Now What Do We Do?

Time Element Claims Following a Megaloss

egalosses—whether
due to natural disas-
ters, terrorism, or
garden variety
human failures—
have wider repercussions than typical
first-party property insurance losses.
They are more than mere catastro-
phes. They are losses where the
impact is felt over an unusually wide
geographic area or where the infra-
structure for a significant region or
metropolitan area is seriously dam-
aged. Examples of megalosses would
include the September 11, 2001, ter-
rorist attacks, the Christmas 2004
tsunami in the Indian Ocean, and
Hurricane Andrew in Southern
Florida in 1992. Other catastrophic
losses, while serious and often very
expensive for both insurers and poli-
cyholders, do not have the character-
istics of a megaloss. Examples of the
latter would be the Florida and Gulf
Coast hurricanes of 2004, the south-
ern California fires of 2003, and the
Oakland Hills fire of 1991. In simple
terms, for the purpose of time ele-
ment losses, a megaloss is one that
changes the basic daily terms for
doing business for some significant
period of time because (1) business
cannot be done, (2) customers or
markets have disappeared, or (3) new
customers and markets have
appeared that cannot be catered to
because of the damage sustained.
This article explores some of
the aspects of business interruption
coverage for megalosses.' It focuses
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on period of restoration issues and
issues relating to whether a com-
plete suspension of operations is a
condition precedent to coverage.
(Equally important, but not dis-
cussed here, are ingress and egress
issues and the actions of civil
authorities.) Some of the questions
this article hopes to answer are: (1)
Is a complete suspension of opera-
tions required to trigger payment
under a time element coverage? (2)
What is the period of restoration?
and (3) Should changes in business
conditions created by the occur-
rence of a megaloss be taken into
account in measuring the period of
restoration, and if so, how?

Suspension of Operations
The current Insurance Services
Office (ISO) Business Interruption
and Extra Expense form applies to
losses sustained by the insured “due
to the necessary ‘suspension’ of
your ‘operations’ during the ‘period
of restoration.”” “Suspension” is
defined as “a. The slowdown or
cessation of your business activi-
ties; or b. That a part or all of the
described premises is rendered
untenantable, if coverage for
Business Income including ‘Rental
Value’ or ‘Rental Value’ applies.”

This language is part of a fairly
recent revision to the ISO form.
Many other forms are also in use,
including forms that require cessa-
tion, not simply slowdown, of the
insured’s business. Most of the
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forms used in the past required ces-
sation or have been interpreted to
require cessation. Thus, to the
extent that the current ISO policy
language is used in future policies,
much of the total suspension/cessa-
tion jurisprudence is likely to be
inapplicable. For example, the pol-
icy language in one of the more
significant modern total suspen-
sion decisions, Home Indemnity Co.
v. Hyplains Beef, L.C.,* provided:
“We will pay for the actual loss of
Business Income you sustain due to
the necessary suspension of your
‘operations’ during the ‘period of
restoration.”” The Hyplains policy
defined “operations” broadly: “Your
business activities occurring at the
described premises.”

Following traditional policy
language. In most circumstances,
courts have interpreted policy lan-
guage requiring suspension of oper-
ations to necessitate a total
cessation of business operations at
the insured premises, not just a
slowdown or partial suspension of
those operations. One of the lead-
ing cases espousing this view is
National Children’s Expositions
Corp. v. Anchor Insurance Co.” In
that case, the insured operated a
children’s exposition in New York.
Due to a severe storm, attendance
at the exposition was significantly
lower than anticipated. Anchor
had issued a use and occupancy
policy that provided that in the
event of such “contingencies aris-
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ing to prevent the holding of or
continuance of the exposition, [the
insurer| shall indemnify the assured
for their actual expenses, monies
advanced, obligations assumed and
expected profits.”

The Second Circuit Court of
Appeals held there could be no
recovery “in the absence of some
interruption of this use and occu-
pancy.”™ Because the exposition
never closed, but simply operated
with reduced attendance, the court
concluded there was no coverage.

A California court reached the
same conclusion in different factual
circumstances in Pacific Coast
Engineering Co. v. St. Paul Fire &
Marine Insurance Co. " Pacific Coast
Engineering constructed a steel
barge at its facility. Less than one
hour before the barge was to be
delivered to the buyer, it was dam-
aged by an explosion and fire.
Pacific Coast elected to have the
repairs performed elsewhere, largely
because it was less expensive and
Pacific had enough other work.
Pacific sought to recover under St.
Paul’s business interruption cover-
age for penalties it paid to the barge
owner on account of the delay in
delivery, overtime expenses to expe-
dite the postloss delivery of the
barge, and the cost of the tug that
had been chartered to tow the barge
on the original delivery (and loss)
date. The court held there was no
coverage, explaining:

[T]t is our opinion that the busi-

ness interruption insurance
issued herein provides coverage
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only for losses resulting directly
from interruption of the busi-
ness, i.e., operation of the
Plant, and not merely from
interruption of the work being
done on the construction of a
particular product at the time
of the occurrence of a peril
insured against."!

In the context of a volcanic
eruption that caused significant
local disruption, but that was not a
megaloss in a national sense, the
Washington Court of Appeal held
that a motel near Mount St. Helens
that did not close following the
1980 eruption there did not have a
compensable business interruption
loss for the reduction in its business
following the eruption.'

A trio of more recent decisions
have all concluded that disruption
of business without a complete sus-
pension is not covered under tradi-
tional business interruption policy
provisions. The first of these cases is
Hyplains Beef."* Hyplains operated a
slaughterhouse in Dodge City,
Kansas. As part of a renovation of
its slaughterhouse, Hyplains
installed a “fabrication floor” to fur-
ther process carcasses into various
cuts of beef. In connection with
that installation, Hyplains bought a
computer system that was intended
to collect data relating to inventory.
Hyplains’s computer vendor was to
complete the computer system by
August 17, 1993. The system did
not work on that date, nor was it
operational until sometime after
October 29, 1993. Despite the inop-
erable computer system, Hyplains
began to use the new fabrication
floor on August 17, as scheduled.
According to the court, “[Hyplains]
continued to operate to the best of
its ability, and continued fabrica-
tion operations, despite the failure
of the computer system to retain its
electronic data.”™*
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The court concluded Hyplains’s
loss of efficiency was not compen-
sable as a business interruption
loss. After quoting the policy lan-
guage requiring a “necessary sus-
pension” of operations, the court
looked to the dictionary definition
of suspension:

Webster’s Third New Interna-

tional Dictionary defines “sus-

pension” as “the act of suspend-

ing or the state or period of being

suspended, interrupted or abro-

gated.” “Suspended” is defined as

“temporarily debarred, inactive,

inoperative.” These definitions

comport with what appears to be
the common understanding of

the term “suspension,” that is,

that it connotes a temporary, but

complete, cessation of activity.

Thus, if one were to apply the

plain, ordinary meaning to the

use of the phrase “necessary sus-

pension” within the policy, in

order for a claim to fall within

the coverage provision it would

require that any direct physical

loss of or damage to property

result in the cessation of

Hyplains’ operations. Further, in

looking at the policy as a whole,

the court does not find any other

provisions that would indicate

that the use of the phrase “neces-

sary suspension” in the coverage

provision should be given any-
thing other than its common,
ordinary meaning.”

The second more recent case is
Quality Oilfield Products, Inc. v.
Michigan Mutual Insurance Co.'
Quality’s offices were burglarized.
The thieves took engineering
drawings, computer data media,
and design information that
Quality used to process orders.
Quality never ceased operations,
but its activities were hindered sig-
nificantly by the loss of the draw-
ings, data, and design information.
The policy Michigan Mutual
issued to Quality provided business
interruption coverage for “loss
resulting directly from the neces-



sary interruption of business caused
by damage to or destruction of real
or personal property.”'” The Court
of Appeals of Texas held that
“interruption of business” was
unambiguous and required cessa-
tion or suspension of business oper-
ations. Accordingly, it concluded
that Quality could not recover
under the business interruption
portion of the policy."

The third case is Buxbaum v.
Aetna Life & Casualty Co."” Aetna
insured a law firm, and a covered
water damage loss occurred in one
of the firm’s offices. The attorneys
employed in that office continued
to bill time for the day the damage
was discovered, as well as on subse-
quent days, albeit not at the more
industrious and productive level
they claimed they would have
achieved had their offices not been
damaged. The policy provided that
Aetna would pay for the actual loss
of business income sustained by
the insured “due to the necessary
suspension of [its] ‘operations’ dur-
ing the ‘period of restoration.’”
The court, citing Hyplains, Quality
Oilfield, Keetch v. Mutual of
Enumclaw Insurance Co., Howard
Stores Corp. v. Foremost Insurance
Co.,* National Children’s
Exposition, and Pacific Coast
Engineering, among other cases,
held that there was no covered
business interruption loss because
the insured had never ceased oper-
ations at the loss location.

The suspension can be short.
The one case most commonly cited
by policyholders for the proposition
that cessation of operations is not
required actually involved a brief sus-
pension of operations followed by a
more lengthy partial suspension—or
at least inefficient continuation—of
those operations. In American
Medical Imaging Group v. St. Paul Fire
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& Marine Insurance Co. ,* the
insured’s headquarters where it con-
ducted its back office activities suf-
fered smoke and water damage. The
loss happened early in the morning.
By 1:00 p.m. the same day, the
insured had secured an alternate site
and had relocated there. The major
issue before the court involved
whether the insured could recover for
its postrelocation losses. The Third
Circuit Court of Appeals held the
insured could recover. It concluded
that if the policy did not permit
recovery for the postresumption
period of inefficiency or partial sus-
pension, the insured would have no
motivation to mitigate its losses by
resuming operations.”

American Medical Imaging can be
distinguished because the policy did
not use the traditional suspension
language. Instead, it provided that
“[wle’ll pay your actual loss of earn-
ings as well as extra expenses that
result from the necessary or potential
suspension of your operation during
the period of restoration caused by
direct physical loss or damage to
property at a covered location.”

American Medical Imaging can
also be explained on procedural
grounds. The Third Circuit was
reviewing a summary judgment
entered in St. Paul’s favor on
grounds not asserted by St. Paul.” It
thus appears the court may have
been deciding an issue not in dis-
pute between the parties that arose
only because of the district court’s
decision to grant summary judg-
ment on grounds not asserted by
the moving party.

The suspension requirement
also is relevant to decisions involv-
ing acts of civil authorities, a subject
beyond the scope of this article.
[llustrative of the suspension
requirement are two cases involving
hotels that claimed civil authority

losses following the September 11
attacks. In both instances, the courts
found no barring of access.” In both
instances there was a slowdown but
no suspension of operations.”

The implications for mega-
losses. Any future megaloss is likely
to lead to many partial suspension
claims created by the difficulty of
conducting daily operations after
the loss. To the extent that the poli-
cies in force use language similar or
identical to the new ISO language,
there are likely to be significant
issues as policyholders, insurers, and
the courts struggle with distinguish-
ing partial suspension caused by a
megaloss from the consequences of
poor business conditions unrelated
to the megaloss. Unfortunately, the
cases to date offer little assistance
and factual issues may predominate.

Unlike a complete suspension,
which is generally easy to identify—
either the business is in operation at
a location or it is not—identifying a
partial suspension is more difficult.”
The 2002 ISO form defines suspen-
sion as “the slowdown or cessation
of your business activities.” Because
the partial suspension must still
result from covered damage to the
insured property, causation issues
will be paramount, particularly with
businesses that were not thriving
before the casualty.

The Period of Restoration
The 2002 ISO Business Income

form provides:

“Period of Restoration” means

the period of time that:

a. Begins:
(1) 72 hours after the time of
direct physical loss or damage
for Business Income cover-
age; or
(2) Immediately after the
time of direct physical loss
or damage for Extra Expense
coverage;
caused by or resulting from
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any Covered Cause of Loss at
the described premises; and
b. Ends on the earlier of:
(1) The date when the prop-
erty at the described premises
should be repaired, rebuilt or
replaced with reasonable
speed and similar quality; or
(2) The date when business
is resumed at a new perma-
nent location.
“Period of restoration” does not
include any increased period
required due to the enforcement
of any ordinance or law that:
(1) Regulates the construc-
tion, use or repair, or requires
the tearing down of any
property; or
(2) Requires any insured or
others to test for, monitor,
clean up, remove, contain,
treat, detoxify or neutralize, or
in any way respond to, or assess
the effects of “pollutants.”
The expiration date of this pol-
icy will not cut short the “period
of restoration.”

The period of restoration is a
theoretical period, measuring the
time it would have taken, with rea-
sonable effort, for the insured to
resume operations.” Issues likely to
arise following a megaloss include:
business income losses that con-
tinue beyond the end of the period
of restoration; defining the end of
the period of restoration when lit-
eral restoration is impossible; and
the effect of external factors, such as
the insurer’s claims handling and
the actions of landlords and tenants.

Measuring the period of restora-
tion in unusual circumstances. One
of the characteristics of a megaloss is
that restoration of a business exactly
as it was before the event may be
impossible. A limited number of
cases, including some arising out of
September 11, have addressed these
issues. The cases have involved a
plethora of topics, including loss of
customers, multitenant leased proper-

ties, insurer-caused financial problems,
landlord-tenant issues, and mainte-
nance issues. Each is discussed below.

Zurich American Insurance Co. v.
ABM Industries, Inc.*® involved the
long-term loss of a customer base.
ABM, a major janitorial contractor,
occupied office space in the World
Trade Center and also performed
janitorial services for most of the
complex. The September 11 attacks
not only destroyed ABM’s offices
but also eliminated its World Trade
Center customer base for the fore-
seeable future. ABM sought to
recover both for the losses associ-
ated with the office space it occu-
pied and for the losses it sustained
because the premises of its former
customers were no longer available
to be served.

The court denied ABM any
recovery for business interruption
losses associated with any property
other than that occupied by ABM
and the personal property it lost in
the attacks. The court held that
ABM'’s insured property, on which
it could base a claim, was limited
to the property it occupied and/or
owned and did not include its cus-
tomers’ premises.’!

Duane Reade, Inc. v. St. Paul
Fire & Marine Insurance Co.”
involved another insured tenant of
the World Trade Center whose rev-
enue stream was dependent upon
other occupants there. The insured
operated a drugstore in the retail
concourse. It claimed that the
period of restoration was the same
as the time necessary to rebuild the
complex that will replace the World
Trade Center. The court disagreed,
holding that the period of restora-
tion was measured by the time it
would hypothetically take to
rebuild or replace the specific store,
not the entire complex that once
surrounded it. The court also held
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that the insured property was the
specific premises at the World Trade
Center, not Duane Reade’s business
in general. Thus it rejected the
insurer’s attempt to measure the
period of restoration by when the
insured’s overall business returned
to pre-September 11 levels.” The
court then permitted calculation of
the actual period of restoration to
be decided by appraisal.**

In contrast is the 2004 decision
of the U.S. District Court for the
District of Massachusetts in RLI
Insurance Co. v. Wood Recycling,
Inc.” In this case, the insured oper-
ated a waste management and
recycling operation. A fire in a
debris pile led to a nine-day shut-
down of the facility. The facility
was scheduled as an insured prop-
erty, but no damage occurred to
any insured property because the
debris pile itself was not insured.
The court concluded that because
the value of the insured’s business
lay in the activity of collecting and
recycling waste, not the waste
itself, there was insurance coverage
when the business activity itself
was interrupted.” The court’s deci-
sion ignores the fundamental
nature of business interruption
coverage, which is that it is an
adjunct to property insurance and
normally provides coverage only
for interruptions caused by damage
to insured property.

Like most office buildings, the
World Trade Center had multiple
tenants, each of which occupied
only a small portion of the overall
complex. Streamline Capital was
one of those companies. Streamline
attempted to recover for the maxi-
mum possible period of restoration
under a policy issued by Hartford
Casualty Insurance Co., arguing that
the period of restoration must be
measured by the time it would take



to rebuild the World Trade Center
towers. In Streamline Capital LLC v.
Hartford Casualty Insurance Co.,” the
court disagreed. It held that because
the insured property was only the
insured’s personal property, the
period of restoration was measured
by the time necessary to restore the
insured’s operations, namely, its per-
sonal property, “not a specific office
at a specific location.”®

Policyholders frequently com-
plain that the insurer’s claims han-
dling conduct has put them in
postloss financial difficulty that
should result in an extension of the
contractual period of restoration.
This claim has met with mixed suc-
cess in the courts, related in part to
the particular jurisdiction’s law
regarding bad faith. In Streamline
Capital, the court denied the policy-
holder’s motion for summary judg-
ment on this issue, holding that
factual issues were present that pre-
cluded summary judgment.”

One of the earlier cases to take
claims handling into account was
Omaha Paper Stock Co. v. Harbor
Insurance Co.* In this case, in cal-
culating the period of restoration,
the district court took into account
delays caused by the manner in
which Harbor and its independent
adjuster handled the claim. The
court, in a very factually focused
opinion, explained:

The requirement of due dili-

gence on the part of the insured

must be juxtaposed with the
actions of the insurer. Harbor,
through its adjusters at GAB
essentially took over the deci-
sion of whether to repair or
replace the belts. However, the
assumption of responsibility by
the insurer to make the actual
decision did not eliminate the
duty of the insured to perform
functions that are peculiarly
within its province. The

insured cannot consciously

ignore an apparent mistake
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made by the insurer in this type
of claim adjustment. Nor can
an insured fail to inquire when
an inquiry is dictated by good
business practice.*

In Hampton Foods, Inc. v. Aetna
Casualty & Surety Co.,* the Eighth
Circuit Court of Appeals agreed
with the district court in Omaha
Paper and held that while a theoreti-
cal period of restoration should be
used, there also should be a “reason-
able extension of that period where
restoration delay was due to actions
of the insurance company.”

Even the cases that refuse to
extend the period of restoration
based on the conduct of the insur-
ers tend to be very factually driven.
For example, in Jonari Management
Corp. v. St. Paul Fire & Marine
Insurance Co.,* the court rejected
the insured’s attempt to extend the
period of restoration, stating that
the facts and jury verdict demon-
strated that the insurer was reason-
able in resisting the insured’s
demands under the policy.

Bard’s Apparel Manufacturing,
Inc. v. Bituminous Fire & Marine
Insurance Co.* involved an insured
that was operating in bankruptcy
at the time of the loss. The
insured’s poor financial condition
extended the time required to
resume operations. The Sixth
Circuit Court of Appeals held that
the jury should not have been
allowed to take into consideration
any delays resulting from the
insured’s financial condition.*

Businesses that operate in leased
space and that wish to remain there
after a loss often have little control
over the pace of repairs to the real
property. The Court of Appeals of
Arizona, in Eureka-Security Fire &
Marine Insurance Co. v. Simon,* con-
cluded that landlord-induced delays

should be taken into account in cal-

culating the period of restoration.

Furthermore, losses by a land-
lord-insured occasioned by a ten-
ant’s cancellation of a lease as a
result of an insured loss were held
not covered in Landes v. State Farm
Fire & Casualty Co.*

Insured property often is subject
to wear and tear and needs periodic
maintenance and upkeep. The issue
that faced the court in American
Guarantee & Liability Insurance Co.
v. Southern Minnesota Beet Sugar
Cooperative® was whether the
period of restoration should take
into account the fact that the
insured machinery needed to be
cleaned at the time of the fire. The
court rejected the insured’s argu-
ment that the time needed for
cleaning should be added to the
period of restoration. It concluded
that because the contract defined
the period of restoration as ending
when the property should be
“repaired, rebuilt or replaced with
due diligence and similar quality,”
the similar quality provision pre-
cluded the insured from adding the
time for cleaning that would have
been necessary in any event to the
period of restoration.*

Losses incurred after the end
of the period of restoration. A
series of cases have discussed
whether coverage is provided for
losses incurred by the insured after
the period of restoration, other
than losses covered by any
extended period of indemnity,
other “ramp up” provision, or the
like. No consistent pattern emerges
from the decisions.

In Pennbar Corp. v. Insurance
Co. of North America,” the court
refused to allow the insured to
recover for lost sales that occurred
long after production at the two
loss locations had resumed.
Pennbar, formerly Remington, was
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a typewriter manufacturer. All its
typewriters were manufactured by
two European subsidiaries, one in
Italy. In November 1980 and again
in January 1981, the insured prop-
erty of the Italian subsidiary was
damaged by earthquakes, a covered
peril. Production at the Italian
plant stopped for a few days after
the first earthquake and for about
five weeks after the second earth-
quake. By February 17, 1981, the
Italian subsidiary was back in
operation. Shortly afterwards,
Remington and both European
subsidiaries went bankrupt. The
Italian subsidiary ceased operations
as a result of its bankruptcy.
Remington did not lose any sales
during the time its Italian plant
was closed due to the earthquakes.
It claimed, however, that at some
time between May 1981 and June
1982 it did lose sales equivalent to
the lost production from that
plant. During that later period,
Remington claimed its inventory
was so depleted that it could not
meet its ordinary sales obligations.

The Third Circuit concluded
that those losses were not covered.
Relying on the resumption of oper-
ations clause, which is a condition
of coverage, it held that the selling
off of inventory before an interrup-
tion was not appropriate because
the resumption of operations
clause required that existing inven-
tory be used to reduce the loss.”
The court was concerned that if
the insured were permitted to
deplete its inventory and then
claim a loss, it would create an
open-ended and speculative busi-
ness interruption coverage in
which the loss could be pushed to
a point long after the end of the
period of restoration.”

A different result was reached
by the Fourth Circuit Court of

Appeals in a very fact-driven opin-
ion, High Country Arts & Craft
Guild v. Hartford Fire Insurance
Co.** In that case, the insured’s
business was the promotion and
sponsorship of arts and crafts
shows. A fire destroyed the
insured’s office, including its com-
puter database containing fund-
raising and donor information.
The insured reopened its office
about a month after the loss, but it
struggled due to the lack of the
database and a reduced volume of
donations.” According to the
court’s opinion, the independent
adjuster hired by the insurer told
the insured that it had to put on
scheduled shows in order to miti-
gate its business interruption losses,
despite the fact that the insured
did not feel it was capable of pro-
moting those shows. The shows
were held after the insured had
resumed operations and the
insured sustained substantial losses
on them. It then sought to recover
for all losses sustained during the
12 months after the fire, not just
during the period of suspension.

The Fourth Circuit allowed the
insured to recover for the postpe-
riod of suspension losses, up to the
12-month limitation. It held that
as long as the loss is causally
related to the period of suspension,
it is covered, provided that it

occurs within 12 months:
[Hartford] still is responsible to
pay High Country in accordance
with the written promises con-
tained in the policy and those
promises include a promise to
pay for the actual loss of business
income that occurs “within 12
consecutive months after the
date of direct physical loss or
damage” which is “due to neces-
sary suspension of your ‘opera-
tions’ during the ‘period of
restoration.”” In other words,
Hartford is responsible for losses
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caused by the close of High
Country’s business during the
60-day period, whether or not
those losses showed up during
the 60-day period, so long as
they occurred within 12
months.”

The opposite result was reached
in Rogers v. American Insurance Co.”
The insured operated a bowling
alley. The bowling alley was closed
for several months because of a fire.
That closure coincided with the
time of the year when annual con-
tracts with bowling leagues were
negotiated. As a result, the insured
lost an entire year of bowling league
business, which it claimed under the
policy. The policy provided for cov-
erage “for only such length of time
as would be required with the exer-
cise of due diligence and dispatch to
rebuild, repair or replace.”® The
court held the losses from the
postrestoration lack of bowling
league business were not recoverable
under this provision. It also held
that the exclusion for losses occa-
sioned by the suspension, lapse, or
cancellation of any contract
applied.”

Two unpublished decisions reach
differing results. In one, a federal
court applying Kansas law found
that policy language promising to
pay for “‘Actual Loss’ and ‘Extra
Expense’ during the ‘period of
restoration’” was ambiguous because
it was unclear whether “during the
‘period of restoration’” applied to
both “actual loss” and “extra
expense” or only to “extra
expense.”®

In the second, the court con-
cluded that the period of restora-
tion ended not when the damaged
components were repaired or
replaced, but when the operations
at the loss location were restored
to normal.® In doing so, it rejected



the insured meat packer’s argument
that the period of restoration con-
tinued until the entire lost produc-
tion had been made up.

Resuming operations elsewhere.
Streamline Capital, although arising
in the unique context of September
11, 2001, is but one of a number of
cases addressing the impact of the
insured’s postloss relocation. For
example, in American States
Insurance Co. v. Creative Walking,
Inc.® the insured relocated to a tem-
porary facility, then decided to stay
at the temporary facility because the
loss location was no longer desirable.
The court held that the period of
restoration ended when operations
resumed at the new temporary, not
yet permanent, facility. It explained:
“If the insured is able to continue its
business operations at a temporary
facility, it has not suffered a ‘neces-
sary suspension’ of its operations.”®

The Sixth Circuit reached the
opposite result in Beautytuft, Inc.
v. Factory Insurance Associates.* In
that case, the insured relocated its
operations to a new location after
the loss. The insurer contended
that the period of restoration
ended when the insured reached
full production at its new location
whereas the insured contended
that it continued to suffer losses.
The Sixth Circuit held that the
theoretical period of restoration
applied regardless of the earlier
resumption of operations by the

insured at a different location:
We agree with [the district
judge] that this contract pro-
vides a theoretical as opposed to
an actual replacement time as
the basic time standard for com-
putation of business interruption
loss. . . . Although a substitute
plan of potentially equivalent
capacity was promptly obtained,
appellees’ actual losses as shown
by the proofs continued beyond
that date; and appellees were

consent of the American Bar Association.

entitled to reimbursement for
such losses for the term of the
theoretical replacement period
as provided by the contract.”

The policy in Beautytuft did
contain provisions obligating the
insured to resume operations. The
jury had been instructed on those
provisions, and the Sixth Circuit
assumed that the jury, in calculat-
ing its award, had taken into
account any reduction of the loss
resulting from the resumption of
operations at the new location. It
did not, however, bar the insured
from recovering for losses sustained
simply because they occurred after
operations resumed.

Postloss sale of the insured busi-
ness. Several recent cases have
addressed the impact of a postsale
loss of the insured business. B A
Properties, Inc. v. Aetna Casualty &
Surety Co.% arose out of hurricane
damage to a hotel in the Virgin
Islands. After the hurricane, the
insured sold the hotel but sought to
recover losses beyond the date of sale.
The insurers contended that the sale
cut off B A’s business interruption

losses. The court disagreed, stating:
The term “actual loss sustained”
does not mean that an actual
loss must be experienced. . . .
The policy clearly states that
the actual loss can be deter-
mined with “due consideration
given to the experience of the
business before the date of dam-
age or destruction and to the
probable experience thereafter
had no loss occurred.” Thus, the
“actual loss sustained” limitation
means only that an actual loss
must be predictable from past
business experience. The further
restriction that only those
expenses that continue during
the business interruption are
covered means that the Policy
covers only expenses that the
insured would have been able to
pay had it continued in opera-
tion. To construe this restriction

as requiring that B A Properties
continue to own the Hotel to be
able to recover its continuing
expenses would be to stretch it
beyond its common meaning.”

With all due respect to the
Virgin Islands’ court, the court’s
reasoning defies logic, particularly
as it relates to continuing
expenses.®

In slightly different circum-
stances, the court in Bronx
Entertainment LLC v. St. Paul’s [sic]
Mercury Insurance Co.* reached a
very different conclusion. In that
case, the insured property included
a driving range, miniature golf
course, and batting cages. At the
time of the loss, the insured was
bankrupt. Shortly after the loss,
the insured sold the property and
executed an assignment of its
claims, including the business
interruption claim. The court held,
relying in part on the original, later
vacated, B A Properties opinion,
that after the sale the insured no
longer suffered any business inter-
ruption losses.”™ It also held that
the assignee could not assert its
own postsale business losses.”

The most recent case, Globecon
Group LLC v. Hartford Fire
Insurance Co.,™ arose out of the
September 11 terrorist attack. The
Globecon Group, Inc., was head-
quartered approximately 250 feet
from the World Trade Center. It
had been in financial difficulty and
had considered filing for bank-
ruptcy before the September 11
attack. After September 11,
Globecon filed bankruptcy. While
in bankruptcy, it sold substantially
all its assets, including its insurance
policies and claims, to a new entity
that then renamed itself Globecon
Group LLC. New Globecon then
attempted to present old
Globecon’s claims for business
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interruption as a consequence of
the September 11 attack. The court
concluded that the policy’s antias-
signment clause, which in most
jurisdictions does not apply to post-
loss assignments, did bar
Globecon’s claim because permit-
ting a claim by the transferee of the
insured’s assets would “require
Hartford to seek verification of the
claim from New Globecon, a third-
party to the policy with, at best,
second-hand information about
Old Globecon’s property damage
and income loss when Hartford
contracted to acquire that informa-
tion from the damaged party
itself.”” The court reasoned that
because performance of the
insured’s duties by the purchaser,
New Globecon, would necessarily
vary materially from that con-
tracted for, the antiassignment
clause should be applied.

Applying these factors to mega-
losses. The major lesson that can be
drawn from these cases is that policy
drafting matters. The current ISO
language, which terminates the
period of restoration when the
insured occupies a new permanent
location, should provide a degree of
certainty to both insurers and poli-
cyholders. In many jurisdictions,
especially those that allow a tort
cause of action for bad faith, adjust-
ment delays by the insurer are likely
to result in an extension of the
period of restoration.

The other significant lesson
drawn from these cases, particularly
the September 11 cases that have
been decided thus far, is that struc-
tural changes in the insured’s busi-
ness environment do not provide a
loophole through which an insured
can claim an artificially long period
of restoration. If the insured’s mar-
ket is destroyed as well as its prem-
ises, the insured is compensated for

its losses until it resumes operations,
but not for losses stemming from
events that eliminate or displace
some or all of its customer base.
The policy insures property, not a
customer base.

Conclusion
Under traditional policy language,
a complete suspension of opera-
tions at the insured location is a
condition precedent to recovery
under a business interruption pol-
icy. The most recent ISO business
income form permits recovery for
partial suspensions, as do some
manuscript policies.

Absent policy language to the
contrary, the period of restoration,
whether for a megaloss or other-
wise, continues to be a hypotheti-
cal period based on how long it
should take for the insured to
resume operations, either at the
insured location or elsewhere.
Although hypothetical, in most
jurisdictions the period of restora-
tion is affected by postloss events
and the insured is obligated to take
action to mitigate its losses.

Finally, as the losses and result-
ing insurance claims arising out of
the events of September 11, 2001,
illustrate, the extent and specific
traits of a megaloss are difficult to
anticipate, which makes it difficult
for both insurers and policyholders
to craft policy language that
addresses every eventuality. In
those circumstances, the parties
and the courts will be left to apply
general principles of law and gen-
eral policy provisions to novel cir-
cumstances, much as litigants and
the courts have done for genera-
tions outside the insurance field. m

Notes
1. The terrorist attacks of
September 11, 2001, spawned consider-
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able litigation regarding business inter-
ruption coverage issues. As of the end of
2004, many of those cases were still
pending. While some decisions have
been rendered and are discussed in this
article, readers should review new deci-
sions as they become available.
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Properties, Inc., 2001.
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