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Second helpings are a holi-
day tradition, but not what’s
intended when the risk of fu-
ture liabilities is contractually
transferred. Transferred risks
are not supposed to come

back to the builder. Many builders transfer risks of
building defects by buying third party warranty
products for their customers, mistakenly believing
that the risk of some unknown building defect has
forever been shifted to the warranty company, and
for a small expense all profits are locked in.
Unfortunately, these products often do not transfer
liability and indeed may provide new avenues for
suit against a builder. This article explores why
what should be cause for holiday cheer may be
cause for indigestion. 

Third party warranty products come in three
principal formats:

• A service warranty creates no new warranty
at all, but merely provides for a servicing
company that arranges inspections and man-
ages claims against the builder’s warranty.
The builder’s warranty expressed in the sales
contract remains the standard for evaluating
performance.

• A new contractual warranty is provided by a
third party company, replacing the builder’s
warranty of workmanship and quality. This
warranty typically contains a one-year work-
manship warranty, two-year systems warranty,
and ten-year structural warranty. The builder
is typically responsible for the one-year work-
manship warranty and two-year system war-
ranty while the warranty company is typically
responsible for the ten year structural war-
ranty. This format sometimes uses a risk re-
tention group in which a group of builders
agrees to share the risk among themselves for
construction defects while agreeing to build
to certain specified quality standards. 

• The warranty is replaced with an insurance
policy that typically insures both builder and
buyer against structural defects for ten years,

while continuing to obligate the builder to
remedy workmanship defects in the first year
and systems defects for the first two years.

A service warranty scenario does not shift lia-
bilities for home defects to a third party, but the
builder keeps the risk and performs the warranty
work, remaining solely responsible for correcting
any defects. The added risk is a loss of builder
control over warranty administration and possible
poor performance by the warranty servicer, a risk
that is not significantly different than any contrac-
tual assignment where performance is undertaken
by an independent contractor and not an em-
ployee. 

In the risk retention warranty scenario, struc-
tural defects are evaluated and fixed by the war-
ranty company. The builder may not receive notice
of the building defect until after the work is per-
formed and may even disagree with the work un-
dertaken by the warranty company. The warranty
company here acts like a surety agreeing for a
price to perform the obligations of the builder to
correct structural defects in a home. 

The agreement between the builder and the
warranty company under a risk retention warranty
is typically set out in a builder limited warranty
agreement that defines certain builder obligations
in connection with construction of the home,
some of which may be surprising. For example,
some agreements require the builder to use only
pre-approved soil testing companies and require
soil reports prior to commencing construction,
with copies of the reports being sent to the war-
ranty company. Failure to follow these require-
ments allows the warranty company, in the case of
soil-related structural defects, to recover damages
from the builder not only for breach of contract
but, in its capacity as a surety, for negligence as
well. In contrast, a house buyer generally cannot
sue a builder for negligence due to the “economic
loss doctrine,” a legal theory which deprives the
buyer of this cause of action. 

Ironically, in trying to shift the risk of a struc-
tural defect to a third party, the builder in this in-
stance has actually increased his risk while giving
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up control over the direct management of the
structural repair work. Worse still, the warranty
agreement may require the builder to post security
in the form of a letter of credit, bond or cash,
which may be forfeited to the warranty company if
it satisfies a claim. The warranty agreement also
typically allows the warranty company to recover
its attorneys’ fees, costs of enforcing the agree-
ment, and interest on any advanced costs and fees.
Finally, the warranty agreement typically provides
for subrogation or assignment of the owner’s
rights and claims against the builder to the war-
ranty provider. The phrase “instant karma” takes
on a whole new meaning for the builder when
contemplating a claim by its warranty company for
a defect under this scenario, because even if the
builder prevails on a breach of contract claim
arising under a direct contract or subrogation the-
ory, the builder may lose on the negligence claim
and be required to indemnify the warranty com-
pany for any loss suffered, liability which would
not have existed but for this warranty program.

The insured warranty scenario avoids the prin-
cipal problem associated with the risk retention

warranty: namely, a lawsuit by the warranty com-
pany against the builder for a structural defect.
While the builder still enters into an agreement
with the warranty provider, here the provider is an
insurance company insuring over liability for neg-
ligence. Further, the insurance company may pro-
vide costs of defense in a suit seeking damages for
a structural defect. The agreement may still im-
pose a different warranty standard from that of-
fered by the builder and will have exclusions from
coverage that should be carefully reviewed.
However, the essence of an insurance contract is
the insurance company assumes the negligence
risk for a fee and cannot seek recovery from the
insured. 

Absent a direct breach of its obligations to the
insurance company that are set out in the builder
agreement, the builder has successfully trans-
ferred the risk of a building defect to a third party,
effectively cutting off the risk of a building defect.
For builders operating under the insured warranty
program, the builder should manage to avoid the
“second helping” of a claim by its warranty
provider and, indeed, may have a Happy Holiday!
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