it. Insurance companies, in an effort to minimize (or completely

eliminate) their duty to pay for water damage claims, have imposed a temporal



requirement on coverage for water damage claims. This policy language mirrors most

common policy forms and, as described above, some forms specify the number of days.

The insurance industry has gone away from offering an “all-risk” homeowner’s
insurance policy, having carved out exclusions and exceptions ranging from pollutionVi
to earthquake“' to flood."" Water damage, of the non-flood event variety (e.g., burst
pipe, dishwater leak, etc.), on the other hand, has traditionally been covered under the
HO 3 form. Under this industry standard form, water damage is typically covered when
the water originates “inside the residence premises” as opposed to the result of a flood
event.” Only a stand-alone flood insurance policy from the National Flood Insurance
Program (or certain surplus lines carriers) will pay flood damage, and those policies

have plenty of their own issues — a topic deserving of its own article.

However, coverage for routine water damage claims under the 2011 version of the HO

3 policy, for example, is excluded by the following boilerplate language:

“...constant or repeated seepage or leakage of water or steam over a
period of weeks, months, years from within the plumbing, heating, or air
conditioning or automatic fire protective sprinkler system or from within a
household appliance.”

Both the HO 3 form as well as the language utilized by Farmers/Mid-Century in the
above-cited Brown v. Mid-Century case demonstrate that the insurance industry has
strategically tried to avoid covering water damage claims that should be covered, by
focusing on the amount of time it takes for the homeowner to discover the loss. In other
words, from the typical insurance company’s perspective, it does not matter when the

homeowner learns about the water damage; all that matters is when the leak began.



This temporal requirement is incredibly problematic because, as the title suggests, we
do not live in glass houses so we cannot see inside of the walls. It is only when the leak
manifests in other ways (e.g. musty smells, peeling paint, or mold or on the floor) that
homeowners become aware that they have a water damage claim and need insurance

benefits to pay for the cost of repairs.

[1l. The typical water damage claim scenario

How does this play out in the context of most water damage claims? If a kitchen pipe
suddenly and accidentally begins releasing water and the homeowner immediately
discovers the issue because the damage is readily visible in a location the insured has
access to — there can be no question it is a covered claim. However, if the homeowner
is away on a three-week vacation when the pipe bursts, the above exclusions purport to
bar coverage. If the claim is denied, it not only goes against a policyholder’s reasonable
expectations* of coverage — this is black letter insurance law - but it is contrary to
common sense because, but for the unavoidable delay in discovering the loss, it would
be covered under the terms of the contract. Similarly, if a pipe is leaking behind a wall, a

homeowner may not discover it within the time required by most policies.

Given that property insurance is supposed to provide coverage when the cause of loss
is not itself excluded, it seems illogical that an exclusion can eviscerate coverage based
only on the amount of time that passes between when the damage first occurs and the
time the insured discovers it. This is especially true in the water damage context where
it is difficult to pinpoint the exact date/time that a loss occurs. Obviously, the longer a

leak goes unmitigated, the more expensive it is for the insurance company, but it goes



against the very purpose of insurance — which is to indemnify the policyholder in case of

a loss — for homeowners to have to pay these losses out of pocket.

This leads to another problem: insurance company reliance on “expert” vendors to
establish and prove the application of temporal exclusions. The first thing most
homeowners do when they identify water damage is call their insurance company.
Typically, the insurance company will then send out a water damage vendor, perhaps a
plumber, that is on its “approved vendor” list. The vendor then “evaluates” the cause

and origin of the damage and reports his or her findings to the insurance adjuster.

But the vendor’s work does not stop there. There are many cases in which a
policyholder will be forced to take the insurance company “expert’s” word that the leak
has been going on longer than allowed by the policy. In the most egregious examples,
adjusters may even ask their investigating plumber, engineer, or contractor to include in
their reports an opinion regarding whether the damage appears to have existed for
longer than 14 days or a month so that the adjuster can evaluate coverage. Given that
these vendors get repeat business from insurers, this creates a problematic incentive
for vendors to tell their insurance company clients what they want to hear (i.e., that the

damage is the result of a long, slow leak), especially on close calls.

Because most policyholders do not suspect that their insurance company is taking an
adversarial posture so early in the claim investigation, they do not normally go to the
effort of hiring their own independent “expert” when the evidence of water damage is
fresh to evaluate the damage (and possibly dispute the insurer’s expert’s opinion on the

time and duration of the water damage). It is also costly to do so, particularly when there



is no guarantee that the insurance company will give it much, if any, credence. This
becomes extremely problematic for insureds. When their claim has been denied and
their only option is to sue for breach of contract and bad faith, insurance companies in
some jurisdictions are able to rely on the “genuine dispute” doctrine to defeat bad faith

when they allege that they relied on their experts’ opinions in evaluating the claim.

IV. How did we get here? Case law and industry evolution

Some decisions, in California and across the country, provide insurance companies with
legal support to cite to and rely on these temporal exclusions. Courts uniformly find in
favor of the insurance company’s citations to the exclusions. The opinions all focus on
the duration that the water was leaking before the insured discovered it, as opposed to
when the insured discovered it. In each decision insurers have cited to and relied on
their vendors’ opinion evidence tending to show that the water damage was “long term
damage.” Because the homeowners did not retain their own independent experts while
the evidence was fresh (i.e., before their insurer denied coverage and the walls and
floors were still wet), they often do not have sufficient evidence to contradict the
insurance company’s position that the duration of the leak was long term.? Once some
amount of remedial work has been performed or time has passed, water damage
experts find it extremely difficult to evaluate the temporal component to a loss after the
fact (which begs the question of whether an insurance company “expert” can really tell if
the damage is long term?). As a result, homeowners are often without the tools
necessary to dispute their insurance company’s denials based upon the temporal

exclusions.



One California case does, however, preset an interesting legal theory if applied to
disputed water damage claims. In Jones v. W. Home Ins. Co.,*" the plaintiff argued that
a “delayed discovery rule” should be read into the exclusion, but the court rejected this.
In California tort law, the delayed discovery rule operates to toll the statute of limitations
when the plaintiff is ignorant of the facts and could not have discovered the facts
supporting a claim within the statute of limitations.* Were the delayed discovery rule to
be applied in the water damage context, the insured would be able to challenge an
insurance company’s denial of coverage when an insured reports the claim as soon as
evidence is readily apparent. There is some precedent for application of the delayed
discovery rule in the first party insurance context with regard to suit limitations, yet it has

not, to the authors’ knowledge, been so applied.*

It is worth noting that the insurance industry itself doesn’t (or didn’t use to) take such a
hard-line view. When asked whether the HO-3 exclusion for “wet rot” (see fn. 8) bars
coverage for hidden wet rot behind walls and cabinets, an author for FC&S/National

Underwriter said the following when asked about that exact scenario:

By placing wet rot in this longer list of things that occur over a long period of time,
it is clear that the [under]writers’ intent was to exclude wet rot that happens over
a long period of time—like on the underside of wooden steps leading down into a
damp basement. In that case there has been no intervening peril—the wet rot
just happened. And that’s what is meant to be excluded. It is important not to
confuse resulting wet rot damage with loss caused by wet rot. When a pipe
breaks, gets the covered property wet, and wet rot then occurs, we have
resulting wet rot damage, which is covered, because the peril that caused it is
plumbing discharge. The HO 00 03 does not contain the exclusion for “repeated
seepage or leakage,” nor does it state that a loss must be “sudden and
accidental.” In this case, the water damage, the wet rot damage, and the cost to
tear out and replace the pipe are all covered. We should add, though, that had
the insured seen signs of the leak—stained wallpaper, for example—and done



nothing, the loss would not have been covered by virtue of the duty of the insured
at the time of loss to protect the property and prevent further loss."Vi

Further, typical water damage exclusions used to include the following qualifier:

...unless such seepage or leakage of water or the presence or condensation of
humidity, moisture or vapor and the resulting damage is unknown to all
insureds and is hidden within the walls or ceilings or beneath the floors or
above the ceilings of a structure. (emphasis added).

There is some logic to imposing a temporal requirement that is consistent with an
policyholder’s duty to timely report a claim and mitigate further damage. But insurance
policies are not warranty contracts intended to incentivize property owners to stop
maintaining their properties and shift the cost of doing so to their insurance companies.
But it seems illogical to apply exclusions for water damage claims that place the burden
of triggering coverage on an issue (determining when the event that caused water
damage first occurred) that is at its core subjective, inherently susceptible to dispute,
and places the insurer and insured at odds with one another too early in the
investigative stage of a claim. This is especially so where, here in California (where the
authors are based and practice), water damage claims are one of the most prevalent
types of claims that occur.*! In reality, homeowners truly need coverage for water
damage claims that are caused by accidental events. However, through the use of
these temporal exclusions, they are finding it more and more difficult to get the

coverage they need.



V. Conclusion — adopt a delayed discovery rule

A win-win solution that would benefit insurance companies and policyholders would be
exceptions to the temporal exclusion (such as the one identified above) where the
damage is of a type that is previously unknown to the insured or takes place in a
location that it is hidden from the insured, OR for policyholder advocates to begin
fighting to have the delayed discovery rule applied in this context. The result would be
that insurance companies would only provide coverage where the evidence
demonstrates (1) that the water damage causing event occurred suddenly and
accidentally, and (2) that the policyholder is either able to immediately appreciate the
damage, OR could not do so due to circumstances out of their control. This result would
protect insurance companies from paying for claims that should not be covered by
placing the burden of proof on the policyholders to establish the exception to the

exclusion (or as it called in tort law - the “delayed discovery rule”).

Such a rule would also protect policyholders by not placing them in the patently unfair
position where the outcome of their entire claim could ride on the opinion of an “expert”
vendor — whose opinion on the duration of a leak may not be objectively accurate, and
who may be motivated by the desire to please their client (the insurer) to obtain repeat
business. This proposal would, in effect, level the playing field in the context of water
damage claims. Given that numerous exceptions already exist in first party property
damage insurance and tort law to exclusions for damage that is not readily apparent or
easily appreciated, it only makes sense to apply them in the context of routine water

damage claims as well.
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