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    Exclusions from coverage under insurance policies…

Losses caused by molds or losses caused by terrorist attack

          Exclusions from Coverage for Losses Due to Molds

Molds, one of the most ubiquitous organisms on our planet, have recently captured public attention and are the focus of increasing health concern.  Inhalation of mold can cause human toxic effects, exacerbates immune system reactions and can cause infections.   Reactions include asthma and allergic reactions such as eye irritation, congestion and coughs.  Toxic effects include a variety of symptoms such as fatigue, respiratory distress, nausea and non-specific symptoms.  A small group of fungi have been associated with infectious diseases.  Because Americans spend the vast majority of their time indoors, they are exposed to molds and a large variety of indoor air pollutants estimated to have more than one hundred times the actual pollutants found in outdoor air. 

There are no federal or state laws, regulations or guidelines regarding mold exposure, identification, or remediation.  Last year, California adopted Senate Bill 732 (Ortiz), which directs the Department of Health Services, in collaboration with key stakeholders, to develop standards for the assessment, identification and remediation of molds.  It also establishes disclosure requirements for residential and commercial landlords, and requires that the Department of Consumer Affairs study the need for standards to certify mold assessment and mold remediation experts.  Lastly, it requires that the Department of Health Services develop public education materials about molds.  When California implements SB 732, it will become the first state in the nation to adopt assessment, identification and remediation standards for molds.

Molds are resilient and highly adaptable organisms present in a wide range of habitats.  They vary in color and exist in over a thousand species.  Molds need moisture and a food source to grow.  Floods, leaking pipes, steam, leaking windows, high humidity and leaking roofs generate moisture which can lead to mold infestation.  With the appropriate conditions, molds can grow considerably within 24 to 72 hours.  Molds can form colonies on dead and decaying matter, such as wood and drywall, as well as damp and inorganic matter like painted surfaces and glass as long as a food source, such as dust is present.  

Molds are increasingly associated with new construction, which is built air tight to conserve energy.  This type of construction can result in reduced ventilation, excessive moisture, and accumulation of moisture behind insulation.  Materials like dry wall and ceiling tiles, used frequently in new construction, provide an excellent food source for molds. Mold growth is also associated with construction defects and inappropriate construction practices such as the lack of flashing around windows.

Mold may be present in a building and result in health effects without being visible.  Mold growth was traditionally associated with periods of high humidity.  However, recent research has found that the effect of relative humidity on mold growth is indirect and that a small amount of moisture can permit significant mold growth.  Therefore, while certain climates may increase the propensity of mold growth, no place is immune to mold infestation and the associated structural and health effects.

The powerful health effects, broad exposure, and lack of standards have generated thousands of California lawsuits.  Some authorities have estimated that molds will generate more litigation than asbestos.  Recent high-profile cases of mold infestation, and the rising number of buildings with identified mold problems, have increased the visibility of this issue and generated significant concern in the public health community. 

Nationally, molds have become the subject of a rising number of property and liability insurance claims and a source of concern for insurers.  Recently, a jury in Texas awarded $32 million to a homeowner for the insurer’s failure to properly handle a mold claim.  The award included $5 million for mental anguish, $12 million for punitive damages, and $8.9 million in legal fees.  The family has yet to file a suit for bodily injury.  According to the carrier, it expects to pay $85 million in claims countrywide this year.  

Insurance experts argue that costs for mold damages and remediation will likely rise into the billions in future years.  While Texas and California account for the majority of mold claims, Florida, Arizona, Nevada, New York, Illinois and Pennsylvania have also seen significant increases, with the typical homeowner claim ranging from $15,000 to $30,000.  The Insurance Information Institute estimates that if one percent of U.S. homeowners were to have mold claims, it would translate into $18 billion in costs for insurers.  Recent media accounts state that up to 50% of residences in the Bay Area may have a mold problem.


Given the increase in insurance claims, over 100 insurers in California have filed changes to existing residential and commercial property policies to exclude mold.  The vast majority of exclusions filed are currently in effect.  Exclusions range from total exclusions to mold or fungi-specific exclusions.  


Total exclusions deny coverage for mold related damages whether or not the mold resulted from a sudden incident such as a pipe burst.  These exclusions deny mold coverage even when the presence of mold is the result of a traditionally covered loss.  


Most insurers have filed mold or fungi exclusions.   These partial exclusions cover mold when mold damages resulted from a covered loss, but deny coverage for mold that resulted from a policyholder’s failure to maintain the property.  Some insurers, generally in the homeowner market, offer coverage for mold subject to a cap, usually under $10,000.   Policies are generally interpreted in light of insurance industry custom, practice and history unless there is specific policy wording, legislation or court rulings to the contrary.


Individual homeowners and commercial and property landlords have reason to be concerned about limitations in coverage.  The increased number of mold problems and mold litigation represent a significant potential liability for homeowners and landlords.  For example, the limited availability of insurance coverage may pose a challenge for property owners who need to address a mold problem but lack the resources to cover the necessary remediation.  An increase in mold episodes that are not covered by an insurance policy may hurt sellers and the real estate industry.  Commercial landlords and developers are concerned that a lack of coverage for mold may block financing for some new developments. 


Insurers argue that recent exclusions only seek to clarify the scope of coverage, not erode coverage for mold.  Insurance policies are traditionally designed to cover fortuitous, sudden and accidental losses, not maintenance issues.   Insurers usually deny mold claims when there is no direct physical loss, no covered event or when the mold or pollution exclusions apply.  The Insurance Services Office (ISO) is a national nonprofit that creates standardized forms for, and therefore standardizes coverage under, insurance policies.  The ISO standard or model policies generally include a mold exclusion and a pollutant exclusion.  They state that:




“We do not insure, however, for loss:




Caused by:

(1) Wear and term, marring, deterioration

(2) Smog, rust or other corrosion, mold, wet or dry rot.

(3) Discharge, dispersal, seepage, migration, release or escape of pollutants, unless the discharge, dispersal, seepage, migration, release or escape is itself caused by a Peril Insured Against under specified coverage of this policy.”

The Standard Commercial General Liability policies provides coverage for all sums which the insured is legally obligated to pay as damages because of bodily injury or property damage, subject to a number of exclusions.  Among those exclusions is the pollution exclusion.  As initially defined, the pollution exclusion barred coverage for typical environmental pollution but covered sudden and accidental discharges of pollutants.  After 1986, most policies adopted the absolute pollution exclusion which excludes coverage for both typical environmental pollution and sudden and accidental discharges of pollutants.  

While insurers frequently deny coverage in indoor air quality cases such as mold infestation based on the absolute pollution exclusion,  some courts have held that the absolute pollution exclusion is ambiguous as it relates to non-traditional environmental pollution.  Such a holding triggers coverage.  These courts have declared that the reasonable expectations of a policyholder do not include the idea that the pollution exclusion bars coverage for injuries resulting from everyday activities gone slightly, but surprisingly, awry.  They reject the application of the pollution exclusion to deny coverage of non-traditional pollution. 

In sum, most insurers argue that they will continue to cover mold that results from a covered loss.  Property owners, however, are concerned that insurers are reducing coverage, not covering mold damages at a time when mold problems appear to be increasing, imposing total exclusions, and denying mold claims even when they result from a covered loss.  If the Insurance Information Institute’s estimate of $18 billion in potential national claims is even remotely close to the actual exposure of property owners and the insurance industry, then it should not be surprising that insurers and California consumers are vigorously contesting exclusions for losses caused by mold.


Exclusions for Losses Caused By Terrorist Attack

Property/casualty and workers compensation insurance losses due to the terrorist attack of September 11, 2001 have reached approximately $23.5 billion as of March 2002.
  These insurers lost $738 million during the first nine months of 2001, a dramatic change from the previous year when they earned $19 billion.  Workers compensation carriers were especially hard hit, with future claims for stress and delayed health impacts still unknown but expected to be several billions of dollars.   Life insurance losses related to September 11th are unknown but will exceed several billions of dollars.   Customers, particularly those attempting to insure landmarks such as the Golden Gate Bridge, find insurance for losses caused by terrorism nonexistent.   Of course, it should come as no surprise that the Golden Gate Bridge District can’t obtain coverage for terrorism losses. 

Press reports have stated that premiums are rising in order to pay for the losses of September 11th, although other press reports also indicate that reduced earnings from investments are part of the explanation.   In addition to any premium increases, the insurance industry has responded to the terrorist attacks in at least two other ways.  

First, the industry asked Congress to pass “quota-sharing” reinsurance legislation that would effectively lay off a portion of any future losses onto the federal government.  While the Senate has not yet acted on this request, the House rejected it and instead offered low interest loans in the event of future losses caused by a terrorist attack.   

The attempt at a taxpayer-financed solution was justified in part by findings of the General Accounting Office (GAO).   In testimony before Congress in February on the impacts of the terrorist attack on terrorism insurance, the GAO noted the following:
  1)  Lenders on existing properties may find borrowers in technical default on loans if terrorism coverage is not available;  2)  New commercial office development, or sales of existing office buildings, may be stymied as lenders are reluctant to loan on properties whether or not they are “trophy” buildings;  3) Property owners report “going bare” because of the lack of available coverage at any price; 4)  As insurers cease offering coverage, businesses and the public are increasingly left at risk to bear any future losses;  5)  Even the threat of a future terrorist attack causes economic dislocation as lenders, borrowers, investors, insurers and reinsurers attempt to include an unpredictable event in their investment decisions.

A second industry response has been to exclude losses related to terrorism from property and liability policies.   ISO quickly developed language that was filed with all 50 States.  To date, 48 States approved the exclusionary language, while California and New York effectively rejected it.  Commissioner Low was concerned about the definition of terrorism.  For example, ISO proposed that property damage due to terrorism not be covered under a definition of terrorism that is as follows:

“Terrorism means activities against persons, organizations or property of any nature:


1.
That involve the following or preparation for the following:


a.
Use or threat of force or violence; or


b.
Commission or threat of a dangerous act; or

c.
Commission or threat of an act that interferes with or disrupts an electronic, communication, information or mechanical system; and


2.
When one or both of the following applies:

a.
The effect is to intimidate or coerce a governmental or civilian population or any segment thereof, or to disrupt any segment of the economy;

b.
It appears that the intent is to intimidate or coerce a government, or to further political, ideological, religious, social or economic objectives or to express (or express opposition to) a philosophy or ideology.

But with respect to any such activity that also comes within the terms of the War and Military Action Exclusion, that exclusion supersedes this Terrorism Exclusion.  In the event of an incident of terrorism that involves nuclear reaction or radiation, or radioactive contamination, this Terrorism Exclusion supersedes the Nuclear Hazard Exclusion.”

The definition of terrorism for purposes of determining liability under a business liability policy is more elaborate and may be found in the appendix of this background paper.  Generally speaking, a business owner would not be covered for liability caused by a terrorist act, as defined, if one of these conditions applied:  1)  The act resulted in liability for property damage to another party in excess of $25 million; 2)  Fifty or more persons sustain death or serious physical injury; 3)  The act involved the release of nuclear materials; 4)  A poison was used; 5)  A poison was released and it appears that a purpose of the “terrorism” was to release the poison.  

Using the World Trade Center attack as an example, hundreds of buildings in the area surrounding the World Trade Center were suffused with smoke, dust and debris after the attack, and the clean up costs are enormous.  Thousands died.  The owners of the World Trade Center would ordinarily expect liability insurance to cover these damages. 

Under the facts present in the World Trade Center attack, both the $25 million/50 person threshold for declaring an act a terrorist attack was probably exceeded within moments of the attack on those buildings, and certainly after the buildings themselves collapsed.  However, many violent attacks on private property would not produce such extraordinary damage and yet the ISO’s proposal would still trigger an exclusion from coverage.  

For example, a few years ago law enforcement arrested white supremacists who were plotting to blow up liquid propane storage tanks in southeastern Sacramento.  The blast from such an explosion could easily have killed more than 50 persons, and perhaps produced more than $25 million in damage.  It was the intent of the conspirators to spark civil insurrection.  Had the attack occurred, it almost certainly would have qualified as a terrorist act under the proposed ISO language.  Would this be a good public policy outcome, given the damages that would have been incurred by victims?

Exclusions from coverage due to losses caused by war or civil disruption have existed for many years.  At least one industry observer commented to staff that insurers may just define an act of war to include an attack on U.S. property whether or not a declared war exists.  The standard form fire policy covering California homeowners contains “act of war” language:
  

“This company shall not be liable for loss by fire or other perils insured against in this policy caused, directly or indirectly, by:  (a) enemy attack by armed forces, including action taken by military, naval or air forces in resisting an actual or an immediately impeding enemy attack; (b) invasion; (c) insurrection; (d) rebellion; (e) revolution; (f) civil war; (g) usurped power; (h) order of any civil authority except acts of destruction at the time of and for the purpose of preventing the spread of fire, providing that the fire did not originate from any of the perils excluded by this policy; (i) neglect of the insured to use all reasonable means to save and preserve the property at and after a loss, or when the property is endangered by fire in neighboring premises; (j) nor shall this company be liable for loss by theft.”

Generally speaking, California’s Insurance Commissioner does not have the authority to approve or disapprove of exclusions from insurance policies.  Exceptions exist.  For example, the standard fire policy set forth in statute is the one that must, at a minimum, be offered for homeowner’s coverage.  Any language that would reduce coverage from the minimum would not be permissible.  Coverage under an earthquake policy is also set forth in statute.  However, California’s Insurance Commissioner has the authority to approve property/casualty rates prior to these rates being offered to the public.  A commissioner uses the authority to “prior approve” rates as an indirect mechanism to reject or accept proposed language that leads to a proposed rate.

Finally, terrorism has also impacted the life and disability insurance markets.  In the appendix of this background paper is a brief and well-reasoned explanation from Fortis Benefits Insurance Company regarding the challenges confronted by this insurer since September 11, 2001.  These challenges are not unique to Fortis.  The risk to a carrier arises from the divergence between the carrier’s contracts with its customers and the carrier’s ability to secure reinsurance on similar terms.  If death caused by a terrorist attack is not covered by reinsurers, a primary carrier such as Fortis is faced with putting its own capital at risk for this loss or excluding that benefit.  Fortis suggests that the longstanding practices of group life insurers, such as guaranteed-renewal, may not be possible much longer because of the unknown probability of a terrorist attack and the lack of available reinsurance to manage the risk.  

Questions:

1.
Should Insurance Commissioners have the explicit authority to approve new exclusions?

2.
What is the methodology used by the DOI to determine if a previously covered peril should now be excluded, and does the DOI take account of new phenomena such as air tight buildings?

3.
What happens to a property owner who has maintained his or her property, when a sudden water intrusion occurs and mold develops?  Do they have coverage? Should they have coverage?

4.
Property owners argue that recent filings for mold exclusion may lead policyholders to believe that mold damages are not covered regardless of the cause of the mold.  Should insurance companies provide clear disclosures to policyholders, which outline when mold is or is not covered?

5.
How will limited coverage for mold-related damages affect property owners in California given the increase in mold problems across the state? How might limited coverage impact the real estate market?

6.
Should Californians be able to purchase a separate policy that covers mold-related damages? What should this policy cover?  Should it provide coverage for damages resulting from the policyholder’s failure to properly maintain the property?

7.
Should insurers, public health officials and representatives of property owners jointly work to educate Californians about the health effects of molds, appropriate practices to prevent mold growth, and appropriate responses to mold problems?

8.
Is the terrorism exclusion “problem” something that will work itself out over time or does California law need to be changed to specifically exclude/or include damage caused by terrorist attacks?

9.
Should private insurance cover damage from terrorist attacks?  

10.
Is it possible to define “terrorist attack” tightly enough to avoid unintended consequences, such as excluding property losses that are due to vandalism or other criminal acts?

11.
Who will pay for these damages, should they occur, once exclusions from private insurance are created?  

12.
Should the victims pay, through uncompensated bodily injury and property losses?  

13.
Should a business pay victims directly, and thereby face possible bankruptcy?  

14.
Should federal or State taxpayers pay the victims?  

15.
If property owners lack insurance, they may have to charge more, or cease certain activities.  Will economic dislocation occur when capital markets are unwilling to accept the transfer of types of risks—terrorism in this case--- that are difficult to define yet arguably are more likely to occur in the future?

16.
Do property/casualty and life insurance policies generally remain available and, if so, on what terms?  


Appendix: Fortis statement and ISO Forms
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Ph: (816) 811-8926

Fax: (816) 881-8993
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April 3, 2002

Fortis Benefits Insurance Company is a non-medical group insurer with operations in 49 states (and affiliated with First Fortis Life Insurance Company in New York). We have sizeable blocks of group term life insurance, disability insurance, and dental insurance in force, ranking twelfth nationally among group life insurers by earned premium in 2000, and in the top ten in our other lines.

The events of September 11 served as a wake-up call not only for commercial insurers but for group life insurers as well. Like our colleagues in the P&C arena, we frequently have a geographic concentration of risk, for example when we write life insurance coverage for the employees of a large employer, who may have a thousand or more covered employees in a single location. The most salient example in this connection would be the group insurer that wrote the life insurance coverage on the employees of Cantor Fitzgerald in the World Trade Center. But there are similar concentrations in some manufacturing facilities and in the headquarters buildings of other large employers.

Direct writers of our size historically have spread their risks in the group term life market in two basic ways, beyond the obvious fact of multiple insured groups and individuals. We have reinsured the highly compensated individual covered lives in our portfolio for losses in excess of some retained amount, for instance for amounts in excess of $500,000 per life. And we have obtained catastrophic cover for single events in which we incur multiple covered losses, typically the loss of more than three lives in a single event or accident. This latter cover was widely available at quite reasonable rates, which nonetheless sufficed to cover the risk of such losses to the reinsurance community prior to the day our world changed (or the day we woke up, if you prefer).

As you have heard repeatedly, following September 11 much changed, while much remained the same. At this point, it appears that Fortis Benefits will continue to be able to obtain excess reinsurance cover that does not exclude acts of terrorism. If our block of business were more concentrated in the financial services industry, and in particular in the financial services industry in our country’s major financial centers, this excess cover might be more difficult to obtain. But covered or no, the fact is that this kind of reinsurance does not address the need made so obvious by the September 11 events.

What we have so far been unable to obtain, despite our best efforts, is the catastrophic cover we previously held, at any price. We continue to explore alternatives, but at best it appears that any cover we obtain will have significant limits and will expose us to dramatically increased risk should our country’s security measures prove inadequate.

A simplified example may be useful. Say we insure 1,000 working Americans in a particular site, be it a chemical plant or a company headquarters. If the average covered salary of these employees is $30,000 a year, and the life insurance amounts obtained a fairly typical 1.5 times salary, we would be providing a face amount of coverage to these employees of $45 million. For that cover it would be typical for us to obtain an annual premium of around $135,000. In the unlikely event that no one died in a given year, we might make $108,000 after expenses. Pre-September 11, our expected profit from writing this business would instead be around $13,500 a year. Today, without catastrophic cover, we could lose $45 million in a single calamity. And no one knows what the risk of such a calamity is, given the presence of organized and well-funded terrorists in a society that prides itself on its openness.

The entire capital we have associated with our group term life business is approximately $100 million. One event of this type, and our ability to remain in this business would be seriously in question. Place the event in a firm like Cantor Fitzgerald, with its more highly paid employees, and we could be wiped out.

In September of last year we were able to reassure the American public that we were strong and that we would keep our promises. And we have done so. In the absence of catastrophic coverage for terrorism, we could not express that same confidence today.

The risk to our industry arises from the divergence between our direct-written group insurance policies and the reinsurance cover we are now able to obtain. Our group policies, almost without exception, do not today exclude benefits for deaths arising from acts of terrorism. The catastrophic reinsurance cover we are now able to obtain, as previously mentioned, does exclude deaths from such causes from covered losses. So long as this divergence continues, our risk is not only the risk of insolvency, as frightening as that is in the absence of ability to model the probability of such an event. We also face the increasing probability that our shareholders will recognize the increased risk to their capital, and either demand correspondingly increased returns or flee the group insurance industry in search of more favorable risk-return ratios in other industries. The former puts us on a collision course with our customers, requiring us to justify an arbitrarily calculated premium increase for an unpredictable loss. The latter would place our capacity to provide coverage at all in question.

Because of the unpalatable nature of these consequences, a number of group life insurance companies sought ways to include the group life industry in the Congress’s proposed federal guarantee program for the P&C industry. The history of that initiative may be well known to you. Prudently, because of the possibility that such a bill would not pass or, if passed, would not include a remedy for our dilemma, Fortis Benefits also began to file new group term life contract language with some states which would exclude coverage for deaths arising from acts of terrorism. If not included in a federal guarantee program, and not able to obtain reinsurance cover of the necessary type, matching the terms of our coverage to those of our reinsurers would be the only way to prudently handle our risk and responsibly manage our shareholders’ invested capital. 

The group life insurance market is the most economical source of basic life insurance protection for the majority of working Americans. The risk of death due to terrorism is, we hope, low, if incalculable. Allowing the entire group life insurance market to become unattractive in order to respond to the emotions of September 11 is not a reasonable public policy response. Ideally, the reinsurance community would rediscover its willingness to provide necessary cover at some price. Failing that, the Congress could pass legislation that would provide a federal guarantee as a solution. Neither of those events are within the power of the State of California to implement. What is possible is that you could urge your regulators to allow us to remove the divergence between our risks and the ways in which we can spread those risks. If one of the more preferable long term solutions subsequently develops, the group life industry would quickly return to its current policy forms in order to better satisfy the needs or desires of its customers. In any case, because of the guaranteed-renewable nature of our policies, our ability to migrate to policies with allowed exclusions is limited. But allowing such exclusions is one of the few things within your power to implement that would improve the likelihood that group life insurers operating in California could continue to meet the promises made in their policies.
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[image: image4.png]In the event of any incident of terrorism that i not
Subject to the Terrorism Exclusion, coverage does
ot apply o any element of loss of damage that i
ofherwise excluded under this Coverage Form
TERRORISM EXCLUSION

We will not pay for loss or damage caused directly
or indiectly by terrorism, including action in hin-
dering or defending against an actual or expected
incident uf tertorism. Such loss o damage is ex-
cluded regardless of any other cause of event that
contributes concurrently or in any sequence to the
loss,

But if terrorism results in fire, we will pay for the
loss o damage caused by that fire. However, this
exception for fira appies anly 1o drect loss or
damage by fire to Covered Property. Therefore,
for example, the exception does not 2pply 10 in-
surance provided under Business Income andlor
Extra Expense Additional Coverages.

Terrorism means activiles against persons, or-
ganizations or property of any rature:

1. That involve the following or preparation for the.

following

a. Use or threat of force o violence; or

b. Commission or threat of a dangerous act; of

. Commission or threat of an act that inter-
feres with or disrupts an electronic, com-
munication, _ information, or  mechanical
system: ang

2. When one or both of the following applies:

a. The effect is to intimidate or coerce a gov-
ernment or the civilan popuiation or any
segment tnereof, or to disrupt any segment
of the economy; or

b. It appears that the intent is to intimidate or
coerce a qovernment, or to further poltical,
ideological, religious, social or economic.
objectives or to express (or express oppost-
tion to) a philosophy or deology.

But with respect to any such activty that also
comes within the terms of the War And Mitary
Action Exclusion, that exclusion supersedes this
Terrorism Exclusion.

In the event of an act incident of terrorism that in-
volves nuclear reaction of radiation, or radioacive
contamination. this Terrorism Exclusion  super-
Sedes the Nuclear Hazard Exclusion
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� Insurance newsnet http://www.insurancenewsnet.com/article.asp?a=top_news&newsid=Cpj6U0bKbytiYnZC


� Testimony of Richard Hillman, General Accounting Office, February 27, 2002


� See appendix for complete ISO policy form


� Insurance Code Section 2071
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