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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
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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.
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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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Consider the remarkably interesting and complex
shop providing care for various aspects of women and
beauty, including hair, skin, and so forth. Its claim
problem was that it took out an enormous number of
ads, since it moved its facilities. Ttalso put up posters
in various wealthy neighborhoods. They appeared on
the exterior walls of or near expensive restaurants
which remained open and on trees where people
were known to walk, gather, and converse in large
(perhaps gossipy, or—at least—communicative)
groups.

The insurer raised questions about whether these
ads were really necessary for this well-known
business. After all, word travels quickly. In addition,
the insurer objected to the fact that it was not asked
to pre-approve these expenses.19 In this case, the
court found that there were factual issues with regard
to whether the expenses were actually necessary. As
a result, summary judgment filed by the insured was
denied and the case was pointed toward trial, on the
coverage issues, but not bad faith issues. More about
the concept of necessary will come later. We will not
be returning to the necessity of obtaining pre-
approval. .This is not required in all policies, and
perhaps not even in the majority. The requirement
clearly cannot be met sometimes, and we suspect that
courts will not enforce it without the insurer proving
some sort of prejudice. However, it an agent suggests
a policy with such a provision, get rid of it, and if the
agent does not realize what’s in the policy, fire the
agent. Pre-approval should be resisted if possible.
still, even without it, insureds may profits from giving
the insurer a ring, a fax, or an email before it moves
on big and odd expenscs.

A pet store retailer wishes to stock twenty-five
new “Golden-Poodle” puppies. They will be priced at
$1,000 apiece. The idea of the pet store owner is that
these puppies, which are a cross between Golden
Retrievers and Poodles, are amongst the latest fashion
crazes, that the purchase of them will calm the nerves
of and exhilarate the spirits of some leading, talkative,
wealthy citizens of New Orleans, who are community
leaders and who have remained behind. Word of the
stock will bring publicity to the pet store and thereby

INSTRAVR LITIGETION

help restore its business, claims the owner. The
insurance adjuster regards the idea as comical. He
laughed in the face of the pet store owner.

A restaurant wishes to import exotic—vividly
colored—fish from foreign countries to serve to those
who have remained in New Orleans, These extra
expenses are quite large, and the insurer is skeptical
whether they would help cut business income losses.
The insurer suggests that the vivid coloration of the
fish will mean very little to business, since the fish will
be transformed before cooking and serving. The
restaurant replies that they want to also buy some
tanks in which live and vivid fish can be viewed and
from which they can be selected by experimental
eaters.

A dairy wishes to import exotic cheese from
Holland. Ttintends to give the cheese away L0 anyone
who buys half gallons of its milk. It hopes thereby to
increase its market share in the Gulf Coast region and
thereby, over time, cut down on its business losses.
The insured estimates that the enhancement will take
approximately two years.

Many people have lost their cell phones and a
telecommunications firm wishes to market a new kind
of cell phone in the Gulf Coast region. It wishes to
incur an extra expense for importing the cell phones
from Scandinavia and another extra expense for
advertising their availability. It will at first sell them for
a cheap price and then increase prices over time as
the siylish-looking phones become extremely popu-
lar. ‘They have received superb reviews in both
electronics journals and aesthetic magazines.

A brewery wishes to utilize an unused brewery
several states away, manufacture there what it will call
“Frothful Flood Conquering Beer,” specially advertise
the beer, have it available in a variety of different
colors, and pay comedians appearing on the “Comedy
Central” TV channel to include the beer in various
jokes. The insurer has asked the insured to provide a
legal opinion that there will be no violations of any
copyrights.

A petroleum refinery needs to replace some ofits
piping. The only place it can find modern pipes for
replacement purposes is what it calls “Red China.” It

19, Interestingly, this case closely resembles another recent case mostly involving the same sort of problems, also arising out of a

business interruption policy covering a spa. Blis Day Spd, LIC v. The Hartford Insureds Group,

083892 (W. D. M. C., Apiil 11, 2006).

F.Supp. 2d 2006 WL
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has tripled the price of the pipes, and the refinery
wishes to send its own big jet to pick them up. One
of the refinery’s subsidiaries owns the big jet, and it
has doubled the price of using the jet both to itself
and to everyone else situated in the Gulf Coast region.

A not-for-profit religious school named in honor
of a saint has discovered that a statue of the saint after
which the school is named has just come on the
market in Russia, and that it can be purchased. It
suggests to the insurer that the statue be bought and
shipped to the school immediately. The reason given
is that it will focus attention on the school, and invite
students back from a variety of places in which they
have taken refuge. It also wants to get its basketball
court fixed immediately for the same reason, and the
same explanation is given for new band uniforms to
be purchased in India. 2

A university wanted to rent most of a hotel—part
as a dormitory and part as classrooms. The insurer
said the price was too high and arranged for several
motels. They were “dumps” with poor reputations,
but the insurer offered to make sure they were
cleaned and offered to provide security. We shall
return to New Orleans universities later.

An insurance agency has requested that extra
expenses be covered for the recovery of all of its
computer information. The claim is that if that
information is recovered instantly, it will be in better
competitive shape for purchasing new policies for
businesses that have undergone substantial losses.

A horse stable wants to purchase new horses
quickly. All ofits horses were likely drowned. (Not all
of the bodies have been found, so some of them might
have run off) The horse stable wants to buy new
types of horses because it thinks it will restore its
business more quickly. The new types of horses are
the Argentine Thoroughbred and the Peruvian Paso.
The insurer thinks this is just property damage and
upgrades are not within the policy. Only replacement
value is authorized.

A bank which has sustained computer losses
wishes to purchase new computers and to have its
information restored. Some of the information it is
secking pertains to which of its customers have

correctly estimated the value of their property and
which of them has BI coverage. The bank thinks that
information might be somehow accessible through its
computer system, though it is not sure.

Two brothels have asked for Bl and extra expense
coverage. In one case, the business building has
sustained damage, but virtually all of the service-
providing employees left town and none of them has
returned. The business wishes to hire, and fly in,
temporary overtime-fee-earning “employees” from
Los Angeles, Las Vegas, New York, and Shanghai. The
other brothel suffered from its building being entirely
destroyed. The wind blew the roof off, and somehow
the building caught fire. (This was the fire that caused
the problem in the dress store.) The policy excluded
fires caused by smoking in the house, but the cause
of the fire could not be proved. The building was
simply too wet and fell down. The second brothel
wished to advertise in various media for twenty-four
new employees of various sorts. Both insurers asked
for coverage opinions from attorneys. The insurers
were tempted by the view that there was no coverage
at all since the activities were technically illegal.

One of the most interesting extra expense claims
came from an extremely fashionable beauty salon. A
new location was required; some new equipment had
to be obtained quickly, and the owner wanted to take
out some ads. Beautician substitutes had to be
imported from Miami, and some overtime was
required. These expenses are almost identical to
those in the standard case quoted above.

There were two unusual requests, however. The
shop was a salon—a “high class” operation. It
specialized in serving the wealthy and in delivering
very trendy—and therefore expensive—coiffeurs.
The stylist-owner went to a “hot trend” school once a
year. The New York City school began on the day after
Katrina hit, so the owner could go nowhere. Her
tuition was lost, as was her airplane ticket, and the
price of her hotel room. In addition, she rationally
believed she absolutely needed this training. The only
other places to get it in late 2005 were London and
Rome—not Paris, not Tokyo. She made an extra
expense claim for one of these trips and asked the

20.A relevant claim from of St. Paul Travelers can be found though Google. Itis entitled “Business Income & Extra Expense Work-

sheet [for] Colleges and Schools ([Though} Not Public Schools).”

Here are some of the extra expenses listed in this form: moving,

insurance, janitorial, security, labor, power, rent, ‘bonus for quick service,” lab, overtime, “public service announcements,” ads, post-
age, inventory, construction materials, rent of temporary machinery, leasing of temporary equipment, travel expenses, etc.
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insurer to pick.

The owner of the studio also wanted to add a new
business to the salon involving alligator hand bags.
She and her “wife,” as it were, kept a gator farm
outside the city. Miraculously, very few of their stock
were lost, but some of them were killed. The insured
hired yet a third woman who could carve up alligators
very quickly, preserve their skins, and ship them out
to those who could manufacture the purses quickly.
The insured knew that the price of alligator parts
would go up very quickly, given the casualty rate in
southern Louisiana following Katrina, so she and here
“colleagues” were certain that a lot of money could be
made—all, they said, for the benefit of getting the
beauty shop back in operation.

The insurer took the view that this was not an
extra expense for preserving or getting the beauty
shop going again, but was the foundation of a new
business and therefore not covered. One thing is
certain in retrospect: the value of alligator skins leapt
up during the first quarter of 2006.%* We have been
unable to discover what the insurer did about the
European training trip. The owner went, but nobody
talked to us—perhaps they just wouldn’t. Perhapsit’s
because one of us made the mistake of calling her
business a “beauty shop.” It did not help when the
other said “What's wrong with the phrase “Beatific
Saloon.”

Matters of Insurance

Certain types of expenses are covered in many
sores of insurance contracts, as already mentioned.
Precisely which expenses are intended to be covered
depends on the type of contract and the wording of
a specific contract. Such coverage is to be found both
in first-party policies and liability policies. Debris
removal is often covered in first-party policies, while
equipment substitute leasing is often covered in
liability policies. Some property insurance cOvers
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injury to ingresses and exits, e.g., roads in and out.
No liability policy could do that. The amount of
coverage provided is sometimes precisely calculable
with exactitude down to the last penny. Sometimes it
has to be estimated. Herein we restricted ourselves
to one type of first-party coverage—indemnity for lost
business usually caused by some sort of covered first-
party loss. Calculations in this area of insurance are
often not capable of absolutely precise determina-
tion. Moreover, we focus on losses caused—or,
causable—by big storms.

BI coverage comes in two forms. Often both of
them are linked conceptually to some even more
basic form of coverage in the same insurance contract,
e.g., some sort of physical 10ss.%% The first is “straight”
BI that may be triggered when the insured’s property
sustains a covered loss. The second is “contingent”
BL (“C-BI"). The second form of BI coverage is
sometimes found in an ISO form which is oddly titled:
“Business Income Form Dependent Properties.”23
This title is odd because is does not make it clear who
is dependent upon whom. This form applies when a
supplier or customer of the insured sustains a covered
loss and so cannot sell to or buy from an insured.?*
Sometimes, this kind of event can shut an insured
down, or—at least—interrupt its business to some
extent. Not all BI coverage requires logically
antecedent physical loss. There are other C-Bl forms,
as we shall see presently. Some C-Bl coverages for
financial institutions may be triggered if one or more
borrowers fail to pay. Naturally there are a variety of
such policies.

At least four stormy propositions should be noted
here about C-BL. Perhaps some of this could have
been said earlier, but that would have been confusing.
So we talk about them now.

First, Katrina has probably triggered lots of C-BI
coverages. A well-known commercial policyholder
large-firm lawyer estimated in a speech that a billion

21.Rache! Dodes, A Run onr Alligators Sends Designers Scrambling, WaLL ST.J. 1 (Mar. 18-19, 2006).
22.8ee Cpiopath Biosy Lab, Inc. v. U.S. Fieelity and Guar. Co., 774 N.Y.5.2d 710 (Sup. Ct, 2004). (Remember a Supreme Court in
New York State may be a trial court, as this one is, not an appellate court.}

23150 Form CP 15 08 10 00.

24 There are forms other than the 15O Form, Some of these are simpler than the 13O Form. They refer simply to suppliers and
customers, under at least some circumstances. See Archer-Daniels-Midland Co. v. Phoenix Assurarice Co., 936 F.Supp. 534 (8. D.
1. 1996). Interestingly, an enormous amount of BI and extra expense litigation has surrounded ADM In the case just cited. The
army corp of engineers, the coast guard, and a variety of farmers from the Midwest were held to be suppliets of goods and services

to ADM, the insured company.
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dollars in claims may be at stake.?® Just as many BI
claims have not completely matured as of the early
summer of 2006, a great many C-BI claims have not
yet matured.

Second, at least some commercial insureds are
taking the position that their “straight™BI policies
cover C-BI claims. At least in litigation, many of these
demands may not be resolved in favor of insureds. In
policy negotiations some of them may be. This is
particularly true with regard to moneyed commercial
insureds, dealing with out-to-please commercial
insurers with whom they have dealt for many years.

Third, it would not surprise us if some
intermediaries were not sued by some insureds upon
the grounds that the intermediary failed to explain to
the prospective insured the difference between BI
and C-BL. Cases against intermediaries, of course, are
extremely difficult to win because of the variety of
ways in which an insured’s obligation to read its policy
can be articulated, deployed, used, misused, and so
forth.

Fourth, only some of the C-BI claims coming up
in or around New Orleans and involve claims by New
Orleans businesses. Some businesses elsewhere buy

from other New Otleans businesses, which have been

shut down. Some sell fo other businesses in Southern
Louisiana, which aren’t buying because they
themselves can’t sell or even use. After all, they aren’t
operating. We would not be surprised of some of the
major C-BI claims come up at businesses a long way
from New Orleans, or anywhere on the Gulf Coast.
This happened in the wake of 9/11. Consider a Katrina
based example: a Cajun restaurant somewhere
clse—say LA, or Dallas—which advertises the
“importation” of foodstuffs from Southern Louisi-
ana.?® Or consider a company which sponsors and
executes special fishing-gambling-and-[etc.] excur-
sions to that part of the country. (As we shall see, it
better list at least a hotel (or something) in its C-Bl
policy.)

The questions are two. First, C-BI parts of policies
often require that the cause of the BI be covered

elsewhere under the policy. They do not always do
this. Second, sometimes C-BI parts of policies have
exclusions other parts do not have. This has been a
problem in at least one Katrina case. Flood damage
was not excluded elsewhere in the policy, including
the Bl section. Of course, this policyholder thinks it
may have a huge action against its international
broker. (It has been earning a bad name in the last
couple of years anyway.)

Extra expenses can be attached to C-BL. It may
involve finding a new supplier. It might involve
locating a new customer. Legal controversies about
these extra expenses have been rare. There will be a
more detailed discussion of extra expense provisions
in BI and C-BI policies in § IV

Now, back to the general topic. Extra expenses
and BI problems go together. Thus, there are,
generally speaking, several types of extra expenses:

sInventory €Xpenses,

* Equipmerit expenses,

*Premise expenses,

*Moving expenses,

*Wage expenses (e.g., Overtime),
* Customer Attraction Expenses.

And there are other ways to classify them, as we shall
see presently.

In all cases, one point is true. “Exira expense
insurance is designed for those businesses that simply
cannot allow a physical damage loss to cause a
shutdown of operations. . . . Continuity of service is
the key to success for those businesses . . . 247 This
form of coverage, years ago, was called “use and
QCCupancy insurance.”?® It is now often attached to
or made part of commercial property insurance.
“|E]xtra expenses are typically incurred either 1o

25 Ernest Martin, Jr., Time Is Money—Time-Sensitive Coverage, State Bar of Texas Third Annual Advanced Insurance Law Course,

Ch. 13 (Mar. 31, 2006).

26.Try running “Katrina and ‘contingent business interruption™ through Google. There are lots of entries. We haven’t seen any

specific examples there, however,

27. James R. Robie, Michael J. O'Neill, & Richard C. Bennett, Business Interruption and Indirect Loss, PROPERTY INSURANCE (Steven

Cozen & James O'Connor eds., 1998).
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reduce loss of sales or to shorten the {business}
restoration period.”29 In relation to BI, they are of
different types. “Extras are often referred to as
‘expediting expenses.” They fall into three categories:
[1] those that speed up the resumption of operations,
[2] those that continue operations during the period
of interruption but at a higher than normal cost, and
[3] those incurred, after operations are resumed, to
refill inventory.”® (As the reader no doubt recalls, we
just suggested that there are multiple ways to classify
covered-extra expensecs. )

Consider an inventory-based extra expense.
Suppose an insured sells widgets for $5 apiece, which
it manufactures for $3 each. Suppose after building
damage from wind, it can no longer manufacture
widgets, but can buy them on the open market
wholesale in large quantities for $4 apiece. Suppose
that the insured can sell all the widgets it buys for $5
apiece. If the insured had standard extra expense
coverage attached to business interruption coverage,
the insured would probably be able to recover $1
apiece from its insurance company for the widgets it
bought wholesale instead of making them. Extra
expense coverage is for eliminating or reducing losses
only3! Generally speaking, other things being equal,
extra expenses coverage is only for expenses actually
incurred.?® Thus, it conforms to the Principle of
Indemnity®® This is true even though an insured’s
entitlement to business interruption and related extra

e
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expense losses often must be estimated.
Significantly, under most insuring arrangements
like the one just hypothesized, the insured has a right
under the insurance contract to obtain substitute
widgets, if economically feasible. They must be the
right kind of widget; the insured may not go out and
buy way, way, way too many; and if there are choices
available among widgets, the insured may not buy
absurdly, outrageously, or even only somewhat
unreasonably expensive ones. Thus, various divisions
of an insured may not rake in profits from the insurer,
This duty either is or is like the duty to mitigatta.54
Sometimes, as already indicated, extra expenses are
called “expediting expenses.”35 Not all expediting
expenses are covered, and none is covered when it is
undocumented.3® Ifan insurer is going to be required
to pay for actual expenses, there must actually be
coverage for them. Some courts have said that
expenses incurred by an insured to eliminate or
reduce business interruption losses are not covered
without extra expense coverage explicitly stated or set
forth in the insurance contract. Thus, if an insurance
policy covers a particular risk, for example, the loss of
rent, and the insured landlord avoids any loss of rent
“by extraordinary diligence {so that]j the building was
repaired so speedily that there was no actual loss of
rent[,}” there is no coverage for the repair expenses.37
As indicated, extra expense coverage can arise in
many sorts of policies and from many kinds of losses,

28.See Nat'l Uniion Fire Ins. Co. v. Anderson-Prichard Oil Corp,, 141 F.2d 443 (10" Cir, 1944); Puget Sound Lumber Co. v. Mechan-
ics’ & Traders’ Ins. Co., 10 P.2d 568 (Wash. 1932).

29 David A. Borghesi, Business Interruption Insurance--A Business Perspective, 17 NOVA L. Rev. 1147, 1160 (1993). Mr. Borghesi
was recently disqualified as an expert witness in Wyndbam Int’l, Inc. v. ACE Am. Ins. Co., No, 05-04-01443-CV, 2006 WL 573739 (Tex.
App—Dallas, Mar. 10, 2006, no pet. hist.). The trial court did not think that Borghesi's report met established standards of thor-
oughness and objectivity, and the court of appeals did not find an abuse of discretion by the district judge in so ruling._

30. See Robert M. Morrison, Alan G. Miller & Stephen J. Paris, BUSINESS INTERRUPTION INSURANCE; ITS THEORY AND PRACTICE 59 (1986).
31.See A. Miller & Co. v, Gincinnati Ins. Co., 577 N.E.2d 885 (1ll. App. 1991) (stating that exira expense coverage is only for additional
expenses undertaken to keep a business going; it is not for all of the expenses, including those expenses that would normally be
involved in replenishing inventory); Nuw. States Portland Cement Co. v. Hartford Fire Ins. Co., 360 F.2d 531 (8 Cir. 1966) (stating
that extra expense coverage is not for enriching insureds that have losses; it is to pay for the losses but only the losses); Puget Sournd
Lumber Co. v. Mechanics' & Traders’ Ins, Co., 10 P.2d 568 (Wash. 1932) (stating that extra expense coverage is not designed to cover
continuing fixed charges that are ongoing after a loss).

32.Royal Indem. Co. v. Little Joe's Catfish, Inc., 636 S.W.2d 530, 534-35 (Tex. App.—San Antonlo 1982, no writ).

33. Robert E. Keeton & Alan L. Widiss, INSURANCE Law, 134-35 (1988). 'The Principle of indemnity, roughly speaking, is that insurance
is for evening-out or eliminating losses, not for making money. The later is fortunate gambling. Like virtually all insurance extra
expenses coverage conforms to the Principle of Fortuity. Obwviously, storm losses conform to this model.

34 The insured “[p]laintiff now presents the anomalous claim that the action required of it in seeking to mitigate damages by divert-
ing merchandise actually resulted in increasing those damages. Expenses in mitigation of damages must be made in the reasonable
expectation of reducing the recovery below the zmount of the loss; expenditures which results in an increased loss cannot be justi-
fied. Such a claim strips the business interruption insurance coverage of any rational meaning.” Howard Stores Corp. v. Foremost
Ins. Co., 441 N.Y.S8.2d 674, 676-77 (App. Div. 1981).
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and extra expenses can be tied to physical losses as
well as to business interruption losses. The coverage
is standardly associated with business interruption
coverage, however3® This is where the name “extra
expense coverage” usually appears. Consequently, as
stated, we will restrict ourselves and focus on that.
Under virtually all circumstances, extra expense
coverage is only contingently related to other kinds
of coverage>® Insureds need to ask for and think
about it separately. Although usually linked to other
coverages, insureds may cancel extra expense
coverage without canceling other coverages.40 Socan
insurers.

Extra expense provisions have a variety of
features. Some of them are subject to policy limits;
some of them are not, Some extra expense coverages
are in addition to policy limits; some are not. Some
extra expense coverages require that the insurer sign
off on the insured undertaking those expenses;41
some do not, At the same time, virtually all policies
require that the extra expense either be reasonably

related to accomplishing the purpose for which it is
made or necessary to that purpose. (Probably, there
is no substantial difference, as a practical matter,
between the concepts inherent in these italicized
phrases, even though they are theoretically quite
distinct.42) Thus, at least sometimes, if a business
undertakes an expediting project, and it fails, there
would technically be no coverage.™ From one point
of view, this approach is a good idea: it encourages
businesses to think carefully about how to respond to
disasters. On the other hand, the failure of a
reasonable and soundly conceived expediting
expense to achieve a goal could be, as they say, “just
one of those things.” It should not necessarily defeat
coverage. Consider storm losses. What if there is a
second storm on the heels of the first? A second,
unexplained storm might ruin an “extra expenditure.”
What if a series of unexpected fires follow a storm?
Perhaps policyholders are best protected under
these circumstances if insurers are induced to
authorize or at least consent to such expenditures. It

35.Cotton Bros. Baking Co. v. Indus. Risk Insurers, 941 F.2d 380, 386 (5™ Cir. 1991), aff'd as modified, 951 F.2d 54 3™ Cir. 1992).
Then again, sometimes expediting expenses are distinguished from extra expenses. In one property policy, which did not contain
business interruption provision, there were separate coverages for expediting expenses and extra expenses. Here is the language
for the expediting expenses: “We will pay the reasonable and necessary extra costs of emergency and temporary repair €o or re-
placement of covered property due to direct physical loss or damage from covered causes of koss and the extra costs of expediting
the permanent repair or replacement of your lost or damaged property, including overtime, express freight, or other rapid means
of transportation.” in contrast, extra expenses were covered as follows: “We will pay for the additional reasonable and necessary
expenses you incur in an effort to continue normal operations that are interrupted due to direct physical loss or damage from cov-
ered causes of loss to covered property. Additional expenses means that amount spent to continue your operations over and above
the expenses you would have incurred had there been no loss or damage. We will pay those additional expenses during the time it
would require with the exercise of due diligence and dispatch to rebuild, repair, or replace the damaged or destroyed property.”
36.Fold-Pak Corp. v. Liberty Mut. Fire Ins. Co., 784 F. Supp. 49 (W.D.NY. 1992).

37 Hartford Fire Ins. Co. v. N. Trust Co., 127 LIl App. 355, 1906 WL 1973 (Ill. App. Ct. 1906),

38.5ee Lyon Metal Prods., LL.C. v. Protection Mut. Ins. Co., 747 N.E.2Zd 495 (IIl. App. 2601)

39.Policy provisions providing a per diem for business interruption losses sometimes do not provide exira expense coverage. Stud-
ley Box & Lumber Co. v. Nat'l Five Ins. Co., 154 A, 337 (N.H. 1931).

40, When an insurer deletes extra expense coverage, notifies the policyholder of its action, and there was evidence that the policy-
holder “specifically rejected extra expense coverage and is working to relieve itself of the burden of . . . premium payments[,]” there
was evidence to support a verdict denying an insured an extra expense claim under its business interruption policy. W. Am., Inc. v.
Aetna Cas. & Sur. Co., 915 F.2d 1181, 1185 (S‘h Cir. 1990).

41.If a contract of insurance provides coverage for extra expenses when the insurer requires that they be undertaken, for example,
to obtain machinery, duplicate parts, additional stock, and so forth, the insured has no right to recover for extra expenses under the
palicy, if it incurs the expenses and the insurer did not require them. Ocean Acc. & Guar. Corp. v. Penick & Ford, 101 F.2d 493 (8™
Cir. 1939). Contracts of insurance must be read carefully on this point to determine what is required and what is simply possible.
42 See Ins. Co. of N. Am., Inc. v. U.S. Gypsum Co., 870 F.2d 148 (4”‘ Cir. 1989). Here, where fixing a damaged building would have
been more expensive than replacing it at another site, “the cost of relocating and rebuilding were fully recoverable.” Id. at 153.

43 Am. Alliance Ins. Co. v. Keleket X-Ray Corp., 248 F.2d 920 (6™ Cir. 1957). “Had the plaintiff shown that the period of operation
had been shortened by the use of overtime labor at premium wages, for example, then the premium wages would be allowable up
to the point by which the liabilities of the insurers under the business interruption policies had been reduced. The record is devoid
of evidence to this effect. In the absence of evidence showing that the expenditures had actually reduced business income losses,
the district court was in error in allowing any decontamination expenses as expense incurred to reduce the loss under the business
interruption policies.” id. at 930-31.

176



might even be better for the insured if the insurer is
asked to autharize or consent, and it refuses. It seems
to us that if insureds ask insurers for advice, direction,
consent, information, or help, and the insurer refuses
it, juries will, at a later time, be less patient with the
insurer. As a litigation-trial strategy, counsel for
policyholders should try to set up as a theme of the
case that extra expense insurance involves a number
of subtle reshiftings back to the insured of risks which
one would expect to be on the insurer. If the insurer
refuses to be helpful in the adjustment process, this
would be another example of reshifting, albeit of a
different type. Policyholders should attend to (and
save) insurer sales literature, web-site entries, mission
statements, newsletters, statements of inspectors,
and so forth. Then again, this series of moves might
not work in a Katrina-type situation, at least in some
neighborhoods, like the Ninth Ward in New Orleans.

Because extra expense coverage is standardized,
hecause it is abstract in certain ways, and because it is
sold in a great variety of industries, care must be
utilized in applying the coverage. This requires a
balanced approach. First, it must be acknowledged
that many insureds may be tempted tO exaggerate
exira expenses. For this reason, courts understand
that “[a]n insured’s claimed expenses should be
carefully scrutinized.”®  Second, general terms
providing for extra expense coverage in an insurance
policy must be read in light of the insured’s industry.
Example One: An extra expense policy may have to
be read in light of how a covered restaurant business
works, if the underlying physical—say, storm loss—is
atarestaurant.’ Fxample Two: 1fan insurance policy
provides coverage for controlling blowouts, expenses
incurred for “fishing” and “whipstocking” are within
the purview of the term “control.” Similarly, expenses
for employing available workers to assist in the
removal of debris and in preparing the wellhead for

pry
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“control” operations are within the purview of
activities designed to bring the well under control.
The language and concepts come from the proper
care and use of drilling rigs. The court refers to this
as a “pragmatic appro.etch."46 The first step of such a
pragmatic approach is to learn the meanings of the
key terms, “fishing” and “whipstocking.”  The
meanings of these terms are here unimportant. In
fact, our point can best be made to those who do not
understand the terms. Our point is that insurers must
learn the technical and engineering vocabulary, if any,
plus the jargon of the trades they insure. Determining
which extra expenses are covered requires under-
standing significant facts about the business insured.

Sometimes there is confusion as to whether the
price of a new piece of equipment should be treated
as property damage only or as property damage plus
an extra expense. The issues involved here will vary
with the circumstances.?” The use of a lease-purchase
plan followed by an actual purchase may solve this
problem under some circumstances. We have not
located case law to this effect, however.

HI. Road Map From Here

in much of the rest of this paper, we will analyze
the key features of a standard business interruption-
related exira expense proviso we will analyze and
critique some recent cases; we will formulate a list of
steps policyholder lawyers and risk managers might
take in trying to minimize dangers they might face in
dealing with extra expense claims; and we shall
consider storm created problems in the Kairina-Rita
context.

Throughout ouranalysis it should be kept in mind
that extra expenses will be at once both standardized
and diverse. Thus, extra expenses often include rents
for alternative locations, extra wages for overtime
work, salable inventory, parts for manufacturing, cell

44 Atl. Richfield Co. v. Underwriters at Lloyds London, 398 E. Supp. 708, 718 (5.D. Tex. 1975). Kevin M. Quinley has written an ex-

tremely interesting book for adjusters (and those interested in i
''HE ADJUSTER'S CAREER (2001). Tip number 127 reads as follows:

nsurance ethics) entitled WELL ADJUSTED: 185 SUCCESSFUL TIPS FOR
“It’s amazing how profitable a business carrying time-element cov-

erage was after it has burned to the ground! This 100 is a running joke among loss adjusters, The most unprofitable business dan-
gling for survival by a thread often is magically transformed into a profitable enterprise by the time the fire claim is submitted to the

insurer.” Id. at 132. The same will be true for storms, of course.

45 Lexington Ins. Co. v. Island Recreational Dev. Corp., 706 $.W.2d 754 (Tex. App.—Beaumont 1986, writ refused n.r.e.). Because
of the generality of the policy and the awkward fit between the language of the contract and the restaurant business, the court im-
plied—or at least hinted—that the policy should be treated as ambiguous.

46, Id. at 718-19.

47. Cotton Bros, Baking Co. v. Indus. Risk Insurers, 941 F.2d 380, 386 (5™ Cir. 1991), aff'd as modified, 951 F.2d 54 (st Cir. 1992).
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phones, and so forth. On the other hand, the
expenses may be unusual. Thus, a business that
depends upon telephones may have extraordinary
expenses for new phones, new phone lines, short-
term phone line rentals, cell phones, cell phone
service, and so forth. 48 (Imagine how dangerous this
is in the high-tech, computer age.) Furthermore,
although extra expenses may be more precisely
quantifiable than business interruption losses, they
may still be subject to some estimation in the end.?
This will be especially true when anomalous expenses
have to be divided between those caused by overt
hazards and those caused by hazards that are not
covered. Such allocations sometimes must be
performed if business interruption policies are legally
required to pay.’® Probably, storm versus flood loss is
like this.

Actual extra expenses often bear scrutiny
Consider, for example, a situation in which the value
of leased equipment is paid for under the property
damage section of the policy. When that happens,
accelerated lease payments might not be an actual
expense made to return the insured to normal
business operations. After all, the insurer will have
already paid for the value of the leased equipment.
Business interruption insurance, like virtually all
forms of insurance, is not designed to create windfalls
for insureds.”* This is the Principle of Indemnity.

Extra expenses also hear scrutiny because
conceptualizing them is highly abstract, intimately
related to accounting, and frequently determined by
deceptively innocent looking contract language.
There is also a striking difference in attitude between
insureds and insurers with respect to how to think
about them. Insureds tend to begin with losses,
whether incurred or avoided, and work from there.

(We call this the “Down Methad.”) Insurers begin
with extra money spent after an insured loss and go
from there. (We call this the “Up Method.”) This
difference in approach can lead to strikingly different
results and to mutual suspicion. Consider the well-
known Hastern Associated Coal case.”® In this well-
known case, the insured lost a coal mine to a fire for
a vear. It had to obtain coal from outside brokers in
order to comply with supply contracts. Because of an
international incident, an oil embargo, the price of
coal from brokers rose dramatically. The question in
the case was whether those kinds of extra expenses
were covered. The court thought not. In this case,
the insured began with its losses and reasoned
downward. In contrast, the insurer began with actual
expenses, the language of the contract, and built up
from there. The court sided with the insurer.>?

In the end, we shall return to the problems
created by Katrina. Some of the principles we suggest
for adjusting claims apply in a variety of situations,
when they are altered slightly.

IV. Fairly Typical Insurance Contract Provisions

Here are two fairly typical extra expense
provisions in the business interruption (or, loss of
business income) component of commercial proper-
ty policy. They bear careful reading. One is quite
general. One is rather more specific. Although we
shall not discuss it at any length here, it should be kept
in mind that just as there is both BI and C-BI, there
are extra expense coverages and contingent extra
expense coverages. It should also be kept in mind
that in this section we will discuss Extra-Expense
provisions, Bl provisions, sections which apply to
them both, and C-BI provisions as well,

48. Am. Med. Imaging Corp. v. St. Paul Fire & Marine Ins. Co., 949 F.2d 690, 693 (3d Cir. 1991).

49.1d. at 694.

50.Hart-Bartlett-Sturdevant Grain Co. v, Aetna Ins. Co., 293 8.W.2d 913 (Mo. 1956).
51.Fireman’s Fund Ins. Co. v. Mitchell-Peterson, tnc., 578 N.E.2d 851 (Ohio App. 1989).
52.E Assoc. Coal Corp. v. Aetna Cas. & Sur. Co., 632 F.2d 1068 (Sd Cir. 1980).

53.The court formulated the issue in terms of whether the conwact authorized new expenses. It thought not. The court also
thought that extra expenses 1o be paid for under the contract were expenses incurred to reduce an insured loss. The purchase of
coal from brokers did not reduce the frsured loss, hecause these expenses have resulted from the oil embargo and not from the
fire of the mine. Thus, the contract mandated payment for extra expenses incurred ia repairing the mine more rapidly, but not in
complying with a supply contract when the cost of compliance resulted from international relations, and not from a physical loss.
It is interesting to observe that lawyers for insurers tend to see fastern Associated Coal as correctly decided, whereas lawyers for
policvholders tend to view it as mistaken.
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A. The Quite-General Clause

Sometimes, extra expenses clauses are quite
general and proceed with only a few words. We have
already referred to the Eastern Associated Coal case.
Here is the extra expense provision from that policy.
It occurs in the context of a business interruption
proviso. ‘'The proviso provides coverage for the
“actual loss sustained by the Assured direcily
resulting from such [an insured] interruption of
business . . .. Due consideration shall be given to the
continuation of normal charges and expenses,
including payroll, expense, (o the extent necessary to
resume operations of the Assured with the same
quality of service which existed immediately
preceding the loss” (ftalics added.) Coverage
includes expenses incurred to reduce such losses.
These are said to be the following:

Any and all expense incurred by the Assured
to reduce loss hereunder is covered by this
insurance to the extent only of the loss which
would have been sustained had such expense:
not been incurred.

Notice how general and abstract the language of this
policy is. It is made more abstract by the fact that the
really key language of the policy has not yet been
cited. It is actually in a somewhat different section of
the policy. In the other section of the policy, the
contract announces that business interruption
coverage is insurance against “loss of earnings.” The
concept of earnings is then defined as the *[tJotal net
sales value of production[.]”

B. Another General Extra Expense Clause

Here is another example of what may be a brief
extra expense policy provision. itistobe foundinthe
Zurich American policy covering the janitor, heating,
vent, and air conditioning company which served the
World Trade Center on 9/11.°

The policy had a sublimit of $50 million per-
occurrence for extra expenses. The policy provided
extra-expense insurance coverage for expenses
“resulting from loss, damage, or destruction covered
[by other parts of the policy] ... to real or personal
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property as described [in the Insurable Interest
provision].” The policy defined the phrase “extra
expense” as the “total costs chargeable to the
operation of the Insured’s business over and above
the total cost that would normally have been incurred
to conduct the business had no loss or damage
occurred.”

If this is the entirety of the extra-expense
coverage, obviously computing it would be fairly
simple, and it would not be terribly restricted. This
sharply distinguishes the Zurich policy, at least insofar
as quoted, from the language which we are about to
discuss.

C. Aa Elaborately Specific Extra-Expense Provision

Other commercial property policies containing
business interruption sections have quite specific
extra expense provisions. It is an iron-clad law of
language that the more specific and claborate the
description or prescription is, the more words it takes
to express it. Inany case, here is an example ofamore
specific extra expense provision: Since the quote is a
long one, it needs to be studied carefully. We will
summarize at least part of it after the quote in section
V. Our summary will include a little bit of commentary
and a few questions. In any case, here is our exemplar:

Insuring Agreement. If Loss of Income
Coverage is shown in the Declarations, we will

pay:

1. for the actual loss of “business income” you
sustain due to the necessary suspension of
your “operations” during the “period of
restoration.” The suspension must be caused
by accidental direct physical loss to property
at the described premises, including personal
property in the open (or in a vehicle) within
100 feet, caused by an insured loss,

2. any_necessary “extra expense” to avoid or
minimize the suspension of business and to
continue “operations™

a. at the described premises; or

S4. Zurich Am. tns. Co. v. ABM Insurers, Inc., 397 F.3d 158 {2d Cir. 2005).
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b. at replacement premises or at
temporary locations, including
relocation expenses and costs to equip
and operate the replacement or
temporary locations;

to the extent it reduces the amount of the
“husiness income” loss that otherwise
would have been payable under this
coverage caused by an insured loss;

3, any nccessary “extra expense” to minimize
the suspension of business if you cannot
continue “operations,” to the extent it [ie.,
the extra expense expenditure,] reduces the
amount of the “business income” loss that
otherwise would have been payable under
this coverage caused by an insured loss; and

4, any necessary “extra expense” to:
a. repair or replace any property; or

b. research, replace or restore the lost
information on damaged valuable papers
and records;

to the extent it reduces the amount of the
“business income” loss that otherwise
would have been payable under this
coverage caused by an insured loss.

We will only pay for loss of “business income”
or “exira expense” that occurs within 12
consecutive months after the date of
accidental direct physical loss caused by an
insured loss.

Definitions. When used in this coverage:

“1. business income” means the net income
(net profit or Joss before income taxes) that
would have been earned or incurred and
continuing normal operating expenses,
including payroll, incurred during the “period
of restoration”;
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3. “extra expense” means Necessary eXpenses
you incur during the “period of restoration”
that you would not have incurred if there had
been no accidental direct physical loss to

property;

“4, operations” means the type of your
business activities occurring at the premises
shown in the Declarations;

5. “period of restoration” means the period of
time that

a. begins with the date of accidental
direct physical loss caused by an insured
loss at the described premises; and

b. ends on the date when the property at
the described premises should be
repaired, rebuilt or replaced with
reasonable speed and similar quality.

“Period of restoration” does not include any
increased period required due to the
enforcement of any law that regulates the
construction, use or repair, or requires the
tearing down of any property. The expiration
of this policy will not cut short the “period of
restoration.”

Limitations. . . .

If you fail to use all available means to
eliminate unnecessary delay and do not
resume normal “operations” as promptly as
possible, we will reduce the amount of your:

¢. “business income” loss, other than
“extra expense,” to the extent you can
resume your “operations,” in whole or in
part, by using damaged or undamaged
property (including merchandise or
stock) at the described premises or
elsewhere;

“d, extra expense” loss to the extent you
can return “operations” to normal and



discontinue such “extra expense.”
P

We will pay for the actual loss of “business
income” you sustain and necessary “extra
expense” caused by action of civil authority
that prohibits access to the described
premises due to the accidental direct physical
loss to property, other than at the described
premises, caused by an insured loss. This
coverage will apply for a period of up to two
consecutive weeks from the date of that
action. . ..

Loss Determination. . . .

The amount of “extra expense” loss will be
determined based on:

a. all expenses that exceed the normal
operating expenses that would have
beenincurred by “operations” during the
“period of restoration” if no accidental
direct physicaltoss had occurred. We will
deduct from the total of such expenses:

(1) the salvage value that remains of
any property bought for temporary
use during the “period of
restoration,” once “operations” are
resumed; and

(2) any “extra expense” that is paid for
by other insurance, except for
insurance that is written subject to the
same plan, terms, conditions and
provisions as this insurance;

b. all necessary expenses that reduce the
“business income” loss that otherwise
would have been incurred.

Exclusions. We will not pay for:

1. any “extra expense” or increase of “business
income” loss caused by:

55.8ome underlinings are cur additions.
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a. delay in rebuilding, repairing or
replacing the property or resuming
“operations,” due to interference at the
location of the rebuilding, repair or
replacement by strikers or other
persons; or

b. suspension, lapse or cancellation of
any license, lease or contract. But if the
suspension, lapse or cancellation is
directly caused by the suspension of
“operations,” we will cover such loss that
affects your “business income” during
the “period of restoration”;

2. any “extra expense™

a. caused by suspension, lapse or
cancellation of any license, lease or
contract beyond the “period of
restoration”; or

b. to repair or replace any property or
research, replace or restore the lost
information on damaged valuable papers
and records that does not reduce the
amount of “extra expense” otherwise
payable under this coverage.

3. any other consequential loss; or

4. loss caused by seizure or destruction of
property by order of governmental authority.
But we will pay for acts of destruction ordered
by governmental authority and taken at the

time of a fire to prevent its spread.>?

Most of our discussion from here on will focus on
the specifically elaborate provision. When we refer to
“our exemplar,” we will be referring to that provision.
Itis a complicated enough provision that we shall first
summarize it. Any errors or omissions in our
summarywill help instruct the reader in how to attend
to the details of insurance policy prose.
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V. Summary of Our Exemplar

Obviously, our exemplar of extra expense
coverage is vastly more complex than the other two
quoted herein. For those readers in need of some
education, we now summarize at least important
provisions of the exemplar. Readers who are
experienced in these matters may skip to section VL

Definitions. The place to begin in reading a
complex passage of insurance prose is with the
definitions,  The insuring agreement for extra
expenses virtually begins with the phrase “extra
expense.” Therefore, one should begin by reading it
and trying to memorize it, at least to some degree.
The relevant definition provides that an “extra
expense” is an expense which is necessary for the
insured to incur during the “period of restoration,”
during a prescribed period of time when damaged
buildings are repaired following the day the accidental
direct ghy‘sical loss triggered coverage in the first
place.>® Not all necessary expenses during this period
are covered extra expenses. Only those are covered
which would not have incurred had there been no
accidental direct physical loss to the insured property.
The key idea is that they must be necessary, they must
be extra, and they must result from an insured
physical loss.

This is not all, however. Extra expenses are
covered only if they are utilized to avoid a suspension
of business or only if they are used to minimize the
suspension of business. Thus, one is left with a
significant question: Will extra expenses be covered
if they, for example, do not actually minimize the
insured’s suspension of business? The policy says that
extra expenses will be covered when they are
necessary to minimize (or avoid) the suspension of
business. Suppose the physical loss was not enough
to suspend business, Hence, the only question would
be what extra expenses were necessary to minimize
the suspension of business. What if it turned out that

an extra expense did minimize the suspension of
business, but was not necessary to doing so? What if
the extra expense was not necessary to avoid
suspension, because suspension wasn't coming, but
it did reduce the suspension, although it did not
minimize it?  Potentially, these are areas of
controversy.’

Insuring Agreements. The next section of the
insuring agreement suffers from the same problem of
incoherence. We will correct it, however. According
to the next section, the policy covers expenses
necessary to minimize the suspension of business,
assuming that the operations in question are not
losing money or are break even. In other words, if
suspended operations were making money and if the

. insured loss cut business income, and if that

operation is suspended, there will be coverage for
extra expenses of a variety of sorts that would reduce
the business income loss that the insured would
otherwise experience. Thus, atleast conceivably, ifan
extra expense initiated a new operation, and that
operation cut down on business losses, there would
be coverage for that extra expense. There would not
be coverage, however, if the extra expense did not cut
down on losses, even if it was a rational maneuver,
Significantly, however, under at least some circum-
stances, extra expenses can be utilized for new lines
of business.

The final coverage provision for extra expenses is
again tied to extra expenses which reduce business
losses. In this case, the extra expenses are those
necessary for a variety of different purposes, including
the following:

*The repair of any property at all, including
property other than insured premises.

*The replacement of any property at all,
including property other than insured
premises.

56. The “period of restoration”—something which appears in all BI insurance contracts with most using the three words just quot-
ed—is a significant topic of ligation. See Duane Reade Inc. v. St. Paul Fire & Marine Ins. Co., 411 F.3d 384 (2d Cir. 2003) (a 9/11
Bl case). See also Am. Guar. & Liab. Ins. Co. v. 8. Minn. Beet Sugar Coap., 320 F. Supp. 2d 879 (D. Minn. 2004).

57. There is another area of controversy which is at least possible. The insuring agreement covers “any necessary ‘extra expense’
which is undertaken for specified purposes.” The definition of the phrase “extra expense” is, at least in part, as follows: ‘extra ex-
pense’ means necessary expenses(.]” It would follow fram this that the language in the insuring agreement is as follows: the policy
cavers “any necessary expenses to avoid or minimize the suspension of businessand . ..." Obviously, the word “necessary” is being
overused, and its overuse results in incoherence. Usually courts overlook this kind of incoherence. N evertheless, for those drafting

insurance policies, it’s not a good idea.
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¢Research which leads to the reduction of
business income losses.

*The replacement of lost information which
is to be found on damaged valuable papers or
other types of records which leads to the
reduction of business losses.

*The restoration of lost information which is
to be found on damaged valuable papers or
other types of records where this expense
leads to the reduction of business losses.

Limitations. Virtually all policies limit the amount
of time during which there is coverage for extra
expenses. Often, it is twelve consecutive months
following the date of the accidental physical loss, but
it can be shorter or longer depending on the nature
of the policy which is negotiated.

Extra expenses are limited by when an insured can
return to the type of operations previously and
normally conducted at the premises found on the
declarations page. Indeed, extra expense losses are
no longer insured when a policyholder could return
to normal operations and when extra expenses could
be eliminated. (Fairly obviously, this would follow
deductively from the way in which the idea of
necessity is included in the definition of the phrase
“extra expenses.” Obviously, there is no harm in
putting provisions in the policies twice, when once
they are explicit and once they are even deductively
entailed.)

When an insured physical loss is otherwise
covered and when a physical loss causes the loss of
business income, and when this loss is caused by the
action of civil authorities preventing the entrance into
or the departure from damaged premises, coverage
for extra expenses is often made subject to a different
time interval than in the remainder of the policy. In
our exemplar, it is two consecutive weeks. It could be
a variety of other times.

Loss Determination. Our exemplar contains a
provision for calculating covered “extra e¢xpense”
losses. That methodology is already clear, except for

Al
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the limits and deductibles. Total extra expense
coverage is reducible by the salvage value of
temporary property purchased as an extra expense.
Obviously, this would include resale value. Moreover,
when anything defined as an “extra expense” in the
policy under consideration can be recovered under
some other insurance policy, then that amount is also
to be eventually deducted from the exira expense
coverage. Obviously, liability policies on other parties
that might have caused the accident are to be
included, although other property policies with
business interruption coverage including extra
expenses are not included.

Exciusions. Like all other insurance policies, or
parts of insurance policies, extra expense coverage in
business interruption parts of policies (or indepen-
dent business interruption policies) include exclu-
sions. Extra expenses caused by persons involved in
labor strikes are not covered. Extra expenses resulting
from temporary or permanent disappearances of
licenses, leases, or contracts are not covered, unless
these problems are directly caused by a suspension of
operations resulting from the physical damage. Extra
expenses for problems arising out of licenses, leases
and contracts are excluded, when those problems
arise or continue after the end of the period of
restoration, i.e., the period of time to restore the
property specified in the insurance policy. Extra
expenses incurred to deal with lost information,
damaged papers, or damaged records are not
covered, if they do not also reduce other covered
extra expenses. Extra expenses which are consequen-
tial losses are not covered.”® Extra expenses caused
by the seizure of property by governmental
authorities are not covered.

What we have been doing in this section is
providing a simplistic summary. There is much more
10 be said about these provisions. Our next discourse
is a deeper analysis. There is a great deal to be said
about the key words in these provisions. There is
much more to be said about understanding the
provisions of our exemplar, and how they have been
understood by various courts. We turn now to this
issue.

58, Consequential damages are frequently a problem in Bl insurance policies. See Lava Trading Inc. v. Hariford Five Ins. Co., 365
F. Supp. 2d 434 (S.D.N.Y. 2005). See Broad Street LiCv. Gulf Ins. Co., 808 N.Y.$.2d 916 (Sup. Ct. 2005). There is a tendency in New
York courts to exclude coverage for consequential damages. This is a mistake absent an explicit exclusion.
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VI. Serious Discussion and Analysis

“Necessary.” In the coverage for loss of business income just
quoted at excruciating length in our section IV.C., there is coverage
for the actual loss of net income during a certain period, and there
is coverage for extra expenses “niecessary” to avoid or minimize the
interruption of business or “necessary” to continue the operations
of the business. Such extra expenses could be incurred either at
the insured premises or at some replacement premises, including
temporary locations. Such extra expenses would include moving
costs incurred for the purpose of equipping and operating
replacement facilities, including temporary ones. Under this policy,
there is coverage for extra expenses only to the extent that those
expenses reduce business income losses otherwise payable under
the business income coverage.59 We have already suggested that
this strice interpretation of the policy may be unwise. A prudent
and justified extra expense that doesn’t work out—perhaps—
should be treated as covered. Not doing so is an example of
unexpected risk shifting, so say we.

“Minimization.” Another difficultyin the literal interpretation
of this unambiguous policy is to be found in section 2 of the
insuring agreement of our exemplar. According to that section, the
only extra expenses that are covered are those that are fiecessary
1o avoiding or necessary to minimizing the suspension of business
and to continue operations. The insurance contract cannot mean
what it says, and it s routinely not interpreted in this fashion.
Consider the following, for example: Ifthe contract were construed
literally, extra expenses would not be paid by the insurer if business
would not be suspended without them and if they will not (or do
not) minimize the suspension of business but only cut it (even way)
down, Thus, for example, the extra expenses wouid ot be covered
if they reduced the number of days a business would be down from
X to X109 but another approach would have reduced down-time
to X-12.

Actual Reduction. Notice that in sections 2, 3, and 4 of the
exemplar, extra expenses are covered to the extent that they
actually reduce the amount of business income loss otherwise
payabie under the insuring agreements. Nothing mote is covered.
The interesting phrase here is “to the extent” the extra expenses
caused something to happen. Suppose the extra expenses are
$100, and they reduce business income loss by §120. In that case,
the entire $100 would be covered, Now suppose that the insured
spends $100 to reduce its business income loss, and it succeeds in
doing so only to the extent of §75. In that case, if the insurance
policy is applied literally, the insurer pays only $75. This would
be true even if the insured was thoughtful, prudent,
careful, and rational in making its extra expense
expenditure.

Reasonable Error. 'Thus, covered extra expenses
are tied to reducing the damages of the insured and
hence reducing the exposure of the insurer. This is a
troubling feature of extra expenses insurance for the
same old reasons: It places the risk of error on the
insured at a time the insured is likely to be under
stress and distracted. 'To be sure, if an extra expense
is at best implausibly related to reducing business
interruption losses, the insurer should not be asked
to fund it. However, if the connection is plausible, and
a reasonable mistake is made, it is not clear that the
consequence of actually taking risk should be on the
insured. Courts have not focused on this distinction,
however.?! Since the risk of error is on the insured,
it needs to be careful about decision making,
documenting decision making, and claim prepara-
tion. It should also recruit the insurer into the
process.

At least some courts hold that ifan insurer is going

59 See AGS Corp. v. Centennial Ins. Co., 242 F. Supp. 584 (N.D. 1ll. 1965).
60.1t s also interesting to note that from 2 linguistic or semantic point of view, the quoted contract language is incoherent for an-

"

other reason. In § 2 of the insuring agreement and in § 3 of the same agreement, the phrase “necessary ‘exira expense™ occurs.
Thus, the word “necessary” modifies the phrase “extra expense.” Consider the definition of extra expense. In part, an “exira ex-
pense” is defined to mean a certain kind of “necessary expense.” It is characteristic of definitions that the definitions may be sub-
stituted for the definiendum, in most contexts, without loss of meaning, This would make the previously mentioned phrasesin § 2
and § 3 the following: “necessary expenses.” This locution makes no sense. Hence, a literal interpretation of the contract language
is not possible,

&1.One type of ‘business loss’ covered appears to be ‘extra expenses’ necessary to avoid suspension of operations by the poficy-
holder. Learfield|, the policyholder here,] states that the $10,000 cost of the small uplink dish was such an ‘extra expense.’ Hautford,
however, is only liable for such extra expense ‘to the extent it reduces the amount of loss that otherwise would have been payable.’
Fortunately, this court finds no evidence in the record, nor does [the: policyholder] poine to any, of losses other than the money
claimed for the small dish purchase that could be called ‘business income’ loss. [The policyholder] maintains that it believed the
purchase of the small uplink was necessary to prevent suspension of operations. However, the small dish was never needed, was
never used, and [the policyholder, did not appear to suffer any ‘business income’ losses, suspension of operations due to the de-
struction of the large dish. [Cansequently,] Hartford bears no liability for any ‘extra expenses[.]™ Learfield Commc’ns, Inc. v. Hart-
Jord Ace. & Indem. Co., 837 S.W.2d 299, 302 (Mo. App. 1992).
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to require an insured to mitigate its business losses
while incurring extra expenses, the insurer must pay
for the attempt to hold a loss down;%?

If, as [the insurer] strenuously urge[s], the
insured has a contractual as well as a common
law duty to mitigate damages, then the
expenses of that mitigation must be covered.
If the mitigation efforts take fonger than the
interruption period, then the business
interruption clause cannot limit coverage o
that period, since the activity is in the interest
of the insurer. . . . Mitigation is a duty the
insured performs for the insurer’s benefit.
Mitigation cost is recoverable so long as it is
reasonable and less than the damages would

have been without it.63

This seems to us to be a very sensible view.
Sometimes insurers seek to defeat this view through
what policyholders (at least) see as overly narrow
literal readings of policy Ianguage.6‘4 The trouble is
that frequently the insurers are reading the literal
language of the contract correctly — Contract
hermeneutics is supposed to be literalistic. On the
other hand, the purpose of insurance is supposed to
be protection from loss. If an insurance policy is
written in such a way that insurers will be able,
surprisingly, to circumvent paying for losses, the social
function of insurance is undermined. This may not
be a good argument to present in a lawsuit that is
essentiallya contract dispute. 1t is, however, troubling
from a more global perspective. (Then again, if an
insurance policy is to provide more coverage, it will
cost more.)

Definition. A definition of the phrase “extra
expense” in the exemplar is quite general. It means
(1) any expense, (2) incurred by the insured (3)
during the temporal interval required (o repair,
rebuild, or replace the damaged property, with
property of similar quality, (4) assuming that
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restoration proceeds with reasonable speed, (5) that
would not have been incurred by the insured (6) had
there been no physical loss accidentally and directly
inflicted upon (tangible) property. The generality of
the definition is lmited by the conjunctive
components of the insuring agreement, limitations,
and the exclusions. Two limitations are quite
significant. One of them requires that the insured
restore normal operations “as promptly as possible.”
That limitation, contained in section 6 of the
Limitations section, indicates that the insurer will
reduce payments for “business income™ losses, except
for “extra expenses,” if the insured does not figure out
possible ways to restore operations using other
equipment, other stock, and other merchandise,
including jerry-rigged equipment. Section 6 also
states that extra expenses will be reduced if and to the
extent that the insured could have returned to
whatever it is that it does and stops extra spending.

Actions of Civil Authorities. A second significant
limitation is to be found in section 7 of the Limitations
section. The insurer promises to pay both “business
income” and “necessary ‘extra expenses’” if a civil
authority takes some action that prohibits access to
the insured’s premises because of some accidental
direct physical loss to some property other than the
described premises, if that direct physical loss is
caused by an insured loss. Thus, if an insured’s
building explodes accidentally, causes a building
nearby to catch fire, and that building explodes, with
the consequence that debris partially blocks some
fegitimate entrances to the insured’s building, and the
police keep entrants off the insured’s property, there
is coverage. So far, section 7 looks like a coverage
extension or an articulation of coverage that might
otherwise seem cbscure. The limitation component
of section 7 is that this coverage lasts for only two
weeks, beginning with the date of the action by the
civil authority prohibiting access.5’

Calculation. ‘The policy contains a section
prescribing how to determine extra expense losses.
Generally speaking, loss determination proceeds on

62.Metal Masters of Minneapolis, Inc. v. Liberty Mut. Ins. Co., 461 N.W.2d 496 (Minn. App. 1990).

63.4d. at 501.

64.For an interesting example of this kind of controversy, see Travelers Indem. Co. v. Poliard Friendly Ford Co., 512 8.W 2d 375,

380 (Tex. Civ. App.—Amarillo 1974, no writ).

65.5ee Davidson Hotel Co. 1. St. Paul Fire & Marine Ins. Co., 136 F. Supp. 24 901 (W.D. Tenn. 2001y, Travelers Indem. Co. v. Pollard
Friendly Ford Co., 512 5.W.2d 375 (Tex. Civ. App.—Amarillo 1974, no writ).
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a dual basis. One basis is particular, while the other
is a net basis. Under section 2.b of the Loss
Determination proviso, the amount of extra expenses
are determined by adding up all the necessary
expenses that in fact do reduce the amount of the
insured’s “business income” loss, if that loss would
have occurred but for the relevant expenditures. This
is the particularized component of loss termination.
The more general part involves adding all these
expenses together, and alt such expenses recovered,
subject to two deductions. The first deduction is the
salvage value of equipment and other property
purchased for temporary use. The second deduction
is any “extra expense” paid for by other insurance. (In
other words, section 2.a.(2) is an “Other Insurance
Clause,” as they are often called.) Excepted from the
other insurance clause is insurance “subject to the
same, terms, conditions and provisions as this
insurance][.]”

Exclusions. The series of exclusions to be found
in our examplar policy are fairly typical. First, under
Exclusion 1.a., delays in restoration of property are
not covered if they are caused by interference from
strikers or other persons at the location of the physical
restoration activities. Notice that relevant income
losses are excluded as well as extra expenses. (Of
course, we don’t care about that aspect of the policy
just now.) Also notice that the dangerous risk arising
from trving to do something about physical
catasirophe is left with (or shifted back ) the
insured. If the insured goes out and hires, say, a
construciion company (or any other type of
contractor) to do work that would obviate its
business income loss, and something goes wrong
with personnel relations inside the contractor’s
business, and the contractor cannot proceed, the risk
of that loss—if any—is on the insured. Usually, of
course, construction contracts have clauses in them
having to do with strikes, However, if a contractor was
not able to continue and it was necessary to go find
another one, that would cause additional days of
business income loss. From the looks of things, those
extra days would be excluded by Exclusion 1.a.

From a strictly functional point of view, it makes
no difference where in an insurance contract
exclusionary language is to be found. Thesameis true
for where, in an insurance contract, a risk is allocated.
From a rhetorical point of view, however, whether a
risk is allocated in an insuring agreement or in an
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exclusion may make some difference. TFrom a
rhetorical point of view, as opposed to the point of
view of literal meaning, how many words are involved
in the applicable proviso may make some difference
to the extent to which it is studied and understood.
Of course, courts do not—at least on the surface of
things—look at matters of rhetoric. They look at
matters of literal meaning.

Exclusion 1.a. does not shift the risk of all soris of
person-generated delays and repair. Clearly, this
exclusion does not apply to the activities of police, if
they are acting consistently with Limitation 7. So
much for Exclusion 1.a.

Exclusion 1.b is somewhat similar. This exclusion
says that there is no coverage for extra expenses
resulting from contracts (or leases) that are affected
adversely by a loss triggering the extra expense
coverage. In particular, what are excluded are
suspensions, lapses, or cancellations of contracts or
leases. Thus, if a supply-contract is cancelled if the
insured cannot perform for thirty days (or cannot
provide X-number of widgets) and if the contract is to
run for five more years, but is cancelled, the insurer
will not be responsible for any losses attributable to
the cancellation of the contract. The same is true for
leases. This idea applies not only to cancellations of
contracts but the related ideas, such as lapses, and it
applies to temporary suspensions, as well as
permanent determinations.

This exclusion is subject to an exception. Thus,
what was said in the previous paragraph is too broad.
We have formulated the need of the exclusion in this
phased—and potentially misleading—way for rca-
sons that will become apparent presently. The
exception to the exclusion provides that the exclusion
does not apply to a certain range of terminations and
suspensions. It does not apply if the termination or
suspension is directly caused by the suspension ofthe
operations of the insured. If it is indirectly caused by
such a suspension of operations, the exception will
not apply. This exception to the exclusion contains a
second component. That part of the exception says
that the exception applies only to losses that affect the
insured’s business income during the period of
restoration.

The question now arises whether extra expenses
incurred as a result of the (permanent or temporary)
termination of a contract {or a lease) were incurred
during the period of restoration. On one hand, the



explicit verbiage in the exception says that it will cover
“loss that affects your ‘business income’ during the
‘period of restoration|.]”” Extra expenses constitute
a loss. They would affect business income, because
business income is a concept defined in terms of the
net income the business would have earned.
Obviously, extra expenses affect that amount. Hence,
they should be regarded as covered. On the other
hand, business income and extra expenses are treated
as separate categories in the policy, so that it is
reasonable to suppose that the exclusion pertains to
changes in business income without respect to extra
expenses. Moreover, the definition of “business
income” does not include extra expenses but only
normal operating expenses. “Extras” are sometimes
defined as abnormal expenses.66 It seems to us that
both of these interpretations are reasonable. If so,
then the contra-insurer ambiguity rule requires that
the exception be read in favor of the insured. 7

The exclusion and the exception were set forth in
a phased manner for two reasons. First, we wanted
to be able to explore the potential ambiguity to be
found in the exception. Second, it is useful to discuss
exclusions and exceptions separately, since the
burden of proof on exclusions is generally born by the
insurer, whereas the burden of proof on exceptions
to exclusions is generally born by the insured.

It is worth remembering that Exclusion 1.b.
applies not only to contracts and leases but also to
licenses. We have located no cases on this issue
suggesting any interesting differences. The payment
of extra expenses to get things done ina hurry in order
to prevent the cancellation of a license necessary for
business fits with the general idea of extra expense
insurance. As pollution insurance litigation has
matured, business interruption coverage linked to
license cancellation is appearing.68 Nothing much
has yet reached the official reporters about this,
however.

Exclusion 2.a. excludes coverage for extra
expenses caused by the permanent or temporary
termination of a contract, lease, or license if that
termination occurs outside the defined period of

66.1d.
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restoration. It looks to us as though Exclusion 2.a. is
intimately-related to Exclusion 1.b. That exclusion is
based upon terminations resulting from suspensions
of operations, Exclusion 2.a. pertains to when the
termination takes place and/or how long itlasts. Thus,
under Exclusion 2.a., if a contract is terminated after
the period of restoration, there is no extra expense
coverage. Similarly, if the contract is terminated
during the period of restoration and the termination
fasts beyond the period of restoration, there is no
coverage for the days and weeks beyond the end of
the period of restoration.

Implied Exclusion: “Period of Restoration.” In
thinking about extra expense insurance, it is well to
remember that not all of the genuine exclusions are
explicit exclusions, named as such. There are also
implicit or hidden exclusions. This is particularly true
with the concept of period of restoration. The phrase
“period of restoration” refers to a period of time. Like
all periods of time it has a beginning and an end. The
period of restoration in our exemplar policy begins
on 2 certain date. But it is not just the date of a loss.
It is the date of an accidental physical loss directly
caused by an insured event. Thus, there are a great
many substantive considerations built into the
definition of the phrase “period of restoration” that
are not related to temporal matters. (It is also
important to notice that Definition 5.a. is incoherent,
as it stands.) Thus, our explication is a gloss. Here is
the literal language:

[The phrase| “Period of Loss” means the
period of time that . . . begins with the date of
accidental direct physical loss caused by an
insured loss at the described premises].]

This definition requires that there be two losses, and
that the physical loss that starts the period of
restoration be caused by a different loss that is also
insured. This literal reading cannot possibly be
correct. As a consequence, the insurers and insureds
must do the best they can and use their common
sense. (Of course, if an ambiguity actually turns on

§7.Hazel Glen Beh, Reassessing the Sophisticated Insured Exception, 539 TORT TRIAL & INS. PRAC. LJ. 85 (2003).

68.Browning-Ferris Indus. v. Certain Underwriters at Lioyds, No. 98-56362 (215[h Dist. Ct., Houston, Texas, Nov. 24, 2003). The
Tenth Amended Qriginal Petition sues U.S. Fire on a B policy linked to license cancellation some years ago.
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this incoherence, it would be resolved in favor of the
insured.)

The second portion of Definition 5.b. has to do
with the last day of the “period of restoration.” The
definition states that the “period of restoration” ends
on a day that must be estimated, inferred, and
possibly even guessed at. The end of the period of
restoration is the date upon which the premises [i]
should have been repaired, rebuilt, or replaced, [ii]
with personalty or realty of similar quality, assuming
[ili] that the repair, rebuild, or replacement
proceceded at a reasonable pace, under the
circumstances.  Notice how many hypothetical
concepts involving contrary-to-fact conditionals are
built into Definition 5.b.

It should also be noticed that there is fairly
obvious exclusionary language in the definition of the
phrase “period of restoration.” If there is a public law
that regulates construction, use, or repair and that
loss slows down the construction or repair process,
the additional length of time is not part of the period
of restoration: hence not covered. Similarly, ifa public
law regulating construction from a use or repair
requires that something be torn down-—whether
damaged property or defectively built replacement
property—the additional time added onto restora-
tion is not part of the “period of restoration.” This
could reduce coverage significantly if things go wrong
during the process of repair. Here is another example
of subtle risk shifting (back) to an insured. The length
of the period of restoration can be exiremely
important from the point of view of determining
covered extra expenses, because at least some cxira
expenses incurred outside {and hence not part of) the
period of restoration are not covered.

One might wonder whether any of the definition
of the phrase “period of restoration” constitutes an
exclusion with respect to which the insurer would
bear the burden of proof We suggest that the
components of the exclusion pertaining to the results
of law enforcement should be treated as an exclusion.
We doubt this is particularly controversial. Thereisa
more interesting question, What about the difference

between the time it has taken to get premises repaired
and the time it should have taken to get them
repaired? Obviously, the insured should bear the
burden of proof of showing how long it took to get
the building repaired and should probably bear some
burden of proof with respect to showing that the time
is reasonable. One wonders if, once that is shown, the
insurer should not bear some burden of proof if it
wishes to reduce an already reasonable time to an
even more reasonable time. These comments are
entirely speculative, since we know of no reported
cases that have tried to deal with the problems.

Lost Information Exclusion. Exclusion 2.Db.
excludes extra expense incurred in dealing with lost
information that is to be found on or in the papers,
documents, or other types of records (presumably
including computer records) that has to be somehow
recovered or resurrected.® We suspect that this kind
of extra expense fits well with the general idea that
extra expense coverage is for abnormal expensecs
necessary to get 2 business up and running again fairly
quickly. We suspect that the reason this is excluded
is because it's difficult to underwrite. The world
doesn’t have very much experience with what it costs
to restore computerized information, and so we
suspect insurers have concluded it's a good idea to
stay away from all this kind of stuff.

The foregoing description is actually a gloss made
necessary by the virtual incoherence of the actual
language of the exclusion. The actual language of the
exclusion is this:

We will not pay for any “extra expenses” to
repair or replace any property or research,
replace or restore the lost information on
damage to valuable papers and records|.]

If read literally, this exclusion says (in part) that the
insurer will not repair or replace any property at all
and will not research, replace, or restore lost
information to be found in certain places. One
wonders about meaning here. If the exclusion is
separated at the disjunct, then the former part of it
says this:

9. The writers of our exemplar contract are fond of »-based alliteration. Thus, there is a good deal of discussion having to do with
the rebuild, repair, or replacement of property. Similacly, in discussing lost information, the contract is looking to exclude repairs,
replacements, research, and restorations. Question: Why is it that lawyers and insurance scriveners are tempted by simple-minded
and cheap rhetorical theatrics? Perhaps it's because policy prose is boring. Pocts we are not.

188



We will not pay for any “extra expense” (o
repair or replace any property.

Such a reading, of course, is simply silly. On the other
hand, if you try to read it as follows, it makes no sense:

We will not pay for any “extra expense” (O
repair or replace any property on damaged
valuable papers and records.

The idea that property is somehow on papers
(whether damaged or not) is, of course, nonsense.
Intellecrual property may actually be property, but if
it is intellectual property, it is not on a piece of
paper.’® This point is true even if the paper contains
a diagram or a description of the thing physical
instantiations of which constitute property or the
paper has ink affixed to it that constitute words that
express ideas where those ideas are intellectual
property. We doubt that even radical nominalists like
William of Ockam (c.1285-¢.1349) or Nelson
Goodman (1906-1998)_”L would subscribe to this kind
of physicalistic recuctionism.”?

Exclusion 2.b. is subject to an exception. If the
kind of intellectual property-related extra expenses
described in Exclusion 2.b. reduce other extra
expenses that would be mandated under the policy,
then those intellectual property-related exira expens-
es are covered.

Exclusion 3 is a kind of closure clause. It statcs
that the insurer will not pay for any consequential
losses other than those referenced in the exclusion
section. Exclusion 3 does not support the inference
that all extra expenses are consequential losses. But
some of them might be.

There is a final exclusion, Exclusion 4. It relieves
the insurance company of paying for losses caused by
governmental seizures or destruction of property.
Thus, if a building burns, one wall is left standing, and
the government orders it torn down, the price of
tearing down the wall is probably covered under the
property policy. If the tearing down of the wall causes
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an additional loss in the nature of an extra expense, it
would not be covered. Here is another example of
subtle, unexpected, somewhat-hidden risk re-
shifting.

The foregoing discussion has introduced the
topic of extra expenses, placed it in the context of
evolving insurance jurisprudence, provided an
illustration of extra expense coverage, and explicated
that coverage at some length. We have used a
concrete exemplar policy.  Other policies are
different. Many of the main ideas of the coverage in
general are in our exemplar, however. It is
characteristic of these kinds of policies that they are
neither elegantly written nor terribly clear. 1t might be
valuable now to examine a recent case of some
interest.

VII. Contingent Business Interruption & Contingent
Extra-Expenses

Now that we have engaged in a faidy
comprehensive discussion of some features of the
standard BI and standard extra expense coverages,
where there must be physical damage to the property
of the insured, it might be helpful to say a word or two
about contingent coverages. We will not engage in
the same kind of general discussion. We will only
focus attention to some degree.

A. ISO Form

The central idea is “dependent property.” These
are properties of other businesses-—business not
owned by the insured, nor, at least, not listed under
the policy under discussion or in dispute-upon which
the insured depends. There are four types of so-called
“dependent” property are included in the 1SO form:
contributing locations (often suppliers), recipient
locations (often buyers), manufacturing locations
(which do manufacturing work for dealers and are
therefore a type of supplier, sort of), and “attraction
locations.” An attraction location is another business
that induces customers in various ways to the
insurer’s business. It might be a significant tenant in

20. William M. Landes &, William A. Posner, THE ECONOMIC STRUCTURE OF INTELLECTUAL PROPERTY Law (2003).

71. Nelson Goodman, THE STRUCTURE OF APPEARANCE (1951},

42 The reader will recall the historical distinction between Realism or Platonish, according to which some tetms name abstract {(im-
miaterial) entities, like universals, e.g., redness, or platonic forms, e.g., being-a-bed, or numbers, while according to Naminalism, the
opposite is true, and all meaningful terms refer to individuals, usually physical and not abstract entitles.
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a mall. It might be a brightly colored building next
door to the insured. It might be a popular bar,
massage parlor, tanning studio, and so forth,
(Interestingly, the last of the four categories has a
variety of names. We made out up.)

The insuring agreement in the ISO form-—which,
remember—is entitled “Business Income from
Dependent Propertics Broad Form,” provides as
follows:

We will pay for the actual loss of Business
Income you sustain during the necessary
suspension of your “operations” during the
“period of restoration.” The suspension must
be caused by direct physical loss of or damage
to “dependent property” 4t a premises
described in the schedule caused by or
resulting from any Covered Cause of Loss|[.]

Thus, an insured may not cover all of its suppliers or
all of its customers. It must pick and choose. (In the
alternative, it must choose everyone, exactly by name,
and pay a fortune.) Often times, it is recommended
that insureds designate only top-grade suppliers and
top-grade consumers. Sometimes, it is recommended
that only those in dangerous locals be named in the
Schedule, This might be—these days—south pacific
islands, areas near rough waters, areas prone to
earthquakes, and so forth. It might also include
someone in the very far and snowy North, and so
forth.

There are provisions which can be added for
miscellaneous locations. The coverage is extremely
limited, however. Here is the language:

We will pay for the actual loss of business
income you sustain due to direct physical loss
or damage at the premises of a “dependent
property” not described in the Schedule
caused by or resulting from any Covered
Cause of Loss. But we will not pay more than
03% of the Limit of Insurance for each day’s
suspension of “operations” due to loss arising
from any one location,

For both of these coverages, the “period of
restoration” is defined in the same way that it is in
standard BI policies. Obviously, this is not something
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over which the insured will have control, and perhaps
not even influence. Then again, if an insured does
business with a rational business agency, the date will
probably very nearly be met.

B, Contingent Extra-Expense Coverage

Contingent extra-expense coverage is available in
the ISO policy subject to similar provisions as is C-BI.
Here is how the 1SO form defines the term “extra-
expense”:

[The term] Extra[-]Expense means hecessary
expenses you incur during the “period of
restoration” that you would not have incurred
if there had been no direct physical loss of or
damage to the premises of any “dependent
property” described in the Schedule caused
by or resulting from a Covered Cause of Loss:

a. To avoid or minimize the suspension
of  business and to  continue
“operations”; or

b. To minimize the suspension of
business[,] if you cannot continue
“operations.”

The same four types of “dependent properties” can
be covered, and the insuring agreement provides
coverage as follows:

We will pay the Extra[-)Expense|s] you incur
due to direct physical loss or damaged
property at the premises of a “dependent
property” described in the schedule caused
by or resulting from any Covered Cause of
Loss,

The most significant difference between C-BI and
contingent exira-expense coverage pertains to the
definition of “period of restoration.” Often, in BI
insurance policies, a number of hours are specified
before which insurance is triggered. In the ISO form,
it is 72 hours. That delay period does not apply to
eXlra expense coverage.

So far as C-BI and contingent extra-expense
coverage are concerned, one of the most interesting
questions is whether there could be coverage for the
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closing of the Port of New Orleans as a result of
Katrina. ‘The question comes both as to C-BI and
contingent extra expenses. Under the ISO form, it
seems perfectly clear that this could not happen.
Under the decision in Archer-Daniels-Midland, the
case cited above, there might actually be coverage if
the Port renders services to an injured insured. One
could easily imagine that if the use of pilots is
involved, and if the Port provides them, then there
might well be coverage. If there were no pilots, there
plainly are other services. For example, there is the
“Harbor Police Department,” which is a division of the
Port of New Orleans. The Port owns and operates four
bridges across the Inner Harbor Navigational Canal. It
keeps statistics and it provides a huge amount of
economic information relevant to running business-
es.”> One of the activities of the Port is called
“CRESCENT.” ‘That is formed from the following
words: Computerized Reporting and Expediting
Shipments to Control Essential New Orleans Trade. It
also provides live CAN services for those who are
addicted to computer usage. However, that is unlikely
to be a necessary part of at least most businesses or
the reconstruction of most businesses.

VIII. A Case: Extra Expenses with C-Bl

One recent case focused on extra expenses in the
context of contingent business interruption coverage.
This case was Pentair, Inc. v. American Guavarniee
and Liability Insurance Company, first decided by a
United States District Court for the District of
Minnesota and then affirmed by two-to-one in a panel
of the Eighth Circuit.”* Interestingly, the appellate
court agrees with us that not all the right language is
used in describing these policies, so that as a result
there is some confusion. We have expressed doubts
about the term “dependent.” Here is what Judge
Locan remarked for the appellate court: “The word
‘contingent’ is something of a misnomer; it simply
means that the insured’s business interruption loss
results from damage to a third party’s property.”’?

Pentair manufactured various products. Some of
what it used came from Taiwan. In September 1999

73 WWw POrNo.com.
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there was an earthquake which struck that island. It
disabled a power substation which provided
electricity to two Taiwanese factories. Consequently,
since they had no power, those plants could not
manufacture products they supplied to a subsidiary
of Pentair. The American importer needed shipments
“ASAP” since it needed deliveries for Christmas.
Consequently, when its suppliers came on line, it
shipped from Taiwan via air freight at an additional
cost of $634,731.00. Pentair had purchased a policy
involving a “Contingent Time Element” in its all-risk
manuscript policy.

The insurer, American Guaraniee, denied extra
expense coverage. The policy provided it, when the
insured needed it “to continue as nearly as practicable
the normal operation of [its] business following loss

. [caused] by the perils insured against herein” to
property described elsewhere in the insurance policy.
Alas, neither the Taiwanese factories nor their electric
power supplier were listed on the schedule of other
property in the policy. However, the “Contingent
Time Element” provision of the policy did extend
business interruption coverage to include Pentair
losses resulting from “damage” to “property of a
supplier of goods and/or services to the Insured”
caused by covered peril, where covered perils
inciuded earthquakes.

The district court denied coverage for two
separate reasons. First, the electric substation in
Taiwan was not a Pentair supplier. Consequently,
although it sustained earthquake damage, it did not
fit within the requirements of the policy. Second, the
earthquake caused a power outage which stopped
production at the Pentair suppliers, but that did not
cause direct physical loss or damage to the supplicrs.
Consequently, there was no coverage. Since there was
no C-BI coverage, there was no coverage for extra
expense. They simply did not fall within the coverage
provided by the “Contingent Time Element” section
of the policy.

Pentair argued, before the appellate court, that
“its Taiwanese suppliers’ inability to function after the
loss of power constituted direct physical loss or

74,400 F.3d 613 (8 Cir, 2005). The citation for the opinion below is 2003 W1 21804874 (D. Minn. 2003).
75.400 F.3d at 614 n. 3. See The Taiwan Barthquakes (Ji-]) of September 1999. ( nise berkeley. edi/Taiwan). The initial stand for

National Information Service for Earthquake Engineering.
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damage.”76 The majority of the 8th circuit rejected
this suggestion, Functional impairment of a factory,
just by itself, without some physical impact, simply
could not constitute physical loss or damage to
property.”’

Interestingly, the policy did provide that if an off
premises substation sustained physical damage and
could not provide power to an insured, then there
would be coverage. However, under the policy, the
power must be provided under normal circumstances
directly to the insured. The fact that the utility
provided power to a supplier of the insured, does not
create coverage.

One judge, Judge Gibson, dissented. He
remarked that he was persuaded by “Pentair’s
argument that the Taiwanese factory suppliers
sustained direct physical loss when power outages
rendered them unable to perform their intended
function of manufacturing products for Pentair.” Id. at
618. (Several cases cited.) Itis difficult to see why the
factory’s incapability of performance constitutes
physical injury. At the same time, one wonders if
deprivation of power could not have been proved to
inflict some sort of physical injury on the Chinese
factories and thereby have helped Pentair make its
case. Then again, presumably these physical damages
would have to be shown-—somehow—to be in the
causal chain which resulted in nan-production.

IX. A World Trade Center Case

As everyone is aware, the attack on the World
Trade Center has given rise to substantal insurance
litigation.”® Billions have been and are at stake. In
one recent case involving business interruption
coverage, over $66 million was at stake, and the key
issue in deciding summary judgment in favor of the
insurers was whether the hotel chain around the
country has presented satisfactory accounting and
economic testimony to prove its losses following 9/

76.1d. at 616,
771d. at 617.

11.77 The wrial court disqualified the hotel chain’s
expert and then granted the insurers’ motions for
summary judgment for lack of evidence. Extra
expenses were not at stake. It is unclear, however, if
and/or how the decision would have changed. Keep
that question in mind.

In any case, there is a well-known dispute,
however, that pertains to extra expenses, in part. This
case is Zurich American Insuvance Co. v. ABM
Industries.®° This district court decision was reversed
in relevant part on appeal to the Second Circuit. We
have already discussed the extra expense provision in
the applicable policy in §IVB. Here we will discuss the
district court decision first and then the reasoning of
the Second Circuit panel.

A. District Court Extra Expense Decision

ABM provided janitorial, lighting, building-
engineering, and related services to most of the World
Trade Center. Zurich was ABM's insurer. ABM had
offices in the complex; it had access to ail spaces and
fixed equipment used in the janitorial process; and
had the exclusive use of the freight elevators after
hours. The Zurich-ABM policy contained a business
interruption component and covered “loss resulting
directly from the necessary interruption of [ABM’s]
business caused by direct physical loss or damage . . .
to insured property at an insured location[.]” This
section of the policy defined the phrase “insured
property” to include the “interest of [ABM] in all real
and person property including but not limited to
property owned, controlled, used, leased or intended
for use by [ABM.]” The policy also provided coverage
for extra expenses incurred by ABM as the result of
“loss, damage, or destruction . . . to [ABM’s] real
personal property.” Apparently the coverage
encompassed losses related in various ways to off-
premises utility facilities and power stations, certain
properties not operated by ABM, impounded water

78.World Trade Cir. Props., LLC. v. Hariford Fire Ins. Co., 345 F.3d 154 (2d Cir. 2003), Globecon Group, LLC v. Hartford Fire Ins.
Co., 434 F.3d 165 (2d CirJan. 6, 2006) (Calabrisi, J., formerly a professor at Yale Law School), and quite a number of other cases.

See the next note, for an even more recent example,

79.Wyndbam Int'l, ic. v. ACE Am. Ins. Co., No. 05-04-01443-CV, 2006 WL 573739 (Tex. App.—Dallas, Mar. 10, 2006, no pet. hist.).
80.265 F. Supp. 2d 302 (8.D.N.Y. 2003}, aff'd in part, vacated in pari, ver'd in part, 3597 F.5d 158 (2‘i Cir. 2005). Of course there
have been an assortment of WTC insurance cases, several of which have involved BI claims. Insureds have lost somebig ones. Unit-
ed Air Lines, Inc. v. Ins. Co. of State of Pa., 439 F.3d 128 (2d Cir. 2006).
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under certain circumstances, so-called “leader
property,” i.e., property and businesses not owned by
the insured that generate revenue for the insured
business interruption caused by several military
authorities, and coverage for “Ingress/Iigress.”

It is necessary to discuss business interruption
coverage in this case, in order to understand the
court’s treatment of extra expenses. That should
come as no surprise this deep into our paper.

Business Interruption. The district court found
that there was no business interruption coverage
resulting from the destruction of any part of the World
Trade Center other than the spaces occupied by ABM
itseff. 'The court said that none of the other property
was insured property with respect to ABM. ABM had
argued that the phrase “insured property” in the
policy extended to any interest ABM had in any real
or personal property on the premises. Its interests
were not alleged to be property interests, apparently,
as that idea is usually understood. Instead, it included
all property used or intended for use by the insured.
ABM argued that since it cleaned all of the public areas
in the building and 97% of the private areas, it used
that property when it cleaned it.

The district court rejected this argument. It did so
for several reasons.

First, it observed that a person uses property only
if he uses it as a means to something else. Thus, if one
is cleaning a floor, one is using the mop but not the
floor. The court also provided a second argument.
Even if ABM's view about the meaning of use were
correct, this sense of use would not provide ABM with
“any legally cognizable ‘interest’ in the propertyi,]”
i.e., no insurable property interest.

Second not only did the district court reject ABM’s
argument based upon use as far-fetched, it rejected
another argument as even more so. The functional
definition of the word “interest” in the policy includes
condrel, Thus, an insured has an interest in property
if it controls the property. ABM argued that it did
indeed control the property, but Judge Rakoff—the
district judge---disagreed. Here is what he said:

To “control” is “to exercise restraining or

T g s
L
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directing influence over” or “to have power
over.” While no one questions the
importance of janitorial services in modern
urban society, the notion that by providing
such services to 4 building’s owner or tenants
the janitor thereby “controls” the building is
the functional equivalent of saying that the
ground crew “controls” Yankee Stadium. This

umpire is not persuztded.81

As with all of the arguments Judge Rakoff rejects—the
Argument from Use, the Argument from Control, and
the Argument from Operating (to be considered
presently)—Judge Rakoff relies upon the dictionary.

Third, there was language in the policy that
suggests that ABM had coverage for property it
operated. The issue then was whether ABM operated
the property it cleaned. Based on a consultation with
the dictionary, the closest meaning of the word
“operate” appears to have to do with management,
and that is something—said the court—ABM did not
do for the spaces it cleaned.

Extra Expensses. Similarly, the district court
found that ABM could not recover something in
excess of $25 million in extra expenses. These pertain
o increased employee costs as a result of union
agreements, increased in-state unemployment obliga-
tions incurred by the termination of employees
caused by 9/11, termination costs resulting from
union contracts, various wage expenses, and claim
reparation fees.

One of the reasons ABM could not recover extra
expenses was because the policy provided for extra
expenses resulting from the destruction of property
owned, controlled, used, leased, or intended for use
by ABM. Roughly speaking, the district court
appeared to embrace the same arguments it gave in
connection with rejecting business interruption
coverage. (Remember we suggested that in order to
understand the court’s treatment of extra expenses,
it would be necessary to discuss its discussion of
husiness interruption.)

TFairly clearly, ABM had some potential coverage

81 Judge Rakoff also observes that ABM's sense of “control” would not be sufficient to create a legally cognizable property interest
in the property and hence would not be sufticient to create an insurable interest. Judge Rakoff conjoins to the Argument from Op-
eration, the Argument from No Insurable Interest, which he suggests, although he does not spell out, for support, in each of his

three discussions.
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based upon physical damage to “Leader Property” or
“Attraction Property,” as we have called it to avoid
unclarity. This type of property is defined as property
ABM does not own, or have an interest in, and does
not actually use, but which generates business for it.
Thus, if an insured had a souvenir stand next to a very
popular restaurant, the destruction of the restaurant
might negatively affect the business of the souvenir
shop. ABM, apparently, suggested that the World
Trade Center constituted a very attractive leader
property with respect to its covered losses.

The district judge rejected this argument, and
characterized it as an attempt to “shoe-horn”
coverage into an unnatural category. According to the
court:

It is plain that neither the World Trade Center
nor its constituent parts is ‘leader property’ in
the ‘vicinity’ of ABM which ‘attracts business’
to ABM, but rather is itself the site and source
of the ABM business here at issue. This is not
a case, for example, where a related business
located near 4 ball park might suffer a loss if
the ball park were destroyed.

Obviously, the World Trade Center was leader
property with respect to some nearby shops, say,
souvenir shops. One wonders if it was leader property
with respect to businesses housed within the
complex. Similarly, ABM sought coverage on the basis
of destruction to off-premises utility lines. This
argument failed because of a requirement of
causation. The insured-losses must be caused by the
failure of utility lines. Here, that can’t possibly be true.
The utility lines failed, but that to which power was
supplied was also gone.

By the way, at least some of the extra expenses are
a little confusing, at least. One of them, for $12.6
million arose from an agreement with a union about
how to hire needed employees. This one may be
reasonable. Another involved the payment of state

unemployment obligations as the result of termina-
tion. The amount exceeded $7.6 million. Is this an
extra expense? A third had to do with a severance
package resulting from a union contract. The amount
was #1.3+ million. And there was $100,000 in claims
preparations expenses.

B. Our Previous Critiquc82

Insofar as extra expense coverage is concerned,
the only really interesting component of the court’s
reasoning has to do with the ideas of use and control.
"To be sure, the insured’s arguments were unusual and
somewhat awkward. Then again, the destruction of
the World Trade Center was a very unusual situation,

It seems to us that there is a sense in which ABM
used the property it cleaned. ABM was a profit-
making entity. Its economic mission was to make
money for its owners. (Of course, this basic idea is
central to capitalism and corporate law.®?) It used the
property it cleaned in the service of its business goal,
profit maximization. While this is not the way non-
business people normally talk, it makes perfect sense,
and it is not only coherent but economically and
financially sophisticated. Indeed, business people,
financial intellectuals, business journalists and
corporate lawyers say this sort of thing all the time.

Furthermore, it seems to us that at various times
the ABM crews probably did control the property they
were cleaning. Judge Rakoff seems to us to be dead
wrong when he ridicules ABM’s arguments by
comparing it to the ground crew controlling a baseball
park and then scorning the idea that a ground crew
ever controls a ballpark. In fact, the ground crew does
control the baseball park, at some times. Anyone who
has ever been to a baseball park when it rains knows
that the ground crew is in control when it rolls out the
covering. No doubt it is also in control when it cuts
the grass, draws the baselines, turns off the lights, and
so forth.

This kind of abstract, economics oriented,

82. We published a critique of the district court’s decision on extra expenses several years ago, before the Second Circuit reversed
the district court. Michael Sean Quinn & Pamella A. Hopper, Extra Expenses and Business Interruption Coverages, 26 INs. LITIG.

RPTR. 97 (Feb. 2004).

83 Henry T. C. Hu, New Financial Products, The Modern Process of Financial Innovation, and the Puzzle of Sharebolder Wealth,
69 Tx. L. REV. 1273 (1991). (“The most basic principle of corporate law is that a corporation is to be primarily run for the pecuniary
henefit of its shareholders.” Id. at 1228 See John C. Coftee, What Caused Envon? A Capsule Social and Economic History of the

1990s, 89 CORNELL L. REv. 269 (2004).
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