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APPRAISAL PROVISION

Appraisal

If we and you disagree on the value of the property
or the amount of loss, either may make written
demand for an appraisal of the loss. In this event,
each party will select a competent and impartial
appraiser. The two appraisers will select an umpire.
If they cannot agree, either may request that
selection be made by a judge of a court having
jurisdiction. The appraisers will state separately the
value of the property and amount of loss. If they fail
to agree, they will submit their differences to the
umpire. A decision agreed to by any two will be
binding. Each party will:
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APPRAISAL PROVISION (cont.)

Appraisal (continued)

a. Pay its chosen appraiser; and
b. Bear the other expenses of the appraisal and
umpire equally.

If there is an appraisal, we will still retain our right to
deny the claim

© The Hartford, 1986 MS 00 02
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Thank You For Your Time
and Attention
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Critical Insurance and Litigation Insight

Course of Construction Losses Under Builders Risk Policies:

A Practical Guide to The Art Form of Loss Evaluation

Tony D’Amico
Goodman-Gable-Gould/Adjusters International
Richmond, Virginia

Hayes Walker
Rollins Accounting and Inventory Services
Richmond, Virginia
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L. Overview of Builders Risk Coverage

Builders Risk insurance has its roots in common law under which the contractor would
bear the responsibility to effect repairs to damaged property and completes the project. Due to the
different types of exposures that a building under construction is subject to, course of construction
projects are not eligible for standard property policies. Hence the development of the Builders
Risk coverage forms. To protect its financial interests in a given project, the contractor would
typically procure a Builders Risk Policy. This type of policy provides coverage not only for the
project itself, i.e., the building and structures, but also for increased and/or extra costs which are
incurred as a result of the delay in the completion of the project.

The Property Damage section of a Builders Risk Policy provides coverage for physical
loss and damage to the property under construction resulting from a covered cause of loss. Most
Builders Risk policies are written on an all risk basis meaning they cover all risk of physical
damage or loss unless specifically excluded. In addition to damage to the building under
construction, a Builders Risk Policy may also provide coverage for scaffolding, tools, equipment,
stored materials and other types of property which is intended to become a permanent part of the
structure. Coverage for this type of property varies significantly from policy to policy and is
subject to a variety of conditions. Therefore, the insuring agreement and relevant provisions must
be carefully read to determine whether these types of property are covered or not.

When there is physical loss or damage to a project under construction, the anticipated
completion date of the project is often delayed. Such delay is often a function of many factors
including the time required to investigate the cause of the loss, to determine the scope of damage,

prepare required plans, designs and estimates, obtain permits and affect the repairs. In addition to
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the restoration of the direct physical damage, there may be delays in connection with completing
downstream trades due to a variety of factors which will be discussed later in greater detail.

The type of coverage which responds to the exposure resulting from a delay in the
completion of the project is known as “Delay in Opening” or “Soft Cost” Coverage and is an
integral part of a comprehensive Builders Risk program. This type of coverage is added to the

Builders Risk Policy by endorsement which delineates the specific type of delay costs which are
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covered, such as interest, real estate taxes, insurance, legal, accounting and consulting, etc. A

delay in opening endorsement may also include business income or rental value coverage
depending upon the intended use of the project. The types of coverage and valuation issues which
are commonly encountered will be addressed later in this discussion.

Over the years, Builders Risk insurance programs have evolved from simple “sticks and
bricks” policies providing minimal coverage on the structure to highly sophisticated mechanisms
covering the complete range of exposure to which a course of construction risk is subject. While,
in theory, the market offers a vast array of Builders Risk products which can be utilized to
develop very comprehensive insurance packages, in reality, many course of construction risks are
not properly underwritten. In the authors’ experience the most inadequately written type of policy
in the realm of property insurance is the Builders Risk Policy. While there are often issues with
policies written for completed properties, boiler and machinery risks, inland marine, crime
exposures, etc, the deficiencies in these types of property coverages pale in comparison to the
deficiencies found in the vast majority of Builders Risk policies.

This seems to result from a number of issues, including but not limited to, a fundamental

misunderstanding on the part of many brokers (as well as the owners/contractors themselves) as
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to the insurable interests of the parties to the contract, the potential loss exposures relative to the
nature of the project and various nuances of the Builders Risk Policy relative to coverage
limitations, exclusions, valuation clauses, and the intent and application of Delayed Opening/Soft
Cost coverage.

Unfortunately, the deficiencies in a Builders Risk Policy are not typically recognized until
after a major loss occurs. Consequently, before the smoke clears and the dust settles, parties to
the contract find themselves at odds with the insurance carrier, perhaps their broker and in may
cases, each other.

Regardless of how well or how poorly a Builders Risk policy is written, after a loss, one
has no option but to work with the policy which is in force. Accordingly, the first step in the
process of perfecting a claim is to read and completely understand the policy. It is imperative to
be aware not only of the coverage which is afforded but also the limitations and/or exclusions,
limits of liability, deductibles and conditions precedent to recovery which are applicable. Having
completed a comprehensive analysis of the policy, the task of evaluating the loss and preparing a
claim can commence.

II. Identifying the Insurable Interests

An essential next step in moving forward is the identification of the interests of the parties
to the policy. In order for the insured, or any named insured to recover under the policy, an
insurable interest must exist. Insurable interest does not require an ownership interest but rather a
financial interest in the project. The construction contract typically spells out the interest and
responsibilities of the respective parties and is, therefore, one of the prime sources for evaluating

insurable interests. Accordingly, when the contractor is responsible for effecting the repairs and
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completing the project, this constitutes a valid insurable interest enabling the contractor to be
reimbursed for the costs which are incurred in the process.

The project owner typically would have an insurable interest in the operation of the
project after its completion. If the project is intended for tenant occupancy, the interest would be
in the rental income which was intended to be derived from the use of the said project. If a
commercial enterprise was to be operated out of the project, the owner’s interest would be in the
earnings which were expected to be generated by the business.

Having established insurable interest, recovery is contingent upon the appropriate
coverages being in force. In the case of the owner, Business Income or Rental Value insurance
would have to be afforded by the policy in order for the time element losses to be compensable. A
more difficult question is whether or not the contractor would have an interest and thus be entitled
to indemnity under the Business Income coverage.

The answer is, unless otherwise specified in the policy, all named and additional insured’s

are entitled to the benefit of the full scope of coverage provided by the subject policy. “Unless
otherwise specified” is emphasized because some policies contain language that limits, for
instance, “Delay in Opening” coverage to the named insured only. This, in a situation where the
contractor is an “Additional Insured”, the contractor may not be entitled to the benefits of the
Delay in Opening coverage. Again, this reinforces the need to understand how the parties are
named in the policy and if there is policy language which limits the coverage based on the
insured’s status or standing in the policy.

That said, where the contractor is entitled to the benefits of the delay coverage, would he

have an interest which could give rise to a recovery under the Business Income coverage? The
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contractor’s interest in the project is completing such project and making a profit after paying all
of its costs. Take for an example a situation where certain costs that the contractor is responsible
for are not covered or are limited due to certain policy provisions. To the extent that the contractor
has to absorb uninsured costs, the potential profit is reduced. In so much as Business Income
Coverage is intended to indemnify lost earnings, the incurred costs which are otherwise not
compensable could be covered as lost earnings under the Business Income Coverage, providing of
course that this type of coverage is in force.

The conclusion one can draw from this example is that the interests of the various parties
may not always be readily apparent. Therefore, careful attention must be paid to the interests of
each of the parties, and the loss exposure of each of the parties in conjunction with the available
coverages.

Subcontractors, engineers and architects who are frequently listed as insured in a Builders
Risk Policy have interests similar to the general contractor, as just described. Typically, the
subcontractors will pass through any and all costs they incur to the general contractor. However,
in a situation where there are non-reimbursable costs incurred by the subcontractor, such costs
may be recoverable as a reduction in earnings, assuming the appropriate coverage is in place.

II.  Identifying the Insured Property

Having established the interests of the parties to the Builders Risk Policy, identification of
the property insured by the policy is necessary in order to establish the scope or framework for the
claim to be asserted by each respective party. This is a critical step as the type of property insured
under a Builders Risk Policy can vary significantly from one policy to another. Indeed, all

policies are not created equal.
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Accordingly, it is important to carefully examine not only the type of property which is
covered by the policy, but also the types of property which are excluded. Most policies are
uniform in terms of covering the structure to be built and all material and equipment which is
intended to become a permanent part of the subject structure. There are, of course some,
exceptions that pertain to items such as underground works. Some policies cover it and some

exclude it from property covered.
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Builders Risk policies tend to vary significantly in terms of coverage for property such as

scaffolding, faleswork, equipment, tools, temporary structures, underground works, etc. Certain
policies may include this type of property in the insuring agreements, providing such property
was included in the reported values. Other policies may limit or altogether exclude the
aforementioned types of property including existing structures.

Many construction projects involve the renovation or rehabilitation of structures. Many
Builders Risk policies exclude existing structures and with respect to a renovation project. This
may represent a significant gap in coverage if the existing structure is not listed as covered
property. In any event, the policy in force at the time of the loss governs and thus the evaluation
of the loss begins with and is limited to the type of property which is covered.

IV.  Valuing the Loss

The next phase of the loss adjustment process deals with the valuation of the covered loss
and damage. This phase requires a careful examination of the loss determination clause of the
policy and other provisions which may affect the recoverability of a given element of the claim.
The first consideration in this phase is to establish the scope of loss or damage. In other words, an

assessment of the extent of damage and the scope of repairs that will be required to restore the
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structure to the physical condition that existed immediately prior to the loss. This is typically
accomplished by a team of personnel which may include some or all of following professions:
architects, engineers, estimators and other building trade consultants.
At the core of a comprehensive and complete recovery is a precise and detailed scope of loss and
damage on which basis cost estimates will be prepared. Any loss of accuracy in this phase of the
process will adversely impact the amount of the recovery. Having established a well defined and
comprehensive scope of the necessary repair and restoration of the damaged property, values are
then assigned based on the “Loss Determination” or “Valuation” clause of the subject policy.

Property policies, including Builders Risk policies are written on either a “replacement
cost” or an “actual cash value” basis. While the concepts of replacement cost and actual cash
value may appear to be rather straight forward, nothing could be farther from the truth or reality.
A. Replacement Cost Basis

The vast majority of Builders Risk policies are written on a replacement cost basis.
However, there is often no specific definition or formula in the Builders Risk Policy for
measuring or valuing a loss. The policy definition of “replacement cost” is the full cost to repair
or replace insured property without deduction for depreciation. Typical language is as follows:

Valuation

o. The value of property owned by you will be the replacement cost of that
property without deduction for depreciation. This provision replaces the
valuation provision in the Commercial Inland Marine Conditions.

We will not pay on a Replacement Cost basis for any “loss”,
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(1) Until the property sustaining “loss” is actually repaired or
replaced, and
(2) Unless the repairs or replacement are made as soon as
reasonably possible after the “loss”.
b. We will not pay more for “loss” on a Replacement Cost basis than the least of:

(1) The Limit of Insurance applicable to the property sustaining
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“loss”.

(2) The cost to replace such property with other property of
comparable material and quality which is used for the same
purpose

3) .

(4) The amount you actually spend that is necessary to repair or
replace Covered Property which sustains a Covered Cause of
Loss.

However, when a project is damaged, there is often a question as to what costs actually constitute
the “full cost of repair or replacement”.

1. Installed Versus Actual Replacement Cost

In determining “Replacement Cost”, it is not uncommon for the insurer to attempt to base
its loss measure on the value of installed costs at the time of the occurrence. For instance, the
adjuster would review the ATA G702/3 report which reflects the installed costs at a certain point
in time, and would also examine contractor payment requisitions, invoices, etc., and rely on

values obtained from this process in establishing the replacement cost of the loss. However, does
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this type of valuation actually represent true replacement cost? Probably not. If a loss were to
occur in a course of construction project in the very early stages, the difference between installed
costs and replacement cost may not be that significant. However, in the vast majority of losses,
this is not the case. There are typically a multitude of factors which impact what the actual costs
will be to repair or restore the damaged property. For example, bids and estimates for the original
project are typically made months prior to the commencement of the project. In view of this, and
depending on the stage of completion of the project at the time of the loss, it is reasonable to
expect that there would be an increase in labor and material costs. Also, it is an axiom in the
restoration business that the cost of making selective repairs in an existing structure are
significantly much greater than costs incurred in new construction. The explanation is that means
and methods associated with new construction following a set of plans designed for maximum
efficiency are usually much more cost effective than working around and restoring an existing
building or contract works.

The usual and customary practice of determining replacement cost takes into account
actual costs, measured at the date and time of the occurrence that will be required to affect the
necessary repair and restoration. However, the exposure in a course of construction loss does not
end with the physical damage to the structure and covered property in place at the time of the loss.
Accordingly, when evaluating the replacement cost or the amount of the loss, due consideration
must be given to the increased costs to complete the remainder of the project.

2. Time Impact Costs

When a project is delayed as the result of the loss, especially when the duration of the

delay is lengthy, this often has a significant impact on the cost to complete the project. There are
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a number of factors which account for this. First and foremost, the construction schedule or
critical path is altered and thus the downstream trades must re-adjust their schedules. The ripple
affect of this may result in substantial inefficiencies and additional costs. For instance, certain
subcontractors may not be available or able to meet the new construction schedule for completion
of the project. Therefore, replacements have to be substituted in and typically their bids will be
higher for a number of reasons, including but not necessarily limited to the availability and cost of
labor, material price escalation, and changes in general conditions requirements and related
seasonal issues. Regarding seasonal impact, take for an example a situation where the pre-loss
construction schedule had concrete roof slabs being poured in warm weather. Due to the loss and
ensuing delay in the schedule, the concrete pours will occur during winter months. The affect is
that general conditions and other job requirements will change drastically, and thus the cost of the
work will increase commensurately.

As indicated, there are a multitude of factors which give rise to increased costs to
complete the project. This, however, is a very contentious issue with the underwriters of Builders
Risk policies and there is often a great deal of resistance to indemnifying this type of loss. The
argument is that the policy provides coverage only for the structure which is in place at the time of
the loss and not to increased costs in connection with the completion of work which had not been
performed at the time of the loss.

The counter argument and justification in support of coverage is based on the premise that
the policy insures the entire project. Limits of liability are written on the basis of the completed
value of the project and premiums are assessed accordingly. Furthermore, the risk of loss

(increased cost to complete the project) following a loss to the project is a very foreseeable event
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and thus contemplated in the intent of the scope of Builders Risk coverage. With respect to the
concept of “actual loss sustained,” if the insurer refuses to not compensate the insured for the
increased costs to complete the project, the insured is not made whole as is intended by the policy
and contemplated for in the premium. Accordingly, Builders Risk coverage should be interpreted
to include the increased costs to complete.

In recognition of the intent to cover the increased costs to complete, as well as the direct
physical damage to the existing structures, some insurers have added an endorsement referred to
as an Escalation Clause. This clause specifically provides for increased costs to complete the
project in addition to the costs to repair the physical damage. The placement of this type of clause
in the policy therefore eliminates any question as to its intent to provide coverage as described. Its
purpose however is to sub-limit the coverage for increased costs. In the absence of such a clause
or sub-limit, the insured would have the total policy limit available for the increased costs to
complete the project.

While many insurers have resisted affording coverage for increased completion costs, in
practice, this element of the loss is usually paid. Aside from the coverage issue, the measurement
of increased costs is often a contentious issue. Given the coverage and measurement issues which
frequently arise in the course of the loss adjustment process, the amount paid by the insurer is
typically a negotiated figure. Therefore in measuring the replacement cost of a loss, due
consideration should therefore be given to increased costs to complete and they should be

included accordingly in the loss valuation.
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3. Code Compliance Costs

Another element to be considered in the determination of the replacement value of the
damaged property is costs associated with code compliance. This element of potential loss is
specifically addressed in most Builders Risk policies. However, in most policies, these costs are
specifically excluded.

An astute broker, underwriter or insured will add code compliance coverage, which is
often referred to as “Law or Ordinance”, to the policy by endorsement. Typical policy language is
as follows:

Ordinance or Law
If a Covered Cause of Loss occurs to Covered Property at the premises described in
the Schedule we will pay for:
(1) Loss of Value, meaning the loss in value of the undamaged part of that
property as a consequence of enforcement of any ordinance or law that:
(a) Regulates the construction or repair of property, or establishes
zoning or land use requirements at that premises,
(b) Requires the demolition of parts of the same property not damaged
by a Covered Cause of Loss, and
(c) Is in force at the time of loss.
(2) Demolition Cost, meaning the cost to demolish and clear the site of
undamaged parts of the described property caused by enforcement of building,

zoning or land use ordinance or law.
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(3) Increased Cost of Construction, meaning the increased costs to repair, rebuild
or reconstruct damaged parts of the Covered Property caused by the
enforcement of building, zoning or land use ordinance or law following a
Covered Cause of Loss.

In many cases, however, code coverage is not written as there is a perception that such
coverage would not be necessary in the event of a loss to a building under construction. This
cannot be further from the truth, as, code compliance costs are a major issue in the vast majority
of claims.

A very common factor which gives rise to increased costs associated with code
compliance is the application of higher standards or requirements ordered by building inspectors
and/or the Fire Marshall following a loss. This is particularly true where life-safety issues are
involved. Simply because the plans and designs were code compliant and signed off on by the
appropriate jurisdiction, does not necessarily mean that code requirements will not be an issue in
connection with the repair of the damaged property and in connection with costs to complete the
project. A case in point involves a fire loss to an apartment building which was still in the
framing stages at the time of a major fire, and which destroyed 75% of the existing installations.
The City Building Inspector re-visited the original plans which were approved by the city and
then required a much higher level of code compliance to complete the project.

A more extreme example of code compliance is a situation where the city required the
project owner to purchase a special fire engine which would be capable of maneuvering through
parking deck ramps. This followed a fire which was difficult to fight because the standard fire

trucks could not access the core of the building where the fire originated given the manner in
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which the means of ingress and egress were designed.

Furthermore, increased costs may be the function of a change in the applicable code since
the time that the plans and designs were initially approved. Take for example a situation where a
fire occurs 18 months into a project with 2 year duration. It is likely that the code may have
changed, thus setting new requirements for the re-build and completion of the project; and

substantial costs may be associated with complying with the new standards.
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In summary, any and all costs associated with code compliance should be factored into the

replacement cost of a loss. Of course, it is necessary to have the proper coverage in place in order
for these costs to be indemnified.

4. Profit and Overhead

An additional component of replacement cost valuation entails contractor’s overhead and
profit. For the most part, valuation clauses in Builders Risk policies contain specific language
affording coverage for reasonable overhead costs and profit. Some policies will allow overhead
and profit but limit it to the amount or percentage charged by the contractor as spelled out in the
construction contract. The following is a sample of typical policy language which deals with
overhead and profit:

We will pay for direct physical “loss” to Covered Property caused by any of

the Covered Causes of Loss.

1. Covered Property, as used in this Coverage Form means:
a. Buildings and structures described in the Schedule and
located at the premises specified in the Schedule in the course of

construction, including the cost of labor and, if applicable, “earned
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profit” as specified in the construction contract. This includes
foundations, underground pipes and wiring, machinery and
fixtures, and similar property that has become or is intended to
become a permanent part of the building(s) or structures(s).
Accordingly, in most cases, coverage for overhead and profit is not at issue, however, the
measure may be. Problems often occur where the policy does not stipulate specific coverage for
overhead and profit. Insurance carriers typically operate under the premise that the insured is not
entitled to profit from a loss on the basis that this is contrary to and in conflict with public policy.
While the concept of an insured not profiting from a loss per se may be true, there is
certainly a distinction between this and a situation where the contractor, a named insured, is
performing the remediation work. The concept of an insured “profiting” from a loss relates to a
situation where a claim is made in excess of the insured’s real economic losses, or in excess of
reasonable amounts from which a “windfall” will be generated. However, where the contractor is
performing work and utilizing resources, he is entitled to these costs plus a reasonable profit. The
profit earned under these circumstances is by no means a “windfall profit.” Therefore, the profit
component of the remediation costs represents a compensable element of the replacement cost
value.
B. Actual Cash Value Basis
As previously indicated, the vast majority of policies are written on a Replacement Cost
basis. However, many policies are still written on an Actual Cash Value (ACV) basis. It is
advisable to avoid ACV basis policies as they present many unique issues and challenges in

perfecting a claim with the objective of making the insured whole. However, while this may be
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sound proactive advice, when a loss occurs, one must deal with the policy in force at the time of
the loss.

The term “Actual Cash Value” is typically not defined in property policies, including
Builders Risk policies. When the term is defined, the usual definition is:

“The full cost of repair or replacement less physical depreciation and
obsolescence”

When dealing with a Builders Risk loss where the term Actual Cash Value is defined,
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ascertaining values is relatively straightforward, as there would rarely be physical depreciation or

obsolescence associated with a new building under construction. The issue becomes more
complex when the term Actual Cash Value is not defined.

Under this scenario, a host of factors come into play which may have an impact on the
valuation of the loss and the ultimate recovery. In most states, the meaning of Actual Cash Value
is subject to the Broad Evidence Rule. This permits the appraiser to take into account a multitude
of factors such as age and condition of the subject property, use and occupancy, market value, etc.
There is no formula for measuring the adjustment based on Broad Evidence rule; therefore, the
evaluation can be very subjective.

In so much that physical depreciation is not a factor in the course of construction project,
market value can be. A case in point is a mixed use project with plans for high-end commercial
and residential occupancy which was developed during an economic boom and a major loss
occurred during an economic downtime. In that situation, for purposes of determining the actual
cash value of the loss, the insurance company obtained a market value appraisal based on an

income approach which yielded a value considerably less than the cost to repair/replace the
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damaged structure. Accordingly, the insurer tendered an offer based on the appraised market
value which would have left the policyholder in a situation where there would not have been
sufficient funding to repair the damage. Furthermore, the loss also included significant increased
costs to complete the project. The insurer rejected these expenses on the basis that market value
equals actual cash value and thus the recoverable damages were limited to the actual cash value,
based on the market value approach.

There was a favorable conclusion to this situation as the policy in this case defined Actual
Cash Value as Replacement Cost less physical depreciation and obsolescence. Although the
insurer initially attempted to stand on its market value approach, the carrier eventually withdrew
its resistance, in light of case law in California which did not support the carrier’s position.

When dealing with an Actual Cash Value policy, insurers typically make other assertions
that will impact the valuation such as excluding overhead and profit from the loss measurement
and applying obsolesce to a situation where code upgrades are required and the policy does not
afford law or ordinance coverage. In view of this, valuing a loss under an Actual Cash Value
policy can be quite challenging and may require creative solutions.
C. Exclusions Impacting Valuation

Loss valuation and recovery may be impacted in a number of other policy provisions.
Three key provisions which are frequently encountered relate to the defective workmanship and
design exclusion, code exclusion and coinsurance. The matter of Law and Ordinance/Code
Compliance has previously been addressed, therefore, the balance of this discussion will focus on

the defective workmanship exclusion and the policy condition of coinsurance.
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1. Defective Design and Workmanship Exclusion
Regarding defective design and workmanship, this represents what can be a substantial
limitation in the recovery of a loss. The typical policy language reads as follows:
We will not cover losses caused by:
Defective, deficient or flawed workmanship or materials, or for

expenses to redesign or revise flawed or defective plans or
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architectural designs.

But we will pay for “loss” to other Covered Property that results from such
defective workmanship, materials or design provided such loss or damage is

not otherwise excluded in this policy.

Translated, this is intended to exclude costs associated with making good defective
design, workmanship or materials. The provisions, however, gives an exception to the exclusion
by affording coverage for ensuing losses.

The usual and most contentious adjusting issues arise in connection with delineating the
defective component form the ensuing loss. For an example, a parapet wall collapsed on to the
roof of lower level which was part of the subject building, causing significant damage to the roof
and interior portion of the building. The cause of the collapse was determined to be defective
workmanship based on the manner in which the parapet wall was fastened to the building.

The insurer took the position that the entire wall was defective and thus the cost of
replacing the wall was excluded. Coverage was afforded for the roof and interior damage as this

was considered ensuing loss by a covered peril, i.e., falling objects. The insured contended that
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only the cost of the mechanical fasteners, which were determined to be inadequate, should be
excluded and that all other loss - - including the wall — should be covered. In the final analysis, the
carrier did pay for the wall and excluded only the cost of the proper fastening system that was
required.

In another case, the installer of an outdoor chiller unit failed to hook up the electric
insulating device which prevented the pipes in the unit from freezing. During the winter months,
the pipes froze and ruptured causing significant damage to the unit. After conducting an
investigation into the cause, the insured denied the entire claim on the basis of the defective
workmanship limitation. The insured contended that the “freeze” was an ensuing covered cause of
loss and thus the resulting damage should be covered. The insured filed suit and the case against
the insurance company is currently pending. The defective design, workmanship and material
provision are perhaps the most frequently encountered exclusion/limitation in the context of
Builders Risk losses. There are other exclusions and limitations which can impact the recovery
which must be carefully analyzed as to their meaning and application to a given situation.

2. Coinsurance Limitation

A rather arcane but significant condition which resides in a property insurance policy is
coinsurance. This is a mechanism by which the insurer limits its liability for a given loss based on
the ratio of reported values to actual property values. The effect of this is that, if the insured does
not report the full value of its property, on which basis the premium is calculated, the insurer will
not be liable for the full amount of a loss that the insured may sustain.

In the context of a Builders Risk Policy, coinsurance is typically written on the basis of a

100% requirement. This means that the insured must carry an amount of insurance equivalent to
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the completed value of the property at risk. The following is an example of typical policy
language:

Coinsurance

In the event of loss or damage to the insured property, the Company shall

be liable for no greater proportion thereof than the job location Limit of

Liability, Clause 3(a) bears to the actual cash value of the property (in
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accordance with Valuation, Clause 7) at the date of completion.

To illustrate, if the reported value of a project is $10,000,000 and the insured carries
$10,000,000 or more in coverage, any sustained losses will be paid in full. If for instance, the
insured carried only $8,000,000 or 80% of insurable value, in the event of a loss, the insured will
recover only 80% of the amount of loss and will be a coinsured for the remaining 20%, of the
actual loss sustained.

This typically does not present itself as an issue in the early stages of a construction
project, as the reported value is typically based on the anticipated completed value or contract
amount. However, as the project progresses, and change orders are issued or other factors occur
which serve to increase the final completed value; the project begins to fall into an underinsured
condition. A prudent broker or insured will monitor this and report increases in value to the
insurer as the construction progresses. However, this rarely occurs and thus values are frequently
not consistent with the amount of insurance carried; and consequently this translates into a
coinsurance penalty against a loss. It is not unusual to see projects go over budget and/or the

value increased significantly through change orders. Accordingly, coinsurance is frequently an
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issue which may have a very adverse impact on the recovery leaving the policyholder with
significant uninsured losses.
IV.  Delay in Opening/Soft Cost Coverage

The next major element of a Builders Risk exposure deals with the Delay in Opening
Coverage, or what is also known as “Soft Cost” coverage. The risk of loss to a course of
construction project entails not only physical loss or damage to the project, but also a “time
element” exposure which is a consequence of a delay in completing the project. In response to the
time element exposure, Delay in Opening/Soft Cost coverage was developed to indemnify the
insured(s) against income and other types of financial losses that are a function of the delay.
Endorsing this type of coverage to the Builders Risk policy is more the rule than the exception
given the substantial loss exposure for the owner and contractor in most commercial construction
projects.

Furthermore, banks and other financial institutions providing funding for commercial
projects may also require the owner to carry this type of insurance. This is due to the fact that the
funding for many projects is provided not only for the hard costs of the structure itself, but also for
the development costs. This concept of a project financed deal is based on the assumption that
anticipated revenue streams generated by the operation of the project will cover the loan
payments or debt service. Therefore, the insurance mechanism by which lenders protect their
financial interests in the event such revenue streams are interrupted as a result of a delay in the
completion of the project is Delay in Opening or Soft Cost Coverage.

In simple terms, Delay in Opening covers additional costs incurred by the insured in the

event that a covered cause of loss, resulting in physical loss or damage, causes a delay in the
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completion of the project. A caveat is that these must be expenditures resulting from the delay
which would otherwise not have been incurred. Examples of some of the more typical Delay/Soft

Costs which are covered by the endorsement include:
» Interest on loans or on money borrowed to finance the repairs
* Real Estate taxes

* Consulting fees
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» Legal and Accounting fees

* Architectural and Engineering fees

* Advertising, Marketing and Public Relations fees

There are other examples which are typically not considered or provided for in the
underwriting of the Delay in Opening coverage, which are very critical, to a comprehensive

Builders Risk policy such as:

» Extended General Conditions

* Developers Overhead

» Fees for renegotiating leases

* Bond Interest

* Refinance charges

» Tax Credits (i.e. Historic, New Market, Housing)

As indicated, Delay in Opening coverage is often endorsed to include Business Income
and Rental Value coverage. Business income coverage would apply to a situation where the
occupancy of the project is intended to be a mercantile, manufacturing or other type of operation

that derives revenue from sales or service and such revenue stream is delayed due to a covered
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loss. Rental value coverage is applicable where the anticipated revenue is to be derived from
tenant occupancy and is delayed by a covered loss.

A. Valuing Soft Costs

The measurement and evaluation of delay costs, other than Business Income and Rental
Value, is a relatively straightforward exercise, although this is not to say the valuation process is
not without challenges. For instance, when a project is totally pre- leased, the anticipated rental
income can readily be measured. However, where the project is not pre-leased, estimating what
level of occupancy will be achieved can be challenging. Other issues that are typically
encountered and have to be resolved deal with the projected “normal” expenses that would have
been incurred had no loss occurred. There are often disputes with the insurance carrier as to which
methodology represents the most accurate means for projecting “normal” levels of expenditures.
Also, there are often disputes as to the cause of the incremental or extra costs. In other words, is
the increase in the expense during the delay period directly related to the physical damage and
ensuing delay or are there other factors not related to the loss which caused an increase in the
expense. These other factors are often referred to as “indirect” or “consequential” losses and they
are frequently the source of a great deal of controversy.

The evaluation of a Business Income loss is typically quite complex and entails a
multitude of issues which can present significant challenges. First and foremost, perfecting a
Business Income claim requires a projection of what the future earnings of the business would
have been had no loss occurred. To illustrate the potential difficulties, take for example a project
with a two year duration or completion schedule, and a loss occurs in the first 6 months of

construction and causes a 12 month delay in the completion of the project. Measuring the
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Business Income loss requires making a determination of what revenues would have been
generated by the business and what expenses would have been incurred over a time frame 2 to 3
years in the future.

Rental Value or Rental Income losses, relatively speaking, are not quite as challenging as
Business Income. This type of loss measure is based upon the rental income expected to be

derived from the tenant occupancy. Typically, there are a number of sources which can be
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utilized to measure rental income including budgets, pro formas, and letters of intent, and even

signed leases, in some cases. Similar types of documents are usually available as a basis to aid in
the measurement of a Business Income loss. However, the potential parameters of a rental value
loss are limited by the square footage which is available to rent and in many cases, rental rates are
predetermined or reasonably approximated by the time construction begins on the project. In
contrast, revenue streams expected to be derived by a mercantile, service or manufacturing
concern are subject to an endless number of economic and market variables.

An interesting and often contentious issue in the measurement of Business Income, and
particularly Rental Value losses is that of the concept of “planned level of operations” versus
“ramp up to expected levels of operations™ as the basis for measuring the loss. For instance, take a
project intended for tenant occupancy, such an apartment building. Had no loss occurred, tenant
occupancy would commence upon the completion of the project and would ramp up over some
period of time until full practical occupancy was achieved. For discussion purposes, assume 6
months to full occupancy. During the course of construction, a loss occurs which delays the

completion of the project for 8 months. As will be discussed later in greater detail, coverage for a
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delay loss commences at the anticipated completion date and runs through the actual completion
date.

If the rental income loss were to be based on anticipated revenue anticipated during the 6
month ramp up, this methodology would not make the insured whole or fully indemnify the
insured for the actual loss sustained. The explanation is that at such time that the project is
completed, in this example 8 months after the planned completion date, the ramp up will begin at
that point and run for 6 months (and perhaps longer) due to loss of marketing momentum
resulting from the delay. Had no loss occurred, the project would have been at full practical
occupancy generating revenue based on full absorption.

Hence, the delta between “revenue based on full absorption” and the “actual revenue
achieved during the ramp up” would represent a non- recovered loss sustained by the owner.

When a delay occurs in the course of construction, the true impact or actual loss sustained
is that revenue which would have been generated at the planned level of operations or full
occupancy for the time period equivalent to the delay period. Accordingly, when calculating a
rental income or earnings loss under a Builders Risk form, the evaluation should capture the
revenue which would have been earned at the planned level of operations for a period of time
equivalent to the delay period. This applies to the measurement of potentially saved operating
expenses as well as revenue.

B. Period of Indemnity

Having discussed the means and methods for measuring an income or rental value loss
under a Builders Risk policy, there are certain other key considerations which must be examined.

As previously indicated, coverage for delay-related losses commences with the anticipated
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completion date of the project and ends at the actual completion date, or the time at which the
project is ready for planned operations. This time frame is referred to as the “Period of
Indemnity.” As with most other issues in the measurement and adjustment of a Builders Risk
loss, the determination of these dates can represent a very challenging and contentious issue. The
outcome of the measurement of the delay period can have a significant impact on the amount of

the insurance recovery.
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With respect to the anticipated completion date, the potential magnitude of the issue is

often a function of the stage of completion the project has achieved at the time of the loss. In a
situation where the project is within a few months or weeks of completion when the loss occurs,
the anticipated completion date is more readily assessed. However, when the project is in the
early stages, the task of identifying the anticipated completion date is much more difficult.

The construction contract and revised CPM’s represent source documents which are
utilized to help assess the anticipated completion date. However, there are a multitude of factors,
including but not limited to, weather, design problems, labor issues (such as availability and
strikes), material availability issues, issues obtaining sign offs from building inspectors etc.,
which can impact the anticipated completion date. In order to perfect a delay claim, this critical
date has to be determined and resolved with the insurer. In some cases, there are policies which
set forth the anticipated completion date in the declarations. Where the date is established by
endorsement, this does not necessarily mitigate or eliminate the problem. Unless the endorsed
completion date has been updated periodically to reflect changing circumstances in the
construction of the project, the policy anticipated completion date may not be favorable for the

policy holder.
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For instance, if the project is ahead of schedule and a loss occurs, this may be detrimental
to the owner because the delay coverage will not be in force until a future date beyond the
anticipated completion date. This will have the effect of creating a gap in coverage between the
anticipated completion date and the policy endorsed completion date. On the other hand, if the
project is behind schedule at the time of the loss, having a date set in the policy could be
advantageous to the insured.

The fact is the vast majority of policies do not set the anticipated completion date in the
declarations. Therefore, the matter of determining and establishing an agreed date with the insurer
is a factor in almost every loss adjustment.

The second parameter in determining the coverage period for the measurement of the
Delay or Soft Cost loss is the actual completion date. This can be equally as contentious as the
determination of the anticipated completion date. After a loss, the insured has an obligation under
the policy to act with due diligence and dispatch in effecting the repairs and restoration of the
damage. Failure to do so will result in a coverage period which is less than the time actually
required to complete the repairs.

Following a loss, the number of factors which could impact the actual completion date is
endless. Initially, the insurance company undertakes an investigation of the cause of the loss to
assess not only liability under the policy, but also potential subrogation. The insurer also requires
time to measure the extent of damage so as to establish its loss exposure. This process could take
months and the time taken should be included in the determination of the delay period. Insurance
companies typically resist this concept but the fact of the matter is that the insured cannot move

forward with the repairs until the insurance company has had the opportunity to complete its
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investigation and evaluation of the loss. If the insured were to move forward prior to this, the
insured could technically be in breach of the policy condition which requires the damaged
property to be made available for inspection at any time by the insurer, and the condition that the
insured will not take any action which would prejudice the insurer’s subrogation rights. The
insured could also prejudice its own rights under the appraisal clause of the policy if it were to

effect repairs prior to there being an agreement as the amount of loss and damage as the evidence
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1.e. the physical damage is no longer available for inspection and evaluation by the designated

appraisers. Yet the insurers routinely expect the insured, directly or indirectly, to move forward
and assume these risks of policy breaches. This is evidenced by the fact that, in many cases,
insurers resist including investigative and loss adjustment time in the determination of the period
of indemnity.

There are a number of other factors, such as weather, availability of subcontractors, labor,
and material, which come into play after a loss. Where a subcontractor(s) has other jobs
scheduled, it may not be available when the project is brought back to the stage where its trade
would resume construction. In a situation such as this, either the subcontractor must be replaced
or the project delayed until such time as the subcontractor becomes available. The rule, which is
supported by case law, is that factors outside of control of the insured should be factored into the
determination of the period of indemnity.

If an insured utilized the loss as an opportunity to redesign the project and/or make
unplanned modifications, or if the insured took an inordinate amount of time to decide if and

when the project would be restored, this time would not be factored into the period of indemnity
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as the cause is not directly loss-related and such actions are deemed to be within the control of the
insured.

Whether a delay is within or outside of the control of the insured can also be a contentious
issue. An example is a case where the delay was increased significantly due to excessively hard-
line positions taken by building inspectors. In that case, several sign-offs were delayed by the
building inspectors, particularly in connection with life safety trades. As a result, the certificate of
occupancy was delayed for several weeks. The insurer argued that this loss was “in the control of
the insured” as not being able to meet the required standards to obtain sign off was the fault of the
contractor. The real explanation was that the Department of Building Inspections was applying
much higher standards in all cases as a consequence of a fire which resulted in fatalities and
possibly could have been prevented had the life safety systems operated properly. In cases where
the project is actually completed, it is the opinion of this author that it becomes the burden of the
insurer to prove that the insured did not act with due diligence and dispatch in effecting the repairs
and completing the project. In doing so, it is the burden of the insurer to identify the factors
which contributed to the delay, but were not a direct result of the loss; and to prove the extent to
which the actual completion date was delayed by the non loss related factors. This is not to say
that the insurers agree with this approach; however, if a loss is to be settled, the period of
indemnity must be resolved. As with all other issues, resolution comes through negotiation,
appraisal or litigation, as discussed below

C. Expediting Coverage

Course of construction delays due to major losses can have potentially severe

consequences to the owner that go well beyond the scope of what a Delay in Opening policy will

64



cover. A case in point is where a prospective tenant had signed a lease and terminated its existing
lease in anticipation of taking occupancy in the new building. As the result of a collapse in the
early stages of construction, the project was delayed for several weeks. A provision of the lease
required the owner to pay hold over rent as well as other costs in the event the building could not
be turned over to the tenant by a specific date. The value of the hold over rent and other expenses

was in the millions of dollars, but was not covered by Delay in Opening coverage.
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To minimize or eliminate this type of exposure, which could result in substantial

economic losses as well as a considerable loss of good will, an asset which is never insured,
Builders Risk policies contain a provision known as “expediting” coverage. The typical language
reads as follows:
Expenses to Reduce Loss
We will pay all expenses you incur that actually reduce the “loss”. But we
will not pay more than the amount by which the “loss” is actually reduced.

This coverage pertains to and indemnifies the insured for costs incurred to accelerate the
project and minimize, if not eliminate, the delay which would otherwise occur as a result of the
damage. This could be achieved by means of working over time, weekends, expediting shipment
of materials, etc.

The key issue associated with this provision is that the insurer’s liability is limited to the
extent to which the expenditures reduce the amount of the loss which would otherwise be payable.
In other words, a dollar for dollar savings must be achieved. To perfect a claim and recovery
under this coverage, it is necessary to generate a loss proforma. This is a calculation which

demonstrates what the covered economic loss would be if the restoration work and completion of
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the project was not accelerated and performed in accordance with the base schedule. To the
extent that the loss is reduced, the insured can recover its acceleration or expediting costs.

The utilization of this coverage can and has been a very effective means of reducing
significant loss exposures. In many cases, the loss of good will and loss of marketing momentum
caused by a delay could have enormous adverse consequences for the owner. In some cases,
lengthy delays could result in a total failure of the project to achieve its planned objectives.
Accordingly, it is imperative to utilize this coverage to its fullest extent in a post-loss recovery
plan.

V. Settlement of the Loss

The vast majority of Builders Risk losses settle amicably through the usual and customary
adjustment process. When a dispute arises in connection with coverage and/or valuation issues
which preclude an amicable settlement, alternative forms of dispute resolution must be pursued.

All property polices including the Builders Risk policy contain specific conditions for
dispute resolution. Where the dispute entails a valuation or loss measurement issue, the policy
sets as a condition for resolution, the appraisal process. This process can be described as an
informal arbitration. The policy condition which sets forth this process typically reads as

follows: (CP 00 20)
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The policy language is self explanatory in terms of the mechanics of the appraisal process
which is usually a rather efficient and expedient means for resolving loss valuation disputes. In
fact, it may be the only option for resolving a claim where there is no coverage issue and only a
dispute over the amount of the loss. When an insured attempts to litigate a disputed loss measure,
most insurance companies will move to have the suit dismissed. They do so on the grounds that

the policy provides for a remedy for disputed claims involving the determination of the amount of
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the loss and most judges will agree.

In a situation where there is a denial of liability for the loss or the dispute entails a policy
coverage issue, the Appraisal Condition does not apply and litigation is then the only means for
resolution of such disputed coverage. All property policies also provide for a condition for
bringing legal action which reads as follows:

The Legal Action Against Us Condition is replaced by the following:

Legal Action Against Us

No one may bring a legal action against us under this Coverage Part unless:

1. There has been full compliance with all of the terms of this Coverage Part; and
2. The action is brought within 2 years after the date on which the direct physical

loss or damage occurred.
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Insurance companies demand strict compliance with this condition and will often move to
have suits dismissed when they are filed prematurely, meaning that a bonafide/irreconcilable
dispute did not exist at the time suit was filed. In many cases, an insured will become impatient
with the adjustment process or believe that the insurance company is not acting in good faith and
does not intend to fairly settle the claim. Suit is filed at this time and under these circumstances,
the insurance companies are often successful in having the case dismissed.

VI.  Conclusion

It is evident throughout this discussion, that almost every element of a given claim can be
a source of controversy between the insurer and the insured. One explanation is the fact that
insurance policies are typically vague and extremely ambiguous with respect to the meaning and
intent of the various conditions, provisions, etc. Ambiguity, however, in the manner in which
policies are written may be advantageous as well in that it affords the opportunity or facilitates
coverage for various elements of a loss under different aspects of the policy. It is not unusual at all
for one element of a claim to be covered under multiple insuring agreements in the policy.

Accordingly, when evaluating a loss and developing a claim, careful consideration should
be given to this concept. The policy should be carefully read and a determination made as to
which insuring agreements could cover a given element of the loss. For instance, consider a
situation where the contractor incurs costs not covered under the Property Damage (hard costs)
section of the policy. To the extent that such costs cannot be passed through to the owner, the
contractor’s profit will be reduced commensurately. Where Business Interruption coverage is
available to the contractor, such costs could be compensable as a reduction of earnings. From the

owner’s perspective, where certain economic losses are sustained which are not specified as a

68



covered item, such losses could be recovered under the Business Income coverage if applicable.
Because of the inherent ambiguity in insurance contracts, there are many ways to minimize
uninsured or uncompensated losses to the policy holder. Creative thinking and insight will often
yield solutions to coverage gaps and related issues which could otherwise result in uninsured
losses. This is not to suggest that every loss can or is actually intended to be covered. Rather, that

in many cases, the full extent of coverage offered by the policy is not utilized and thus, many
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losses are not recovered as they could be.

The concept of loss valuation cannot be analyzed and discussed in a vacuum. A host of
other factors, such as the interests of the insured parties, the type of property covered, the basis of
loss determination, policy limits and sub-limits are all intertwined and play an integral part in the
manner in which a loss is evaluated, measured and the claim perfected. We have attempted to
address each of the relevant factors here, but have only touched the surface of this topic.
Hopefully, we have conveyed the point that the evaluation of a Builders Risk loss is highly
complex and challenging. A successful recovery of a Builders Risk insurance claim requires a
great deal of expertise across a multidisciplinary field of consultants, adjusters, accountants,
attorneys and others. The moral being, a layman in the field of Builders Risk coverage and loss
adjustment is well advised to seek professional assistance and not undertake the process on its

own.

69



Notes

This file is set up for duplexed printing. Therefore, there are pages that are intentionally left blank. If you
print this file, we suggest that you set your printer to duplex.

70





