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UNI TED STATES COURT OF APPEALS
For the Fifth Crcuit

No. 99-50721

GERALD SCZEPANI K and JACQUELI NE SCZEPANI K,

Pl aintiffs-Appellants,

VERSUS

STATE FARM FI RE AND CASUALTY COMPANY,

Def endant - Appel | ee.

Appeal fromthe United States District Court
for the Western District of Texas

April 27, 2000
Bef ore KING Chief Judge, and GARWOOD, and DeMOSS, Circuit Judges.

DeMOSS, Circuit Judge:

Plaintiffs Geral d and Jacquel i ne Sczepani k appeal the district
court’s order granting summary judgnent in favor of defendant State
Farm The district court held that State Farm was entitled to
prevail as a matter of |aw because the honeowners policy issued by
State Farmto the Sczepani ks unanbi guously excl udes coverage with
respect to the Sczepaniks’ claim that a plunbing |eak caused

foundati on damage to their house. Having reviewed this narrow



issue of contract interpretation de novo, we conclude that the
controlling authorities fromthis Court and t he Texas Suprene Court
mandate a result in favor of the Sczepani ks. W therefore vacate
the district court’s grant of summary judgnment in favor of State

Farm and remand for further proceedi ngs.

| .

The Sczepani ks filed this suit in state court after State Farm
refused to pay their claimfor damage to the foundation of their
house, which the Sczepani ks cl ai mwas caused by water | eaking from
a broken sewer I|ine under the foundation of the house. The
Sczepani ks’ state court petition alleged breach of contract as well
as breach of the duty to pronptly investigate and pay their claim
State Farmrenoved the case to federal district court on the basis
of diversity jurisdiction. The disposition of this diversity
action is governed by Texas insurance | aw.

State Farmdefends on the ground that the policy issued to the
Sczepani ks unanbi guously excl udes coverage for foundati on damage,
and the district court granted summary judgnent in favor of State
Farm on that ground. The Sczepani ks contend that the policy
exclusion relied upon by State Farm does not apply when the
foundati on damage is caused by an accidental discharge of water,
such as the plunbing | eak all eged here.

This is not the first tine that this Court has been asked to



consider whether the standard policy |anguage pronulgated for
homeowner policies by the Texas |nsurance Comm ssion includes or
excl udes coverage for foundation danmage caused by a pl unbi ng | eak.
In Sharp v. State Farm Fire & Cas. Ins. Co., 115 F.3d 1258 (5th
Cr. 1997), this Court held that substantively identical policy
provi si ons unanbi guously exclude such coverage. Shortly there-
after, the Texas |Insurance Comm ssioner (who wites the policies)
i ssued a bul letin “vigorously di sagreeing with the Sharp decision.”
See Bal andran v. Safeco Ins. Co., 972 S.W2d 738, 739 (Tex. 1998)
(citing Tex. Dep’t of Ins. Bulletin B-0032-98 (Aug. 22, 1997)); see
al so Douglas v. State Farm Ll oyds, 37 F. Supp.2d 532, 538-40 (S.D
Tex. 1999) (discussing the Texas | nsurance Comm ssioner’s reaction
to Sharp and quoting at length from Bulletin B-0032-98). The
follow ng year, this Court was presented with the issue again in
Bal andran v. Safeco Ins. Co., 129 F.3d 747 (5th Cr. 1997). I n
light of the Texas Insurance Conm ssioner’s Bulletin and other
post - Sharp devel opnents, the panel in that case certified the
recurrent coverage question to the Texas Suprene Court. See id. at
749. Ei ght nonths later, the Texas Suprene Court answered the
certified question with a published opinion. See Bal andran, 972
S.w2d 738. The Texas Supreme Court held that the rel evant
provisions of the form policy were anbiguous on the coverage
gquestion presented. See id. at 741. Moreover, both the insured’ s

argunent that the policy covered foundation damage caused by a
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pl unmbi ng | eak and the insurer’s argunent that the policy excluded
such coverage were considered to be reasonable interpretations of
t he anbi guous policy | anguage. See id. at 741-43. The Texas
Suprene Court then applied the Texas rule of law that anbiguity
i nvol vi ng an excl usi onary provi sion of an insurance policy nust be
resolved in favor of the insured s construction provided the
construction is reasonable. See id. at 741, 743. Gven its
determ nation that the Bal andran’s construction was reasonabl e, the
Texas Suprene Court held that the form policy provision excluding
coverage for foundation damage does not apply when the loss is
caused by an acci dental discharge of water such as a pl unbi ng | eak.
See id. at 743. This Court subsequently gave effect to the Texas
Suprene Court’s holding in Balandran v. Safeco Ins. Co., 148 F.3d

487 (5th Gir. 1998).

.

The parties’ argunents on appeal either rehash the contract
construction issues litigated in the earlier cases for the purpose
of establishing coverage or rely upon immterial factua
distinctions to argue that Bal andran is i napplicable to the i nstant
di sput e. W will begin by examning the structure and rel evant
| anguage of the policy issued to the Sczepaniks.

The Sczepani ks were i ssued Texas Dwelling Policy-Form3 ("TDP

Form 3"). The first page of the policy includes the heading



“COVERAGES.” The COVERACES section sets forth details about the
covered | ocations or property under subheadings titled “ COVERAGE A
(DVELLING,” and “COVERAGE B (PERSONAL PROPERTY).” On the
foll ow ng page, the policy sets forth the headi ng “PERI LS | NSURED
AGAI NST.” Under that heading, the policy contains the foll ow ng

rel evant | anguage:

Coverage A (Dwelling). W insure against all risks of
physical |loss to the property described in Coverage A

(Dwelling) unless the loss is excluded in General
Excl usi ons.

Coverage B (Personal Property). We insure for direct
physical |loss to the property described in Coverage B
(Personal Property) caused by a peril listed bel ow unl ess

the loss is excluded in General Exclusions.
| medi ately followng this |anguage there appears a list of

enunerated perils, which includes the foll ow ng:

9. Acci dental D scharge, Leakage or Overfl ow of Water
or Steam from within a plunbing, heating or air
condi ti oning system or househol d appli ance.

A loss resulting fromthis peril includes the cost
of tearing out and replacing any part of the
bui | di ng necessary to repair or replace the system
or appliance. But this does not include loss to
the system or appliance from which the water or
st eam escaped.

Excl usi ons 1. a. t hr ough 1.i. under CGener al
Exclusions do not apply to loss caused by this
peril.

(enphasi s added).

The third page of the policy sets forth a nunber of excl usions
under the heading “GENERAL EXCLUSIONS.” The general exclusions

provide, in relevant part:



1. The follow ng exclusions apply to loss to covered
property:

i W do not <cover |loss under Coverage A
(Dwelling) caused by settling, cracking,
bul gi ng, shri nkage or expansi on of
foundations, walls, floors, <ceiling, roof
structures, walks, drives, curbs, fences,
retaining walls or sw nmm ng pools.
We do cover ensuing | oss caused by col | apse of
building or any part of the building, water
damage or breakage of glass which is part of
the building if the loss would otherw se be
covered under this policy.
Pi ecing these provisions together, it is clear that excl usion
1.i generally excludes coverage for foundation and sim/lar damage
to the dwelling. The final sentence in the definition of peril 9,
which is italicized for enphasis above, repeals or precludes the
application of exclusion 1.i. when the loss is caused by the
acci dental discharge of water. For this reason, the italicized
sentence is comonly referred to as the “exclusion repeal
provision.” See, e.g., Balandran, 972 S.W2d at 740. The basic
contract interpretation question presented in this and simlar
cases is whether the underlined exclusion repeal provision, which
follows the definition of peril 9, repeals the application of the
foundati on damage exclusion defined in exclusion 1.i with respect
to clains made under both Coverage A (for danage to the dwelling)
and Coverage B (for danamge to personal property), or whether the

exclusion repeal provision repeals the application of the

foundati on damage exclusion as to clains nmade under Coverage B



al one.

L1l

State Farm seizes upon the fact that the exclusion repea
provisionis textually |located wthin the list of enunerated perils
that fall wunder the heading "Coverage B (Personal Property)."
Thus, viewed strictly as a matter of format or structure, the
excl usi on repeal provision is placed within and coul d be construed
to apply only to clains for personal property danage under Cover age
B. |If the exclusion repeal provision is presuned not to apply to
Coverage A, then the Sczepani ks’ Coverage A claim for foundation
damage to the dwelling is taken outside the coverage of the policy
by exclusion 1.i.

State Farnmis argunent that the exclusion repeal provision
applies exclusively to Coverage B is indistinguishable from the
argunent that was enbraced in Sharp and then subsequently rejected
by the Texas Suprene Court in Balandran. |In Sharp, we interpreted
i dentical policy |anguage, and observed:

the Sharps’ policy <clearly and wunanbi guously
divides dwelling |osses and personal property
| osses into two separate ‘coverages.’ It therefore
woul d appear to be nonsensical and a rejection of
t he obvious structure of the policy, to reach into
text that applies solely to Coverage B (Personal
Property) to determne the extent of coverage
provi ded under Coverage A (Dwelling).
Sharp, 115 F. 3d at 1262.

Less than one nonth after Sharp, the Texas Suprene Court



i ssued a decision affirmng a honmeowner’s recovery for damages to
the foundation of the insured dwelling that were caused by a
pl unmbi ng | eak without discussing this Court’s decision in Sharp.
See State Farm LI oyds v. N colau, 951 S.W2d 444, 446 (Tex. 1997)

(“The Nicolaus' honmeowners policy, issued by State Farm LI oyds,

generally excludes |osses caused by ‘inherent vice,’ or by
‘settling, cracki ng, bul gi ng, shri nkage, or expansion of
foundati ons.’ Under an express exception, however, these

exclusions do not apply to l|osses caused by an ‘[a]ccidental
di scharge, |eakage or overflow of water’ from wthin a plunbing
system”). One nonth later, the Texas I|nsurance Comm ssioner
i ssued Bulletin B-0032-98. The Conm ssioner’s bulletin denounced
Sharp as an incorrect interpretation of Texas | aw, advi sed i nsurers
that the decision was not binding on Texas courts, and warned
insurers that failure to pay clainms for foundation danage to the
dwel I i ng caused by an accidental discharge of water could subject
the insurer to liability or disciplinary proceedings under the
Texas | nsurance Code. See Douglas, 37 F. Supp.2d at 538-39 (citing
bull etin). When presented with the issue again, this Court
certifiedthe coverage question, asking whether the standard policy
covered “danmage to a dwel li ng caused by novenent of its foundation
t hat was caused by an underground plunbing | eak.” Balandran, 129
F.3d at 749. The Texas Suprene Court answered that the policy

should be construed to provide such coverage. Bal andran, 972



S.W2d at 743.

The Sczepani ks’ argunents on appeal are either drawn from or
el aborate upon the reasoning used by the Texas Suprene Court in
Bal andran to reject the interpretation given identical provisions
inthis Court’s opinion in Sharp. |In Balandran, the Texas Suprene
Court conpared t he conprehensi ve coverage for “all risks” or perils
in Coverage A with the limted coverage for enunerated perils in
Coverage B, inplying that the broader coverage specified in
Coverage A necessarily included coverage for the subset of
enunerated perils specified in Coverage B. See Bal andran, 972
S.wW2d at 740. The Texas Suprenme Court further noted that the
excl usion repeal provision is not, by its plainterns, |limted to
clains for personal property damage. |ndeed, the provision states
merely that the foundation damage exclusion does “not apply to
| oss” caused by a plunbing |leak. See id. at 741. Finally, the
Texas Suprene Court set forth historical and |ogical reasons
explaining and justifying the placenent of the exclusion repea
provi sion adjacent to the specific peril to which it pertained.
See Bal andran, 972 S.W2d 741.

The Texas Suprene Court also relied heavily upon the rule of
contract construction that disfavors aninterpretation that renders
part of the contract neani ngless or inoperative. See id. at 741.
The Texas Suprene Court recogni zed that the insurer’s

interpretation -- that the exclusion repeal provision repeals the



foundati on damage excl usion as to personal property clainms only --
would render that part of +the exclusion repeal provision
meani ngl ess. See id. This is so because the foundation damage
exclusion is textually I|imted to “loss wunder Coverage A
(Dwelling).” WMoreover, the foundation damage excl usion does not
even potentially have any application to personal property
cover age. See id. at 741 (the foundation damage exclusion “can
never affect personal property |osses”). As the Texas Suprene
Court pointed out in Balandran, the exclusion repeal provision
woul d be both neaningless and of no effect if it nerely repeal ed
the application of an exclusion that was i napplicable in the first
pl ace. See id. at 741. W are not at liberty to assess the
relative strength of the reasoning used in Sharp as conpared to the
reasoning used in the Texas Suprenme Court’s disposition in
Bal andran. To the contrary, the Texas Suprene Court has construed
identical policy provisions to provide coverage for foundation
damage to the dwelling when caused by an accidental discharge of
wat er such as a plunbing I eak. Qur task when sitting in diversity
is sinply to apply that law. See, e.g., Shanks v. Allied Signal,
Inc., 169 F.3d 988, 993 (5th G r. 1999).

State Farm attenpts to avoid Bal andran and breathe new life
into the argunent rejected in Sharp wth a single factual
distinction. State Farmargues that we are not bound by the Texas

Suprene Court’s decision in Bal andran because the policy at issue
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in both Sharp and Bal andran was Texas Honeowners Policy-FormB, or
HO- B, while the Sczepani ks were i ssued Texas’ Dwelling Policy-Form
3, or TDP Form 3. According to State Farm HO- B is intended for
use when t he honeowner desires full coverage for both the dwelling
and personal property, while TDP Form 3 is intended for use when
the insured may want to select only certain types of coverage from
a policy which contains a description of all possible coverages.
State Farm argues that TDP Form 3 is in this respect rather |ike
t he Texas Personal Auto Policy, which permts an insured to sel ect
conprehensi ve protection, liability protection, or a conbi nation of
both. State Farm concedes that the relevant policy provisions in
the two policies are substantively identical, but maintains that
the difference permtting an election is significant because the
Sczepani ks, who owned but did not reside at the insured property,
purchased only Coverage A State Farm then nekes the further
argunent that, because the Sczepani ks did not purchase Coverage B
the exclusion repeal provision “is not part of the Sczepaniks’
contract.” Stated differently, State Farm wants the Court to
judicially excise fromthe insurance agreenent any portions that,
in State Farm s judgnent, apply strictly to Coverage B, which was
not purchased. The district court essentially adopted this
argunent when granting sunmary | udgnent.

The problem with State Farmis argunent attenpting to

di stinguish Balandran is that it once again depends entirely upon
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the prem se that the exclusion repeal provision is unanbiguously
and exclusively part of Coverage B, and does not form any part of
t he coverage extended under Coverage A for danage to the dwelling.
That exact proposition was rejected by the Texas Suprenme Court in
Bal andran. Moreover, we have not found any authority that woul d
permt this Court, sitting in diversity, to create a new contract
for the parties by sinply deciding which textual provisions the
parties intended to apply to what coverages and then judicially
excising the remaining portions. That prem se holds particularly
true when, as here, to do so would require that this Court reach a
deci si on about which provisions formpart of which coverages that
is directly contrary to a recent decision interpreting identical
provi sions fromthe state’s highest court. To conclude, State Farm
relies upon the Sczepani ks’ failure to purchase personal property
coverage as a basis for distinguishing the case fromBal andran. W
conclude that that factual distinction is immterial because the
Texas Suprene Court has already held that identical policy | anguage
does not wunanbiguously |limt the application of the exclusion
repeal provision to personal property coverage.

For the foregoing reasons, we vacate the district court’s
summary judgnent in favor of State Farm and remand for further
proceedi ngs consistent with this opinion. The parties’ briefing
suggests that there may be unresol ved factual disputes concerning

the actual cause of the damage to the Sczepani ks’ house. W do
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not, in this appeal from summary judgnent on the contract
interpretation issue, resolve whatever factual disputes may exi st
between the parties on that issue. Rather, we limt our holding to
the i ssue presented, which is whether, assum ng that the foundation
damage was caused by an accidental discharge of water such as a
pl unbi ng | eak, State Farm s policy excl udes coverage as a natter of
law. As set forth above, the decisions of the Texas Suprenme Court

and this Court in Balandran require that we answer that question in

t he negati ve.

CONCLUSI ON
The summary judgnment in favor of State Farmis VACATED and t he
cause REMANDED for further proceedings consistent with this

opi ni on.
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