State Bar of Texas

Volume 30, Number 2
December 2005

OFFICERS:

Brian R. Sullivan, Chairman
1201 Spyglass Road, Suite 200
Austin, Texas 78746

(312) 3278111

Arnold J. Johnson, Chairman-Elect
350 Glenborough Drive, Suite0l 0
Houston, Texas 77067

(281) 872-3352

Richard D. Watt, Vice Chairman
1010 Lamar, Suite 1600
Houston, Texas 77002

(713) 650-8100

Michael P. Pearson, Secretary
1401 MeKinney Street, Suite 1900
Houston, Texas 77010

(713) 752-4311

Norma Rosner Iacovo, Treasurer
1701 E. Lamar Blvd,, Suite 100
Arlington, Texas 76006

(817) 462-1507

Laura H. Burney, Immediate Past
Chairman

7801 Broadway, Suite 200

San Antonio, Texas 78209

(210) 821-3377

COUNCIL:

TERM EXPIRES 2006

Rod Wetsel, Sweetwater
Jay G. Martin, Houston
Fabene Welch, Houston

TERM EXPIRES 2007
William B. Burford, Midland
Tim George, Austin

David Roth, San Antorio

TERM EXPIRES 2008
Timothy Brown, Houston
Michael E. Curry, Midland
Jolisa Melton Dobbs, Dallas

NEWSLETTER EDITOR:

ECTION REPORT

Jay G. Martin

3900 Essex Lane
Houston, Texas 77027
(713) 439-8439

OFrFiciaL PUBLICATION OF THE O1L, GAS AND ENERGY RESOURCES LAW SECTION OF THE STATE BaR OF TEXAS
Cover Prore ProvipeEp By




AFTER THE STORMS: IMPORTANT
INSURANCE CONSIDERATIONS FOR
THE ENERGY INDUSTRY FOLLOWING

HURRICANES KATRINA AND RITA

By Vincent E. Morgan'
Piilsbury, Winthrop, Shaw, Pittman
and
Michael Sean Quinn?
Quinn, Seelig & Hayes

Introduction
Hurricanes Katrina and Rita caused
immense devastation to both life and

property in the Gulf Coast region. Though
the damage inflicted by these storms was
widespread, the energy sector in particular
suffered heavy losses to key assets and the
revenue streams generated by those
assets. While conditions are improving,
numerous challenges lie ahead as the
industry continues to repair and rebuild in
the aftermath of these catastrophic events.
Fortunately, many energy companies have
insurance coverage available to assist them
during the recovery process. This article is
designed to present an overview of some
important considerations for assessing,
preserving and maximizing the insurance
claims that arise from these storms.®

Vince Morgan practices with the Houston
cffice of PILLSBURY WINTHROP SHAW PITTMAN,
focusing on the litigation of insurance coverage
disputes on behalf of commercial policyholders,
as well as advising those clients on insurance
and risk management issues before losses
occur.

*  Michael Sean Quinn is the founding partner

of QUINN, SEELIG & HAYES, a boutique law firm
based in Austin. A former Chair of the
Insurance Law Section of the State Bar of
Texas, he occasionally teaches, routinely
practices, and frequently testifies about
insurance coverage matters.

° We concentrate mainly on firstparty
property losses instead of third-party liability
claims, though both have arisen in the wake of
these natural disasters. Because of our focus, it
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Section | of this article will begin by
describing these storms and their specific
impact on the energy industry. In Section I,
a brief review of some insurance
fundamentals, both generally and for the
energy sector in particular, is presented.
Treatment will also be given to some
specific energy policy provisions in order to
analyze these issues in context. Section Il
provides a discussion of how to assess the
available coverage, how to preserve it, and
how to maximize the potential recovery.
Finally, Section 1V of this article concludes
with some practical ideas that will hopefully
help to protect the industry against losses
from future storms.

The Hurricanes a d Their Aftermath

Katrina has been tagged as the costhest
catastrophe in the history of America.’

is crucial to note that first-party policies are
much more likely to vary between one policy and
the next. Sometimes these variances can be
significant and often such policies contain one-
of-a-kind manuscripted endorser_nents.
Consequently, this article identifies key issues
that are likely to arise in most cases, though t‘he
insured should carefully study its specific policy
in order to determine the impact of these issugs
in any individual case. Note also that, since thfs
article is being written for the Journal of the Oil,
Gas and Energy Resources Law Section of the
State Bar of Texas, we concentrate on Texas
law throughout this paper. Many concepts are
fairly standard from jurisdiction to jurisdiction,
but there are variances on occasion. Thus, the
faw applicable to a given insurarice problem
should be checked carefully in order to be sure
of the correct rule.

Preliminary Estimate Pufs Insured Losses
From Hurricane Katrina at $34.4 Billion: SO
Property Claim  Services, available at
http://www.Iso.com/press_releases/2005/10_04_
05.html (last visited Nov. 12, 2005). Other
estimates have reached as high as $40 to $60
billion in insured losses, and more than $125
billion in total economic losses. Rupal Pargkh,
Katrina Insured Loss as High as 360 Billion:
RMS,  available at  http:/;www.business



Simply considering the magnitude of the
destruction these storms left in their wake is
mind-boggling. To discuss it in terms that
give full appreciation for these losses is
difficult to do well, if at all. Nevertheless,
this section will describe the storms
generally, and then focus on some of their
lasting impacts.®

1. A Brief Review of These
Hurricanes and Their Impact in
General Terms

Hurricane Katrina began as “Tropical
Depression Twelve,” forming over the
Bahamas on August 23, 3005.° The next
day, it became Tropical Storm Katrina. The
day after that it became Hurricane Katrina
and made landfall in southern Florida,
causing relatively minor damage.” It then
began to barrel through the Gulf of Mexico.
On August 26, the National Hurricane
Center predicted it would strike the town of
Buras, Louisiana.® On August 28, Katrina
became a Category Four hurricane. Less
than seven hours later, it reached Category
Five.? The next morning, Katrina came
ashore with 145 m.p.h. winds. Hurricane
force winds extended outward 120 statute

insurance.com/cgi-in/news.pl?newsld=6286&pri
nt =Y (last visited Sept. 9, 2003).

5 Katrina had such an impression on some
members of the media that the storm was
nominated for Time magazine's “2005 Person of
the Year.” See Can Katrina be Time’s Person of
the Year?, available at hitp://www.msnbc.
com/id/10048523/print/1/displaymode/1098/ (last
visited Nov. 15, 2005).

®  Hurricane Kafrina Timeline, available at

hitp://en.wikipedia.crg/wiki/Timeline of Hurricane
Katrina {last visited Nov. 13, 2005).

T,

® ld. This prediction was off by just 18 miles.

Three days after this forecast, Katrina made
landfall just outside of Buras.

' id
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miles, battering Louisiana and Mississippi.'®
Katrina then made a third landfall a few
hours later near Pearlington, Mississippi,
packing winds of 125 m.p.h. Afier Katrina
passed, things began to worsen as the
levees protecting New Orleans started to
fail.'! At this point, the world watched while
the media provided constant coverage of
conditions in New Orleans as they
coniinued to deteriorate.

Less than one month later, on September
24, Rita came ashore at the border between
Texas and Louisiana.'? A Category Three
hurricane at the time, it had winds of 120
m.p.h. and a storm surge of ten feet.”

President Bush called Katrina one of the
greatest natural catastrophes ever to hit the
United States.” When the two storms are
taken together, they are, from property and
economic points of view, the greatest
natural disasters ever. In terms of lives lost,
Katrina’s official death toll stands at 1,302."
Of course, several other hurricanes have
inflicted larger casualties.'

" Hurricane Katrina, available at hitp://en.

wikipedia.orgiwiki/Hurricane Katrina (last visited
Nov. 13, 2005).

"o,

2 Hurricane Rita, available at hitp:/fen.

wikipedia. org/ wiki/Hurricane Rita (last visited
Nov. 13, 2005).

o,

“ The President apparently contemplated

invoking the federal Insurrection Act, so he could
send in troops without state and local consent.
See 139 U.S. NEws & WORLD REPCRT, Sept. 26,
2005 at 38; see also "Now the Rebuilding
Begins,” 376 THE EconomisT, Sept. 17, 2005 at
29,

S “Hurricane Katrina,” available at http:/fen.

wikipedia.org/wiki/Hurricane Katrina (last visited
Nov. 13, 2005).

' KERRY EMANUEL, DIVINE WIND: THE HISTORY
AND SCIENCE OF HURRICANES {2005). The author
is a Professor of Earth, Atmospheric, and
Planetary Science at MIT. Support for the

J




More than five hundred thousand jobs have
been lost due to Katrina and Rita."” New
Orleans restaurants are just now-—circa
mid-November—beginning to  reopen.
Many Mississippi casinos were completely
destroyed, as were many hotels along the
coast.

Total insured losses from Katrina alone
were conjectured to be at $35+ billion, and
this was done within a week of the storm
hitting.'® Rita has added to that number in
substantial ways, and storm-loss estimates
tend to rise over time. By early October, the
Kafrina-caused insured losses  were
estimated at $40-$55 billion.” Uninsured
losses will at least double the above
numbers.

2. The Hurricanes’ Impact con the
Energy Sector

Losses in the petroleum industry were also
enormous. Almost two months after Rita
made landfall, 51% of the oil production and

assertion for which this is a fooinote may be
found throughout the text, but there is a table as
Appendix |, which is a table entitted "Notable
Tropical Cyclones,” i.e., hurricanes, and it lists a
number of large casualties. /d. at 262-266. The
1900 Galveston storm was the worst in this
country, with eight thousand to twelve thousand
deaths while the 1970 storm in Bangladesh was
the worst, in recent times anyway, with an
estimated five hundred thousand fatalities.

7 Martin Crutsinger, Buying More, Selling

Less, HousToN CHRONICLE, Nov. 11, 2005 at
D1, D4,

'® David Lenckus & Mark A. Hofmann, Katrina
Ravages Coast, BUSINESS INSURANCE, Sept. 5,
2005 at 1. See Ellen Kelleher, AIG Estimates
$1.1bn Loss After Katrina, FINANCIAL TIMES,
Sept. 21, 2005 at 19.

'®  Lavonne Keykendall, Kafrina Will Dig Deep

Into Insurers’ Pockets, WALL STREET JOURNAL,
Qct. 8, 2005 at C3. This number tops 1992's
Hurricane Andrew, and it does not include Rita.
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45% of natural gas production in the Gulf
remained off-line.?’

Katrina shut down a large number of Gulf
Coast refineries, oll production on land near
the Gulf, production in the Gulf, and
shipments coming info the country through
the Louisiana Offshore Oil Port. The region
produces 1.5 million barrels of oil and ten
billion cubic feet of natural gas a day. As
everyone knows, energy costs jumped in
the weeks following these storms.

Some oil platforms off the coast sustained
severe physical damage. A few of them
floated away; most have been found though
some have not. One oil platform in the
making broke loose in dry dock and
smashed into the Cochran-Africatown USA
Bridge over the Mobile River in Mobile,
Alabama. There has also been substantial
concern over the network of offshore
pipelines, especially since it sustained
substantial damage from Hurricane lvan in
2004.2" After Katrina, there were six serious
oil spills. Rita brought at least four more.

Rita itself inflicted heavy damages. The
Coast Guard has said that nine semi-
submerged rigs broke loose from their
moorings and were adrift. Rigs cost
between $90 million and $550 million to
construct, “depending on their sophistication
and depth of water in which they will drill.” |t
can take three years to design and build a

ri%,2 but only hours for a hurricane to destroy
it.

% Tom Fowler, Despite Storms, Work

Continues on Gulf Oil Fields, HOUSTON
CHRONICLE, available at: htp:/fiwww.chron.com
fcs/CDA/printsotry.mpl/business/energy/344577
8 (last visited Nov. 12, 2005).

2 For a map of the pipelines, see THE
EcoNOMIST, Sept. 3-8, 2005 at 31.

2 Carola Hoyos, et al., Rita Causes Record

Damage to Oif Rigs, FINANCIAL TIMES, Sept. 26,
2005 at 1.



In addition, Rita was in some ways worse
that Katrina with respect to property losses,
especially in the petroleum industry. Katrina
destroyed 46 platforms and four rigs, as of
October 2, 2005, while Rita destroyed 63
platforms and one jackup drilling rig as of
that date.*®

Rita also inflicted heavy economic losses:
23% of U.S. refineries lay in its path, and 16
were shut down in preparation for Rita; 605
platforms and 87 rigs were evacuated; and
there were production losses of 1.4 million
barrels of oil a day and six billion cubic feet
of gas a day.?* The Wall Street Journal
remarked on September 22, 2005 that “[t]he
energy industry has never seen anything
like the 2005 hurricane season.”

The impact on the insurance industry has
been enormous. Oil companies in the Gulf
of Mexico paid about five hundred million
dollars in premiums for 2005. Insurance
claims from the region are expected to be
eight billion to ten billion dollars.”®

Other ways of looking at insurer exposure
are equally striking — some might even say
shocking. In 2004, insurers paid $27.3
billion for catastrophe®® losses. This was an
all-time record year. Unfortunately, it did
not last long as the third-quarter of 2005
blew it away alf by itself. That quarter alone
saw catastrophe losses of $40.8 billion.”

% David lvanovich, HOUSTON CHRONICLE, Qct.

4, 2005 at B1.

M Hurricane Rita: Paths of Destruction, TIME,
QOct. 3, 2005 (the pages used here were not
numbered explicitly).

25 Jim Armitage, LONDON EVENING STANDARD,
Nov. 10, 2005 at 1 {the paper is quoting Charles
Franks, a Lioyds underwriter).

% | osses from natural and man-made

catastrophes are referred to in the insurance
industry as "cat losses.”

7 See 150 press releases available at

www.iso.com/press/2005/02_09_05.htmil and
www. iso.com/press/2005/11_07_05_2.html (last
visited November 9, 2005).
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Thus, Q3 of 2005 accrued disaster losses at
the rate of approximately $444 million per
day.?®

tnsurers are indicating that the price of
energy insurance will have to go up, and
insureds are expecting it. Unfortunately, the
two storms came just before serious price
negotiations for 2006 got under way.”

The same point applies to reinsurance for
energy risks. Many reinsurers have taken
substantial losses.”® At least one carrier,
Munich Re, has responded by increasing
offshore premiums by four hundred
percent.' Much like the price of crude oil
affects the price of gasoline, as these
pricing increases work their way down-
market, the end result wil be higher
premiums for energy companies.

% These losses are so staggering that there is

now talk of creating a federal catastrophe
reinsurance program, similar to the one created
for terrarist attacks after September 11. Allstate
took out a full page advertisement in the New
York Times, arguing that if San Francisco
suffered an earthquake similar to the 1906
disaster, it could cost $400 billion to rebuild the
city as it stands today. NEw YORK TiMES, Nov.
14, 2005 at A7. This message is being urged
not only by insurers. A fellow at the Brookings
Institution is advocating a similar pragram. Mark
A. Hoffman, Feds Should Reinsure Major
Catastrophes: Report, available af
http:/fwww.businessinsurance.com/cgi-bin/news.
plnews!D=6719&print=Y (last visited Nov. 14,
2005).

% Uirike Dauer, Oil-Rig Insurers Expect Price

Jumps, WALL STREET JOURNAL, Sept. 8, 2005 at
A185,

% patrick Jenkins, Hurricanes Hammer
Hanover Re, FINANCIAL TIMES, Nov. 11, 2005 at
19,

¥ patrick Jenkins, Munich Re Lifts Oil Rig
Rates 400%, FINanciAL TIMES, Nov. 8, 2005 at
22. See Ulrike Dauer, “Munich Re Offsets
Storm Costs,” WALL STREET JOURNAL, Nov. 8,
2005 at A10.



il.
Fundamentals of Insurance and Insuring
the Energy Industry

The proper handling of insurance issues in
the energy sector, whether related to
hurricane losses or otherwise, requires
knowledge of both the insurance and
energy industries, as well as the interplay
between them. We will try to shed some
light on that here. Accordingly, this section
of the paper provides a review of some
insurance fundamentals, both generally and
for the energy sector in particular. A brief
note before proceeding further is necessary.
The losses sustained by those affected are
too diverse to categorize. They are also oo
diverse to generalize. Therefore, we will not
attempt to do so. Instead, we will provide a
framework that can be used to handle any
loss, and we will of course study some
issues along the way that are likely to be
important for claims arising out of Katrina
and Rita.*

A. Insurance — Some Core Concepts

Reviewing how insurance works, how
insurance policies work, and how to insure
physical assets (such as a refinery) along
with the revenue streams they generate is a
useful exercise in light of the recent
hurricanes, so we will start with that.

1. The Nature of Insurance — Three
Principles
A good place to begin is by briefly

examining three basic principles of
insurance — fortuity, contra proferentem,
and standardization. An understanding of
these three concepts illuminates many other
insurance issues.

a. The Principle of Fortuity

Insurance is the transfer of risk. The risks
are essentially exposures to future harms
and, therefore, the expenses and losses

%2 As noted at the outset, we will emphasize

property insurance since that is where much of
the storm losses fall.
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arising from those harms. Insurance
policies are contracts, but:
Insurance s different. Once an

insured files a claim, the insurer has
a strong incentive to conserve its
financial resources balanced against
the effect on its reputation of a
“hard-ball” approach. Insurance
contracts are also unique in another
respect. Unlike other contracts, the
insured has no ability to “cover” if the
insurer refuses without justification
to pay a claim. [lln a typical
contract, the non-breaching party
can replace the performance of the
breaching party by paying the then-
prevailing market price for the
counter-performance. With
insurance this is simply not possible.
This feature of insurance contracts
distinguishes them from other
contracts . ...*

This reflects the principle of fortuity.®
According to this principle, only losses that
are fortuitous from the point of view of the
insured are insurable. In other words, most
deliberate conduct of an insured that leads
to an intended, or reasonably expected,
economic loss for that insured is not
insurable by the one who sustains it. Thus,
one can insure against most fires, but not
against one’s own arson. Further, one
cannot insure against fires that either have
occurred or are in the process of
occurring.>

¥ El DuPont de Nemours & Co. v. Pressman,
679 A.2d 436, 447 (Del. 1996).

% A good discussion of this principle is

contained in Two Pesos, Inc. v. Gulf Ins. Co.,
901 S.W.2d 495, 501-02 (Tex. App.—Houston
[14" Dist.] 1995, no pet.).

® 4. More to the point for this article, one

cannot insure against storm losses as the eye of
the hurricane passes overhead.



b. The Principle of
Proferentem

Another fundamental principie is really a
bedrock of contract law, but one that applies

Contra

with special force to insurance contracts. It -

is the rule that all genuine ambiguities are to
be resolved in favor of the insured.®® This
principle, stated differently, can be seen in
the following passage:

[Tlhe objective of an insurance
policy is to insure; courts should not
construe policies otherwise unless
the language clearly requires it.%’

As long as the insured offers a reasonable
interpretation, the rule applies even if the
insurer's interpretation is more reasonable
or where it is a more accurate reflection of
the parties’ intent.*®

¢. The Principle of Standardization

In order to price insurance correctly,
insurers have to know about losses
sustained by the relevant market, e.g., How
many hurricanes have there been recently?
What sorts of structures fare worst? Which
ones fare best? And so forth. This is the

% See, e.g. Bamett v. Aetna Life Ins. Co., 723
S.W.2d 663, 665 (Tex. 1987). It follows, then,
that the “purpose of an insurance company is to
indemnify its insureds.” American Home
Assurance Co. v. Unauthorized Practice of Law
Committes, 121 S.W.3d 831, 845 (Tex. App.—
Eastland 2003, pet. granted).

% Warrifow v. Norrell, 791 S.W.2d 515, 524
{Tex. App.—Corpus Christi 1989,  writ
denied){(citing Goswick v. Employers Cas. Ca.,
440 S.W.2d 287, 289 (Tex. 1969)).

% Nat! Union Fire Ins. Co. of Pittsburgh, PA v.
Hudson Energy Co., Inc., 811 S.W.2d 552, 555
(Tex. 1991). In addition to this case, there is a
long history of ambiguity in petroleum policies,
dating back almost to the Civil War. See
Weisenberger v. The Harmony Fire and Marine
Ins. Co., 56 Pa. 442 (Pa. 1867)where it was
decided that ¢il in barrels is not the same as oil
in tanks and that lard oil is not the same as
refined oil).
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principle of standardization.” Insurers need
to spread this data among themselves in
order to maximize its adequacy.
Furthermore, losses need to be categorized
in standard ways so that data can be
collected, kept, and shared. Some of that
data has to do with the costs of losses and
the costs of repairing, replacing, rebuilding,
etc. The need for standard data virtually
ensures that standardized concepts must be
used in various policies. Standard concepts
can be, most probably, maximally used for
collecting, storing, sharing, and putting to
economic use information only if there is
also a widely used standard vocabulary.
That is exactly the way the insurance
industry works, and has worked, nof only for
decades, but for much longer periods of
time.

As a consequence, the language of
insurance policies is quite often much the
same. This is part of the reason why many
states require insurers, approved to do
broad business in that state, to use
standard forms for their policies.”® Even
surplus lines insurance carriers, i.e., carriers
not licensed completely to do business in a
given state, but often registered in a limited
fashion anyway, use form contracts closely
resembling the forms used by approved
carriers. This is significant — even carriers
that are not required to use standard forms
very often do.*’

Not all insurance contracts are comprised
entirely of standardized forms. The bigger,
more diverse, and/or more complex the
business, the more likely it is that some

% A good discussion of this concept can be

found in the Appleman insurance freatise. See
16 Eric Mills Holmes, APPLEMAN ON [NSURANCE
Law & PracTICE §117.1 (2d ed. 2000).

40" The word “policy” in this context comes from

an ltalian word meaning “promise.”

M Al insurance policies should be carefully

read — we will make this point several times in
this article. But insureds should be extra careful
to read surplus lines policies very closely — even
mare closely than other pelicies.



