Storm damage raises coverage questions
Business interruption complications expected
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A city ordered evacuated ahead of a monster storm. A wild combination ol widespread wind
damage and storm-surge flooding exacerbated a day later by levee breaches. A city-once a
thriving tourist dcstination, port and cncrgy center-now an uninhabitable cesspool and abandoned
for months.

These are not only the unique circumstances of the toll that Hurricane Katrina has taken on New
Orleans. They are also the factors that property policy experts suggest could create some knotty
coverage issues as risk managers begin (0 sortl oul their direct and contingent business
interruption losses with insurers in the months ahead.

DBusiness interruption losscs-typically gross carnings, or lost prolits and conlinuing ¢xpenscs
from a loss-are among the most diflicult claims to resolve even under far less dramaltic
circumstances, brokers and policyholder attorneys note. Losses arising [rom Hurricane Katrina
will be even more complicated, they predict.

The destruction of New Orlecans, as well as the devastation in Biloxi, Miss., not only impacts the
indefinitely sidelined local businesses-such as energy companies, agricultural businesses, hotels,
casinos and retailers. Many businesses elsewhere in the country also are sustaining contingent
business interruption losses as a result of losing key suppliers or customers on the Gulf Coast.

"It's the whole economy, basically,” that will be hurt, said policyholder attorney Finley T.
Harckham, a partner with Anderson Kill & Olick P.C. in New Y ork.

An official with the NWew York-basced Tnsurance Information Institute has said business

intecrruption losscs could account for 4096 of the $40 billion to $60 billion of insurcd losscs that
catastrophe modelers estimate Katrina has caused.

That pcrcentage would be higher than normal for a natural catastrophc.
Bul there is nothing normal aboul this disaster, business interruplion experts say.

"ItU's certainly a monumental disastcer, and it will sct a lot of preccedent in a lot ol arcas,” said Don
Grillin, vp-personal lines with additional responsibilities [or property-related losses al the



Property Casualty Insurers Assn. of America in Des Plaines, I1l.

Mr. Harckham agrced. "There's not a whole lot of case law to provide guidance on these
situations and how they should be resolved,” he said.

Because a policyholder's ability to recover business interruption losses largely hinges on having
coverage for the peril that caused the loss, one carly dispute could center on whether the water
that inundated New Orleans after two levees failed is a flood as defined in policy language, some
policy experts said. The levees failed a day after Katrina swept through the city.

Commercial risks commonly obtain flood coverage, though that protection typically is purchased
in policies providing difference-in-conditions or excess coverage.

But not all insurer and policyholder representatives argued the positions that the two sides likely
would take in a coverage dispulte.

Because flood coverage typically is individually crafied, the event could be a covered loss in
somc policics and cxcluded in others, said Fric Goldberg, assistant gencral counscl at the
Amcrican Insurance Assn. in Washington.

A brokcr, mcanwhilec, said policyholdcers likely would not prevail in that disputc.

"At somec point, a flood is a flood,"” said Gail Worstrom, managing dircctor in the property
syndication group at Aon Risk Services Inc. in Avon, Conn. "I think you'd be hard-pressed to
look at all of the buildings under water and think of it as somcthing other than a flood."

Coverage problems

Policyholders that base their business interruption claims on the evacuation orders issued in New
Orleans and Biloxi belore-and in New Orleans’ case, aller-Katrina made landfall also could run
into coverage problems, policyholder advocates said.

DBusincss interruption policics cover losscs that can be tied dircctly to orders from civil
authorities, but policyholder and insurer representatives disagree over whether the provision
applies to only covered perils.

Except for some contingent business interruption policics, that coverage should not depend on
whether the policyholder has flood or windstorm coverage, Mr. Harckham said. "The question is,
was there an ordcer barring acccess?"”

Underwriters that wrole properly coverage on standard policies, which do not cover [lood
damagc, would not respond to direcet and contingent business interruption ¢laims bascd on the
civil authority provision, the PCT and ATA officials said.

Policyholders would have to turn to their difference-in-conditions or cxccess policics if thosc



policies covered Mood losses, the officials said.

Even policyholders that have both wind and flood coverage could face problems recovering their

business interruption losses because New Orleans likely will be be evacuated for months,
policyholdcer advocatces said.

An exclusion in many business interruption policies bars coverage when a policyholder loses its
markel. Some policyholder advocates say they [ear that insurers will deny business interruption
claims because New Orleans' population 1s largely gone indefinitely.

But public loss adjuster Marvin Milton said the exclusion applics only when a product becomes
obsolete. It does not apply ""because of the disappecarance of a market because of a covered peril,”
said Mr. Milton, a partncr with Swerling Milton Winnick Public Tnsurancce Adjusters Tnc. and
president of Anderson Kill Loss Advisors L.L.C., both of Wellesley, Mass.

Ir that is how the exclusion works, "you'd never have a business interruptlion claim,"” because
cvery claim involves the loss of a scgment of the policyvholdcer's markcet, said policyholdcer
attorney Barry Fleishman, a partner at Dickstein Shapiro Morin & Oshinsky L.L.P. in
Washington.

Mr. Fleishman said he would not be surprised il insurers also invoked that exclusion against
shrimpers and agricultural companies with goods warchoused in New Orleans if buyers refused
to purchase those products because of contamination fears.

But "that's really a loss of market value,” not the loss of a market, he asserted. Federal and state
courts have ruled in lavor ol policyholders that laced similar losses and were denied business
interruption coverage when insurers invoked the loss-of-market exclusion, Mr. I'leishman said.

Similarly, insurcrs could raisc the argument that a dircet or contingent business interruption loss
is not covered because a policyvholder's facility or business partner would have been idled
anyway in New Orleans becausce of the evacuation, said Paul McVey, a managing dircctor in
New York with Marsh Risk Consulting, a Marsh Inc. practice.

Bul that exclusion applics only when a loss coincides with a planned shutdown ol a
policyholder’s facility for maintenance or because of a labor stoppage, he said.

The PCT's Mr. Grillin said invoking those provisions 1o deny coverage would be "a bitofl a
reach" by insurers. "That may be a concern, but I don't know how realistic that would be," he

said.

Those provisions, however, are not part of standard policy language, Mr. Grifflin said. So
commenting on how insurers would apply them would be "dicey," he said.

Question of peril

Another business interruption coverage problem could develop if losses resulted from both a






