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Katrina and Her Cat-tyStormy Colleague:
Extra Expenses & Business Interruption Coverages

Michael Sean Quinn and Pamella A. Hopper™®

Michael Sean Quinn, Ph.D., J.D., CPCU, Etc. is the principal at the law firm of Quinn, Seelig, and Hayes, which is
located in Austin Texas and Birmingham Alabama. Pamella Hopper is Senior Counsel at the law firm of Nickens
Keeton Lawless Farrell & Flack LLP (Austin Texas). Both are involved in storm coverage now and then though

neither is stormy.

Katrina was what the industry refers to as a “cat
loss,” meaning a catastrophic loss. Stories are still in
major papers, magazines, and TV, along with
commercially available videos therefrom. Impres-
sionistic books have begun publicatiorl.1 No doubt
there will be systematic books, and perhaps movies.
The politics following Katrina is big-time, and it has 4
national scope. First-party insurance policies often
insure against extra expenses, as they are often called
both in the policy and in trade jargon. Generally
speaking, an extra expense is an amount that needs
to be spent in order to enable accomplishing some
purpose explicitly recognized in the insurance
contract. Obviously, this is not identical to preciscly
taking care of an explicitly covered loss. There is a
substantial difference, for example, between repairing
a building and making it possible to get to the building
in order to repair it. As a general rule, the purpose to
be accomplished through extra expenses is to avoid
states of affairs that would trigger or increase some
coverage the insurer would have to pay. Thus, if a
damaged building cannot be, as it were, gotlen to, the
size of the obviously covered loss may increase. Thus,
growing—say, post catastrophe—damage to an
insured physical object, e.g., a building, is one such
coverage,

Significantly, business interruption (“BI"), a/k/a,
business income loss exposure (also “BI"}, is another
such coverage. Extra expenscs may be justifiable,
appropriate, reasonable, and covered to prevent,
eliminate, bring down, or conirol losses of business
income. Of course, some covered “extra expenses”

-

may arise from other coverages. Sometimes the
temporary rental of new buildings is required;
sometimes extra employees are needed; occasionally
new sources of power have to be obtained; every once
in a while some new machines, computers, programs,
parts, or inventory are nceded. Most times ‘these are
Bl-related. What is covered as an extra expense may
not be specifically named.

Significantly, as a general rule, Bl coverage and
related extra cxpense coverage are to be found as part
of, and/or somehow attached to, property policies. As
a general rule, if there is no property damage, there
will be no BI coverage, and there will be no extra
expense coverage. There are exceptions to this
general observation, and we shall discuss some of
them presently. A consequence of our general
observation is that if a type of loss is excluded in the
foundational property damage section of the policy,
it is likely also to be excluded from the Bl section of
the policy, although—at least in theory—there could
be exclusions.

Most property policies are “all-risk” policies but,
an all-risk policy is not the same as an all-loss policy.2
Consequently, if a policy states that it does not insure
“the cost of making good a defective design or
specifications,” in the property damage section of the
policy, then there will not likely be coverage far
business interruption and extra expense losses from
a plant shut-down while the plant is trying to
straighten out problems in its production machinery
resulting from defective design.®> With respect to BI,
the policy stated that there was Bl coverage for “Loss

1. Perhaps the first, aside from picture hooks, was Tom Piazza, WHY NEW ORLEANS MATTERS (2003), Another slightly more recent

one is Robert Smallwood, THE FIVE PEOPLE YOU MEET IN HE

LL: SURVIVING KATRINA (2005).

2. Constabile v. Metropolitan Properiy and Casualty Insurance Company, 193 F.Supp. 2d 465, 477 (D. Conn. 2002).
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resulting from necessary interruption of business ...
caused by loss ... covered herein ... to real and
personal property[.]” The extra expense coverage
was pretty much the same. There was coverage for
“Extra Expense incurred resulting from loss
covered hereunder ... to real or personal property{.]”
In this case, Texpak was a manufacturer of paper
products. Itbought equipment designedbya Spanish
company. The design was dreadful, and didn’t work.
The insured company lost in excess of $8 million. The
panel decided the case unanimously, but the
concurring judge indicated that he ruled as he did
because of an established precedent from the Florida
Supreme Court for which he did not feel internal
mental syml:)atlfly.4

The main trouble with extra expense coverage is
that it is mot the kind of insurance with respect to
which pretty much everybody has at least a rou gh and
ready—or even intuitive and immediate—under-
standing. Appropriate covered extra expenses may
sometimes be unsual, inventive, exotic, imaginative,
and so forth. ‘They also contain twists and surprises.
Often, covered extra expenses must be both
necessary (to get 2 needed job done) and reasonable
(as to price, appropriateness, efficiency, and so forth,
for example). Finally, property policies are, in some
parts, not terribly well written, and if there were a race
towards awkward prose, extra expense coverage
would come in second, at best, as we shall explicitly
see presently.

2005).

Introduction: Hurricane Losses

Many homes and many businesses have been
destroyed or damaged by hurricanes or other big
storms. This has been true for a long time—perhaps
since the dawn of human beings keeping track of
time.” Tt was particularly true as the result of Katrina,
although it also has been true as a result of other
hurricanes, even Rita and Wilma,” and now Cyclone
Larry, which hit Australia. The Gulf Coast losses from
Katrina and Rita have been immense. By the end of
March, 2006, or so, $10 billion in Katrina claims have
been paid, and $2 billion for Rita have been paid. A
mediation process set up in Louisiana has led to
35,000 settlements of claims. In Mississippi, Katrina
has induced $8.7 billion in the payment of claims,
which is between 80-90% of the nearly half a million
claims now pending. In contrast to Louisiana, the
Mississippi mediation program has led to only 156
settlements. Then again, that is a very substantial
fraction of the cases brought to mediation.? Lloyds of
London has paid $180.6 million in 1995 hurricane
losses. Most of these are traceable to Katrina.”?

Storm-based “cat” losses—such as the “Kat Cat"—
often trigger BI claims, and they often therefore
trigger related extra expense claims. If an entire
business community is experiencing widespread
losses, getting up and running again may require
extras, willpower, imagination, and more. It will also
generate a will to make money, as well as a need for
it. Local, regional, national, and international insurers
will be put to enormous amounts of work, and

3 National Union Fire Insurance Company of Pitisburgh, Pennsylvania v. Texpak Group N. V., 906 Southern 2d 300 (Fla. App.

4 See Swire Pacific Holding, Inc. v, Zurich Insurance Compary, 845 S0.2d 161 (Fla. 2003). The concurring judge took the idea of

construing the phrase “all risk” expansively to heart.

5 “Hurricanes top all standard lists of American weather hazards.

Even they provide benefits as well, though, and some provide more

benefits than costs, replenishing water supplies and rejuvenating crops suffering from summer drought.” William B. Meyer, AMER-
ICANS AND THEIR WEATHER 9 (2000). It is doubtful that anyone will say such a thing about Katrina, unless it is to observe that the
puhlic consciousness was raised about governmental organization, efficiency, sound procedure, and other significant matter of this
sort. See Oliver Houck, Can We Save New Orleans? 19 TULANE ENV. L. J. 1 {2006)

&.Sam Friedman, Katrina Leads Pack of Record Hurricanes, 103 NATIONAL UNDERWRITER: PROPERTY & CASUALTY 14 (Dec. 19/26, 2005).
This piece was “#1” of a group of articles together entitled Top 10 2005 Storfes. The press recognized some of the insurance aspects
of Katrina immediately. See Jennifer Bayot, Payouls Hinge on the Cause of Damage, NEw YORK TIMES C5 (August 31, 2005). It took
longer, of course, for papers to realize the depth and dimensions of the catastrophe. “Hutricane Katrina was a US national disaster
in every sense of the word. More than the ferocity of the winds and waves that ravaged New Orleans, it was the anarchy that fol-
lowed that amazed the world and shook America with a new vision of its vulnerability.” Flooded by Criticism, FINANCIAL TIMES 14

(February 14, 2006) (ltalics added).

7 The three well-remembered American hurricanes of later 2005 together caused at Jeast $50 billion in losses, calculated toward the

end of 2005. No doubt the number is higher now.

8 Jim Connolly, Six Montbs After Katrina, Good Signs Seen, 1 10 THE NATIONAL UNDERWRITER 7 (April 3, 2003).
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everyone will want nearly immediate attention.

Most businesses have some sort of first-party
insurance. Most businesses that rent space—even
just for offices—have property insurance. Many
businesses have business interruption coverage, as it
has been called for many years, and as it is still usually
referred to, even though the now accepted trade
phrase is “business income loss.” Sometimes BI
coverage for business is required by lenders, or
others.!?

Of course, not every consequence of every storm
is covered. Presently, the insurance industry takes the
view that no flood is ever covered, not even Cyclone
Larry in Australia in March 2006. 11 Maybe; maybe not.
Based on semantics it is not clear that every storm
surge or that every seiche is itself a flood, although
they may participate in causing a subsequent flood. 1
Asa general rule, ifa business is shut down or retarded
as the result of a physical event or physical loss that is
not included in the insuring agreements or that is
excluded, then there is no business interruption
coverage.

Of course, this problem is perplexing when a
major storm is the cause of the loss. The storm may
have caused a flood. But the wind and rain,
particularly if the rain is wind-driven, may be a
genuine, independent cause of the interruption of
business. The flood may not be the real cause. This
is particularly true if the wind takes off a roof, or part
of a roof, or it breaks a good number of windows, and

[NSURANCE LITIGATION
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the rain comes pouring in. This point may even be
true if the wind and the rain together render business
unworkable, by themselves, and the business is then
flooded. If the business could not have functioned as
the result of the wind and the rain, then the mere fact
that it is filled with water should not matter. This is
particularly true if the wind and the rain destroy a
building or ruin equipment before the flood comes.
Of course, the order of these events can be subject to
SOIME CONtrOversy.

Businesses of many sorts, and income generating
institutions that are not actually businesses, such as
schools, universities, hospitals, etc., have been
affected by Katrina, as well as by other storms. Here
are some that have applied for (or have indicated that
they may apply), are thinking about applying for, or
can be imagined as applying for business interruption
(or income loss) coverage and/or related extra-
expense losses:

*Casinos

« Hotels/motels/inns
*Wholesalers
*Retail stores

* Department

9.5tmon Kennedy, Lloyd's Post Loss As Storm Claims Damege Resulls, WALL STREET JOURNAL C3 (April 7, 2006). Curiously, even given
these enormous sums of money, the insurance industry profits soared in 2005. Steve Tuckey, Industry Sees 2005 Profits Soar, De-
spite Recovd Catastrophe Losses, 110 NATIONAL UNDERWRITER, 6 (April 17, 2006). Then again, consider the following: Judy Green-
wald, Srorm Losses Dent 05 Profits, 40 BUSINESS INSURANCE 3 (April 10, 2006). Perhaps it is significant that the subtitle is this:
“But Reinsurers Stay in the Black.” Should the idea of “staying in the black” put anyone in mind of the Enron criminal trial of Spring
20067 Or consider these two: Sarah Veysey, Lloyd’s Bent, Not Broken by ‘05 Storms, 40 BUSINESS INSURANCE 17 (April 10, 2006)
and Simon Kennedy, Lioyd's Posts Loss As Storm Claims Damage Results, WALL ST. J. C3 (April 7, 2006). Then again, what about
this: Jim Connolly, Six Months After Katrina, Good Signs Seen, 110 NATIONAL UNDERWRITER: PROPERTY & CASUALTY 7 (April 3,

2006). Is all of this news “reporting™?

10.In the post-Katrina world, the advice brokers are giving to banks, for example, is making the required acquisition of such coverage
even more likely. See Roberto Cenlceros, Storm Losses Highlight Need for Detail on Property Values, 40 BUSINESS INSURANCE 6 (Feb.

6, 2006).

11.Cyclone Larry hit Queensland in northeastern Australian in later March 2006. By March 21, 2006 insured losses were estimated
to be A$90 million US$65.6 million. The total loss has been estimated to run as high as A$1 billion (US§729 million), http:/
warw cliimseuides. com/mews/international/2006/03/22/66667, and it should be remembered that early estimates are oftenlow. Larry
was a category 5 storm, and is the strongest to have hit Australia since 1974 when Cyclone Tracy hit the nosthern city of Darwin on
Christmas Day and killed 49 people on land and another 16 at sea.  htep//www.mg.coza/articlepage asprlarea=/
breaking_news international. Significantly Cyclone Lanry did substantial damage to the Great Barrier Reef. For a discussion of Cy-
clone Tracy see Kerry Emanuel, DIVINE WIND: THE HISTORY AND SCIENCE OF HURRICANES 240 (2005) (with helpful pictures).
The author of this marvelous and helpful book is Professor of Earth, Atmaospheric, and Planetary Science at MIT.

12, Kerry Emanuel, DIVINE WIND: THE HISTORY AND SCIENCE OF HURRICANES 149 (2005).
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*Clothing
*Furniture
* Antique
» Pharmacies together with “drug stores”
* Food markets
*Linen
* Bicycles
eCarpet
*Liquor
*Pet shop
* Restaurants
* Bakeries
* Dairies
» Poultry farm
* Poultry processing plants
* Utilities
* Telecommunications firms
* Manufacturing plants
*Food producers
= A brewery
*Petroleum refineries
* Chemical plants

* Apariment houses

13.$ee Douglas Mcleod, Allianz Fights School's Claim Over Damage Fromn Katrina, 40 BUSINESS INSURANCE 1, 22 {April 10, 2006)

See § IX below.
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*Health facilities
*Medical offices
¢+ Dental offices
sVeterinary services
* Medical clinics
* Hospitals and hospital-like institutions

¢Law firms

« Architectural firms

» Advertising agencies

* Insurance agencies

* Horse stables

* Educational institutions

s Universities 13

*Colleges
* Private schools

*Wood shops, ie., furniture design,
assembly, and repair

* Air conditioning repair facilities
*Banks
* Exercise studios

eBeauty shops-—together with (or, in
combination with)

*Waxing provisions

* Massages



* Tanning saloon
* Manicures facilities
* Bathing and soaking spas
*Kennels
* Nurseries {plants)
« Nurseries (very young children and babies)
* A brothel or two, and
*S0 on.

Obviously, this is an amazing range of diverse
businesses and income generating institutions. Most
of these businesses have first-party property
coverage. Often they are required to have it by a
lender or a landlord. Many also have some sort of BI
coverage as well. Sometimes they are required to
have it too. If they have BI coverage, they are likely
to have related extra expense coverage.

Interestingly, in the case of Katrina, one of the
most difficult claims for BI coverage and for extra
expenses was a garden store. Curjously, the adjuster
sent to take a look at the damages apparently did not
believe that the plant inventory was covered. “I'm not
sure plants can be covered,” he said. Curiously, when
the reporting newspaper asked the Insurance
Information Institute (I11) about the desire of the
owner of the facility to be paid quickly for losing
business, the III said that the insured’s “belief that he
should have received money [relatively soon} is

INSURICE LTy

probably a case of mismanaged expectations.”
“Business interruption coverage is not the same as a
line of credit that immediately eases cash-flow
crunches,” said the III spokesperson. “In normal
times, business interruption policies generally take 90
days to pay out; in this instance, with insurers juggling
thousands of claims and with adjusters in short
supply, it could take longer.™*> Of course, one might
validly question whether insurer practice in “normal
times” should constitute the standards for judging
insurer conduct in extra-ordinary times, such as the
fourth quarter of 2005 on the Gulf Coast.

No doubt, over time, policyholder lawyers will
argue to the contrary, and one would not be surprised
to see juries agree with them. Of course insurers are
busy adjusting losses in an immediate post-cat
environment. Then again, business insureds are
suffering business losses of enormous size, and they
are suffering these losses immediately. Dealing with
such situations is what Bl coverage and extra expenses
is all about. Arguably, at least, “Wait your turn! Don’t
bother me! I'm busy!” may not be a reasonable
business insurer response to a request for heip.lG

Obviously, with so many different kinds of
businesses, the extra expenses for which these firms
are secking compensation are many and diverse.
Here are some examples of extra expense claims
which have been—or might have been—made as the
result of storms. Now is not the time to comment on
whether there is actually coverage for them. A word
or two will be said about that later, One can bet, of
course, that some extra expense claims are not
covered; others are questionable; others are covered,
and others are improperly questioned both as to
amount and as to coverage.

14.0f course, many types of insurers are having insurance problems other than coverage problems resulting from Katrina. The price
of builders risk policies, for example, have risen immensely. Michael Bradford, Gulf Coast Finds Builders Risk Cover Scarce, Expern-
sive, BUSINESS INSURANCE 1(April 24, 2006).

15.Rebecca Mowbray, POLICY PAINS: Small Local Companies Desperate for Cash Flow i the Wake of Katrina are Having Trouble
Collecting on Thelr Business Interruption Insurance, TIMES-PICAYUNE, Nov. 11, 2005, avatlable at http:/fwww.nola.com/search/in-
dex.ssPhasedibrarv-89/113169485489570 xmbnota. This story was also basically catried in the November 14, 2005 issue of a Long
Island newspaper: Delayed Insurance Pushes Hurricane-Damaged Firms Toward Failure, NEWHOUSE NEWS SERVICE, available at
http:/www.newhousenews com/archive/mowbrav111405.html. The reader should ask whether this quote is really information
about insurance or whether it is some sort of defeatist excuse or a sleazy evaston.

16.Criticism began early in pubtic places. See Matt Brady, Consumer Group Says Insurers Blew It With Katrirzet, 110 NATIONAL UN-
DERWRITER: PROPERTY & CASUALTY 7 (Jan. 23, 2006). The consumer group bears the name AIR, and one of the things it wants is a set
of “rmarket-conduct exams to assess insurer claims practices after the hurricanes” of the fall of 2005, “AIR said its report—‘The In-
surance Industry’s Troubling Response to Hurricane Katrina'—was based on ‘hundreds of calls’ to its toll-free hotline established
Sept. 12, 2005.” Id. The acronym “AIR" stands for “Americans for Insurance Reform,” and its 24-page report can easily be found on
Google.

169



[ASURINCE LITIGATION

Here are two standard examples of extra expense
coverages. “One example would be the purchase of
a generator to continue to operate because of an
interruption of power caused by the hurricane.”?
The same would be true for leasing a generator.
Power losses are one of the most frequent causes of
loss that trigger BI coverage. The second standard
example comes from an internet publication
designed to serve insured by explaining their standard
rights to them:'®

A retail store suffered major damage that
would take eight months to restore. In order
to mitigate their business interruption losses,
the retail store opened a temporary location
within a mile of the original location with
similar square footage and a six-month lease.
The insured had extra expense Costs to move
equipment to the temporary location, rental
of computers and furniture, installation of
telephones and internet, and the cost of
hiring hourly employees to prepare the
temporary location for opening. In addition,
the extra expense coverage absorbed the cost
differential between the normal rent at the
original location and the increased rent at the
temporary location with the six-month lease.
The extra expense coverage also covered the
costs of moving back into the original location
after reconstruciion.

Remember, this is a standard case. This sort of thing
occurs all the time in Bl extra expense claims.

Here are some recent cat-storm examples, some
of which 4re hypothetical.  Keep them in mind.
Review them after reading extra expense language
from some policies, which is to be found spelled out
in some detail below.

Consider a casino right on the Gulf Coast, or
consider a casino on the Mississippi River, say, in or
near New Orleans. Suppose the casino claimed that
both its gambling tables and its slot machines were

damaged or destroyed by rain and/or trees, or were
smashed in various ways by a variety of physical
objects, which came through large windows. Damp
wind and prolonged dampness didn’t help. You
might put the casino on the ground floor near the
water, or you might put it on a top floor overlooking
the water.

The carrier might express skepticism about the
cause of the physical damage, and therefore
skepticism about the extra expenses. The carrier
takes the view that at least some of the damages are
caused by flood, and that flood is not covered. The
casino, in contrast, takes the view that none of the
physical damages are caused by flood, althou gh some
of them may be caused by a storm surge, which is a
massive water loss but arguably not a flood. Thus the
casino might take the view that the physical source of
the damage was covered and that it needed to pay
extra for immediate personnel, since much of the
personnel had left, and since it might be a good idea
to import strippers to get gamblers to come back
sooner, and because they need to immediately lease
slot machines from a leasing outfit in the Far East. (It
seems that there are very few slot machines for sale
just now in these United States.)

Awholesaler of groceries wants the insured to pay
extra expenses for flying in a massive inventory, first
by jet, and then by helicopter. The insurer takes the
view that these extra expenses are too large for the
probable restoration of sales because so many people
are absent from the city as refugees, and thus the
expense is not likely to rebuild business quickly.

Aretailer of exquisite women’s clothes secks extra
expenses for new fashions from Paris. The old
fashions have all been destroyed by wind-driven glass,
rain, and smoke from a nearby fire. The insurer
declines these extra expenses on the grounds that the
new fashions the shop owner seeks have received a
bad review in New York and London papers. As a
consequence, says the insurer, even if there were
enough people in New Orleans to buy them, these
particular fashions would not be likely to help.

17 Kirk Pasich, Barry Fleishman, and Randy Paar, A Guide to Insurance Coverage for Losses from Hurricane Katring. This paper
is easily findable on Google, and it was put there—and 5o in some sense published——by the policyholder law firm of Dickstein, Sha-

piro, Morin & Oshinsky, LLP late in 2005.

18. Keith Hayman, Hurricanes and Windstorm Coverage: Case Stucties and Explanations of Applicable Coverage, ADJUSTING To-

DAY, available ar hep:/fwew adjustingtoday.com. The “journal”

is published by a company named “Adjusters International,” and

it publishes the business slogan, “Providing Loss Consulting Services to the Insured.”
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