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usiness interruption insurance is an essen-

tial component of any corporation’s insur-

ance coverage program. As illustrated in

the recent attacks on the World Trade

Center, damage to physical property that
interrupts a company’s operations can have devastat-
ing effects on the company’s income and ability to
fund payroll, production and other continuing
expenses. Accordingly, most commercial property
insurance policies include coverage for losses result-
ing from the interruption of the insured’s business
operations. This article provides an overview of busi-
ness interruption and extra expense coverage, as well
as a discussion of the relevant case law.

Basics of Business Interruption
and Extra Expense Coverage

Business interruption (formerly known as “use and
occupancy insurance”)' and extra expense coverage
are intended to permit the insured to resume its nor-
mal business operations as quickly as possible.
Awailable coverage includes reimbursement for loss
of income and payment of fixed and continuing
expenses.” Nevertheless, the case law is clear that the
purpose of these provisions is not to put the insured
in a better position than prior to its loss.’

Business interruption and extra expense coverage
is generally part of a commercial property insurance
policy, either within the body of the policy or
attached as an endorsement.

Business Interruption Coverage
While all policy forms differ, generally most business
interruption provisions contain the following elements:

e actual physical loss that is specifically covered
by the policy
to covered property
causing
actual interruption in business operations and
actual loss of income.

Business interruption insurance reimburses lost
income and payment of fixed and continuing
expenses. The following is a typical business inter-
ruption coverage provision:

f. Business Income

(1) 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 suspension
must be caused by direct physical loss of or
damage to property at the described prem-
ises, including personal property in the
open (or in a vehicle) within 1,000 feet,
caused by or resulting from any Covered
Cause of Loss.

We will only pay for loss of Business
Income that occurs within 12 consecutive
months after the date of direct physical loss
or damage.

(2)  Your loss of Business Income is covered up to
30 consecutive days when caused as a direct
result of damage, by a Covered Cause of Loss,
to property adjacent to your premises.

Business Income means the:

(1) Net Income (Net Profit or Loss before
income taxes) that would have been earned
or incurred; and

(2) Continuing normal operating expenses

incurred, including payroll.*

Extra Expense Coverage
Each of the companies located in the World Trade
Center that needed to continue operations was
forced to set up alternate offices or make use of
satellite offices in order to do so. Such efforts create
substantial costs for additional rent, setup, trans-
portation and related expenses. The purpose of
extra expense coverage is to compensate the policy-
holder for these incremental expenses, which it
would not have incurred but for the need to con-
tinue operations elsewhere.” Such extra expenses
are distinct from the fixed and continuing costs cov-
ered by the business interruption provision of the
policy.® In Eastern Assoc. Coal Corp. v. Aetna Cas.
& Surety Co,"“the court held that a policyholder
may not recover for the “extra” expenses in the
absence of a specific provision in its policy that
allows such recovery.”
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The following is a typical extra expense coverage
provision:
g. Extra expense
We will pay necessary Extra Expense you incur
during the “period of restoration” that you
would not have incurred if there had been no
direct physical loss or damage to property at
the described premises, including personal
property in the open (or in a vehicle) within
1,000 feet, caused by or resulting from a
Covered Cause of Loss.
Extra Expense means the expense incurred:
(1) To avoid or minimize the suspension of
business and to continue “operations”:
(a) At the described premises; or
(b) At replacement premises or at tem-
porary locations, including:
(i) Relocation expenses; and
(ii) Costs to equip and operate the
replacement or temporary locations.
(2) To minimize the suspension of business if
you cannot continue “operations”.
(3) (a) To repair or replace any property; or
(b) To research, replace or restore the
lost information on damaged valu-
able papers and records;
to the extent it reduces the amount
of loss that otherwise would have
been payable under this Additional
Coverage or Additional Coverage
f. Business Income
We will only pay for Extra Expense that
occurs within 12 consecutive months after
the date of direct physical loss or damage.

This Additional Coverage is not subject to
the Limits of Insurance.®

Insurable Interest in Business Operations
A claimant seeking business interruption coverage
must have an insurable interest in the business in
question. Merely possessing an interest in the prop-
erty, such as that possessed by a mortgagee, is insuffi-
cient to create an insurable interest in the business
for which coverage is sought.’

Construction of Business Interruption and
Extra Expense Provisions
The usual rules of construction governing insurance
policies in general apply to construction of business
interruption and extra expense provisions>—that is,
policy exclusions and ambiguities are strictly con-
strued against the insurer." In addition, the policy

language must be given the meaning that a person of
ordinary intelligence would give to it.”

Obligations of Policyholder
Business interruption and extra expense provisions
generally contain specific notice and proof of loss
provisions.” Some courts have concluded that an
insurer may waive the notice provision in its policy
based on its course of conduct with the policyholder.
For example, in Bowersox Truck Sales and Service,
Inc. v. Harco Nat'l Ins.,"* the Court of Appeals for
the Third Circuit reversed the U.S. District Court
for the District of New Jersey’s dismissal of a claim
for coverage under a business interruption policy.
The Third Circuit held that the two-year limitations
period set forth in the policy did not apply based, in
part, on the insurer’s conduct.”

Ice and snow caused a portion of Bowersox’s
building to collapse in March 1994. Bowersox
attempted to shore up the building and then made
claims under the business interruption provision of
its commercial property insurance policy with
Harco, as well as under the property damage provi-
sions of the policy. The policy required that all
claims for business interruption coverage be brought
within two years of the date of the physical loss or
damage. In August 1995, the parties settled all of
Bowersox’s claims except for business interruption,
which the parties expressly reserved.!®

Meanwhile, Bowersox and Harco exchanged cor-
respondence regarding the business interruption
claim. On several occasions, Harco requested addi-
tional information in support of Bowersox’s claim.
Harco also advised that it would address Bowersox’s
business interruption claim upon completion of
reconstruction of the building."” This reconstruction
was not completed until January 1997, over two
years after the initial damage to the building. As late
as March 1997, Harco requested additional informa-
tion in support of the claim. Because Harco had not
paid business interruption benefits under the policy,
Bowersox filed suit in December 1997. For the first
time, Harco raised as a defense in this action the
two-year limitations period."®

The Third Circuit reversed the district court’s
order granting summary judgment in favor of Harco.
The Third Circuit reasoned that Harco’s interpreta-
tion would preclude coverage for any business inter-
ruption claims under the policy in which the
reconstruction was not completed within a two-year
period.” In addition, the parties’ course of dealing
militated against application of the two-year limita-
tions period. Harco made repeated requests for addi-
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tional information during and after the two-year lim-
itations period. As such, according to the court,
Bowersox had no reason to believe that the “two-
year clock was ticking.”*® Therefore, the court held
that the two-year limitations period did not apply to
Bowersox’s business coverage claim.”

Covered Loss
An insured cannot recover for a loss under its business
interruption or extra expense provisions unless the
triggering loss is specifically covered by the policy.
Often, the definition of a covered loss for purposes of
business interruption or extra expense coverage is the
same as that for property damage. As with any general
rule, there are exceptions to this rule.”?

Courts have concluded that the following losses
are covered under the policies in question: fire;
explosions; power failures; earthquakes; closure by
order of civil authority; accidental injury to machin-
ery or equipment; hail; floods; riots and civil com-
motions.” At the same time, other courts have
affirmed exclusions for losses caused by design
defects; loss of a lease, license or contract; fire; flood;
theft; false pretense; water damage and power fail-
ures.” The specific language of the policy controls
what constitutes a “covered loss.””

While business interruption and extra expense cov-
erage is not intended to reimburse the insured for
physical damage to property, such physical damage or
loss of use is nevertheless required to trigger standard
business interruption and extra expense coverage.’
Port Murray Dairy Co. v. Providence Washington Ins.
Co.” (no coverage for business interruption or extra
expense allowed where insured’s property did not sus-
tain physical damage); Howard Stores Corp. v. Foremost
Ins. Co.” (insured was not entitled to business intet-
ruption coverage because its covered property suffered
no physical damage). One exception to this rule is clo-
sure of the covered property by order of civil author-
ity.?” Such orders arise in situations involving riots or
other civil commotions, as well as floods and other
natural disasters.

In recognition of the ever-increasing dependence
on computer systems and their use in business opera-
tions, a New York court held that the insured was
entitled to business interruption coverage following
interruption in the operation of its data processing
equipment. In Datatab, Inc. v. St. Paul Fire & Marine
Ins. Co.,” the U.S. District Court for the Southern
District of New York permitted recovery for business
interruption losses under a policy covering the
insured’s data processing systems. While the insured’s
computers were not physically damaged, the insured
was forced to shut them down as the result of a water

main break, which rendered the insured’s air condi-
tioning system inoperative. The court concluded
that the damage caused by the water main break,
although it did not occur in the part of the building
occupied by the insured, constituted the requisite
physical damage for coverage purposes.*

Similarly, a court recently concluded that a loss
of computer data constituted a “physical loss” for
purposes of triggering business interruption coverage.
In the bellwether American Guarantee & Liab. Ins.
Co. v. Ingram Micro, Inc., the U.S. District Court for
the District of Arizona concluded that loss of data
and interruption of computer service constituted a
“physical loss” for purposes of Ingram Micro’s busi-
ness interruption coverage.” American Guarantee
contended that a computer that had lost data was
not physically damaged as long as it was capable of
storing data and performing its other customary
functions. The court rejected American Guarantee’s
narrower definition of physical damage in this con-
text.”” The court did not settle the question of
whether mere interruption of service, without loss of
data, constituted “physical loss or damage” for pur-
poses of triggering coverage. The case was eventually
settled after the Ninth Circuit refused to hear an
interlocutory appeal. Although Ingram Micro may be
persuasive, it is not binding authority.** Nevertheless,
the language of the opinion provides support for an
insured seeking coverage for losses following failure
of computer systems.

Covered Property
Generally, a policyholder may recover for loss of
income caused by physical damage to the property
specifically identified in the policy. Where the physi-
cal damage occurs at a location that is interrelated
with the covered property, the insured may never-
theless be entitled to business interruption or extra
expense coverage.” The insured must demonstrate
the interdependence of the covered and noncovered
properties in order to obtain coverage.

In Howard Stores,* the Supreme Court of New
York, Appellate Division, First Department, denied
the insured’s claim for loss of business income based
on water damage at a retail store affiliated with the
insured, a clothing manufacturer. The insured con-
tended that, although the store where the damage
occurred did not actually suspend operations, the
company nevertheless lost business as the result of its
need to divert inventory from other stores to the
store that sustained water damage. The court held
that the loss of income at the insured’s other stores,
as well as the store that suffered damage, was not
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covered under the business interruption policy, as
the insured failed to demonstrate that the properties
were sufficiently interrelated.”

Similarly, in Protection Mut. Ins. Co. v. Mitsubishi
Silicon Am. Corp.,” the Court of Appeals of Oregon
held that the policyholder was not entitled to business
interruption benefits for losses resulting from failure of
utility service. The policyholder claimed that damage
to an unrelated utility plant caused it to suffer an inter-
ruption of business. The court reversed the trial court’s
decision and directed the judgment be entered in favor
of the insurer. Under the terms of the policy, the court
concluded, only losses caused by physical damage to
the insured’s premises were covered.”

Causation
The insured bears the burden of proving that the
physical loss in question actually caused the claimed
loss of income.® Losses attributable to poor perform-
ance prior to the physical damage and lack of
demand for the insured’s product, for example, are
not recoverable under business interruption and
extra expense provisions.*

Likewise, a loss that is not caused directly by physi-
cal damage to the insured’s property is not covered by
business interruption or extra expense provisions.*

In Port Murray Dairy,” the Superior Court of New
Jersey, Chancery Division, denied the policyholder’s
claim for business interruption and extra expense bene-
fits. The court reasoned that the cause of the interrup-
tion of the policyholder’s business operations was a dairy
farmer strike that blocked access to the policyholder’s
dairy. This strike damaged neither the policyholder’s
building nor its milk products. The policyholder con-
tended that the blockade prevented it from selling its
milk products. As a result, the milk spoiled and was
unusable. The court disagreed and concluded that the
policyholder was not entitled to business interruption or
extra expense coverage.*

Actual Suspension of Operations

Total suspension of business operations is generally
required to trigger business interruption or extra
expense coverage. American States Ins. Co. v. Creative
Walking, Inc.* Some policies provide that partial sus-
pension is sufficient, although the recovery available is
diminished to account for the partial suspension.* Lite
v. Firemen’s Ins. Co.*" (insured was permitted to
recover for loss of rents caused by partial destruction of
commercial and residential building complex).

Even if an insured suffers a loss of income, some
courts have held, it may not recover in the absence
of an actual interruption of all or part of its opera-

tions.* For example, in National Children’s Expo.,*
the Court of Appeals for the Second Circuit held
that the insured was not entitled to recover for the
decreased income from its children’s exposition.
The insured claimed that its decreased receipts were
caused by a snowstorm, a covered peril, because the
snowstorm prevented several persons from attending
the exposition. The Second Circuit rejected this
argument, holding that the insured could not
recover because the snowstorm neither damaged the
building in which the exposition was covered nor
prevented the insured from conducting the exposi-
tion. Because there was no partial or total suspension
of operations, the insured was not entitled to busi-
ness interruption coverage, the court concluded.”

Actual Loss of Income
As a general rule, policyholders must demonstrate an
actual loss of income as the result of the suspension
of operations.’ In Fold-Pak Corp. v. Liberty Mut. Fire
Ins. Co., the U.S. District Court for the Western
District of New York denied the policyholder’s claim
for business interruption coverage because the
insured had suffered no loss of income. The policy-
holder, Fold-Pak, suffered a fire at its manufacturing
plant, where Fold-Pak manufactured cardboard pails
typically used for Chinese take-out food. The fire
destroyed Fold-Pak’s primary machine for manufac-
turing pails. Fold-Pak was forced to use a more
expensive manufacturing process. While Fold-Pak’s
output with this method did not meet its manufac-
turing projections, Fold-Pak was able to satisfy each
of the orders for its pails. Accordingly, the court con-
cluded, Fold-Pak had suffered no loss of income as
the result of the destruction of its machine.”

The insured’s books, records and earnings projec-
tions provide support for its claim of loss of income.**
American Med. Imaging Corp. v. St. Paul Fire & Marine
Ins. Co.” (insured may establish loss of income based
on earnings projections); Compagnie Des Bauxites de
Guinea v. Insurance Co. of North Am.* (business inter-
ruption losses were properly based on the value of the
shipping orders canceled as the result of a damage to
the insured’s manufacturing plant).

Where the parties disagree on the amount of the
loss, they may appoint an appraiser. The appraiser’s
determination may be binding on the parties.”

An insured is obligated to mitigate its losses by
resuming operations as quickly as possible, relying on
inventory and setting up alternate bases of opera-
tions.”® American Med. Imaging.”

In Pennbar Corp. v. Insurance Co. of North Am.,®
the Court of Appeals for the Third Circuit held that
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the policyholder was not entitled to coverage under its
business interruption policy because it had failed to
suffer any loss of income. The policyholder, Pennbarr,
was in the business of selling typewriters that were
manufactured in Europe. Two earthquakes suspended
operations at one of Pennbarr’s European factories.
Pennbarr used inventory and alternate sources for pur-
chase of the typewriters to meet its needs. The court
concluded that Pennbarr was obligated to do so under
the terms of its business interruption policy. Because
these alternatives permitted Pennbarr to meets its sales
needs immediately following the earthquakes,
Pennbarr suffered no loss of income and, thus, was not
entitled to business interruption coverage.®

In “valued” or “value” policies, the amount of a
business interruption loss is agreed upon by the parties
in advance and usually set forth in the policy. In
“open” policies, which are more common, the insured
bears the burden of proving the actual amount of loss
caused by the suspension of operations.®? Policyholders
must prove a loss of income regardless of whether the
policy in question is valued or open.

In Sebro Packaging Corp. v. Liberty Mut. Ins. Co.,
the court rejected an insured’s contention that it
need not demonstrate that an actual interruption of
business occurred in order to obtain coverage under
its business interruption policy.®’ Liberty Mutual
Insurance Company issued a value business interrup-
tion policy to Sebro Packaging. During the policy
period in question, several accidents damaged
Sebro’s machines, which were covered under the
Liberty Mutual policy. Sebro asserted that coverage
was triggered by an accident on a covered machine.
Because it had purchased a value policy, Sebro con-
tended it need not demonstrate actual loss, i.e.,
interruption of its business, to recover.*

Liberty Mutual disputed Sebro’s position, contend-
ing that the policyholder must demonstrate an actual
loss of gross income as the result of the accidents to the
covered machines. Liberty Mutual asserted that,
although in a value policy the parties stipulate to the
amount of loss, this did not obviate Sebro’s obligation
to show that it had suffered a loss.®

The court agreed with Liberty Mutual’s position,
holding that the insurance policy clearly provided that
coverage was triggered only when an accident to a
covered machine caused an actual loss to Sebro.*

Types of Recovery Available
An insured may recover for loss of income and pay-
ment of fixed and continuing expenses under its
business interruption policy. “Fixed and continuing
expenses” include payroll expenses for key person-

nel; interest on a business loan; rental obligations for
which the lessee remains liable during the period of
interruption; taxes; insurance; licenses and utilities.”

Expenses that are “noncontinuing” fall outside
the scope of business interruption coverage—that is,
an expense that the insured is not obligated to pay
due to the cessation of operations is not covered by
the business interruption provision.® Such expenses
may include payroll for employees who were neces-
sary to keep the insured’s operations running, at least
in part; payroll for employees whom the insured
transferred to other departments during the interrup-
tion of the employees’ ordinary business; and labor
costs for which the insured recovered under its prop-
erty insurance policy.* Maple Leaf Motor Lodge, Inc.
v. Allstate Ins. Co.™ (payroll, payroll taxes and enter-
tainment expenses were noncontinuing expenses
and, thus, not recoverable under the insured’s busi-
ness interruption policy).

As discussed above, extra expense coverage is
intended to cover for expenses for those costs associ-
ated with resumption of operations, incurred in addi-
tion to the insured’s continuing and fixed expenses. In
Fold-Pak, supra, the court held that the insured was
entitled to recover for extra expenses.” A fire destroyed
the insured’s manufacturing process, forcing it to utilize
a more expensive process. The court allowed recovery
for those expenses directly attributable to the use of a
more expensive production process, but denied the
insured’s claim for coverage for depreciation of its build-
ing, insurance and salaries. The court concluded that
these latter charge represented fixed and continuing
expenses that were not within the scope of the insured’s
extra expense coverage.”

Recovery Period

Many business interruption and extra expense provi-
sions include a specific “period of restoration,” or
time period during which the insured may receive
business interruption or extra expense benefits..”
(policy provided for 12 months of coverage). Policies
that do not provide an explicit time period often
state that the insured’s liability is limited to the
period in which the insured can rebuild, repair or
replace the destroyed property through the “exercise
of due diligence and dispatch.”™ What constitutes a
reasonable period of restoration is generally a ques-
tion of fact.” See, e.g., Fountain Powerboat Indus.
Inc. v. Reliance Ins. Co.”™ Depending on the language
of the policy, the policyholder may be entitled to
business interruption coverage beyond the expira-
tion date of the policy”

In Anchor Toy Corp. v. American Eagle Fire Ins.
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Co.,” the Supreme Court of New York concluded
that 48 weeks was a reasonable period of time within
which the policyholder could rebuild its factory,
which was destroyed by a fire. Therefore, the policy-
holder was entitled to 48 weeks of business interrup-
tion coverage, notwithstanding that the policyholder
had not and did not intend to rebuild its factory.”

The court’s decision in Anchor Toy is consistent
with the decisions of other courts, which have held
that an insured that chooses not to return to its busi-
ness may be permitted to recover under the policy.
To do so, the insured must demonstrate the amount
of time it would have taken to restore the business.*

Often, the insurer’s failure to timely adjust the
loss hinders the policyholder’s efforts to continue its
operations. The courts have held that delay by the
insurer in adjusting the claim may extend the period
of restoration.® The insured must have satisfied its
obligations under the policy in order for the insurer’s
delay to extend the period of restoration.*

Conclusion
As the World Trade Center attacks have illustrated,
merely reimbursing an insured for the value of its
property is often wholly inadequate. Reimbursement
for loss of income, payment of continuing expenses
and reimbursement of extra expenses is critical to
the survival of policyholders under commercial prop-
erty policies. Knowledge of the basics of business
interruption and extra expense coverage will assist
clients with recovery from the devastation of the
World Trade Center attacks, as well as other causes
of interruption to their business. ®
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