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Okay, gang, listen up!

Iere’s the scenario.
time and you are trying to figure out
how much liability insurance you
should purchase for your company.
Got it? Okay, now let's have a show
of hands from everyone who believes
that two very important elements
that must be considered when
making this decision are (1) what
your liability limits on past expired
policies were, and (2) what limits
you plan to purchase in future years.
Well, imagine that. Not a single
hand showing.

1t’s renewal

All right, let’s try another
one. Let’s say that your company
(Company A) and your competitor
across the street (Company B) made
an identical product from 1989 to
1999 and, lo and behold, both
products developed exactly the same
defect, causing liability claims in the
amount of $50,000,000 against each
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“That s the effect of living backwards, ” the Queen said kindly:
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“it always
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before they happen.

"Ut5 a poor sort of memory that only works backwards, ” the Queen remarked.

Lewis Carroll, 7%rough the Looking Glass, Longmeadow Press, 1982.

company. Further, let’s assume that
Company A purchased $1,000,000 in
primary coverage each year for 10
years. In addition, it bought an
additional $2,000,000 of umbrella
coverage in 1989 and 1990 (a total
of $3,000,000), an additional
$1,000,000 in 1991 and 1992 (a
total of $4,000,000), and an
additional $2,000,000 in 1993 (a
total of $6,000,000) for the
remaining six years. The total
coverage for the 10-year span
equaled $50,000,000.

At the same time, Company
B across the street purchased
coverage only in 1995. Its coverage
was a $1,000,000 primary CGL with
an umbrella of $49,000,000 on top
of that.

Finally, let’s assume that
while the claims were all made in the
year 2000, the damage that resulted

in those claims happened between
1989 and 1999, although it is
impossible to determine in which
specific year the damage occurred.
Now let's have another show of
hands. How many of you believe
each company should have
$50,000,000 in coverage applicable
to these claims? Remember now,
these policies promise to pay “all
sums” that the insured becomes
legally obligated to pay as a result of
bodily injury or property damage
during the policy period. About half
of you, I see. I presume that means
the rest of you either think there will
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TEXAS — Aocordmg to the insurance Serv;ces Office, Trop:ca¥ Storm Alhson Wthh battered East
Texas and parts of Louns;ana back in June, wm cost property and casua!ty insurers. about $1.2
,bllhon A%most $1 billion of that IS in Texas

,LONDON — H;gh numbers of asbestos claims, pnmamy in the Unlted States, have prompted
Equitas to agam raise its asbestos reserves. According to an article in Business Insurance,
Equitas has mcreased its asbestos reserves by $2.4 billion.

SRI LANKA — In July a farronist aftack of the Bandaranaike International Airport in Colombo, Sri
Lanka, caused what could be one of the iargest hull losses on record. At least 18 peopie were

killed and 11 aircraft destroyed. Officials estimate that damage costs could reach as hxgh as $4OO
mnhon with $350 million of that total being for civil aircraft.

DENVER — The Rocky Mountam lnsuranoe lnformatlon Assocxa’uon said that a June 22 hallstorm
~ caused more than $49 million in damage to the Denver International Airport and some of its
, ,surroundmg communities. More than 9,000 auto claims and 3,500 homeowners claims were ﬂled
and more than 90 p!anes sustamed damage '
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be some disparity in the total amount
paid on behalf of the insured or you
just don’t know. If so, don’t feel bad.
Courts all over the United States are
in the same boat.

Let’s change the hypothetical
a little bit just to try to demonstrate
to you what is really happening.
Suppose that one fine day some EPA
representatives come tap, tap,
tapping, gently rapping at both your
chamber doors. They say something
like this: “We’ve discovered this
entire area is covered with toxic
substances. It’s getting into the
groundwater, and you may be
responsible. As such, under the
Comprehensive Environmental
Response Compensation and
Liabilities Act (CERCLA), you are
jointly and severally liable for
cleaning up all the damage,

regardless of when it happened. Fix
it or we will do so and bill you for
it.” Your engineers tell you it is
going to cost $50,000,000 to clean
up the site.

Now think about the previous
question and let me see the hands of
those who believe each company has
a total of $50,000,000 in coverage
applicable to the damage (assuming
no exclusions apply). Aha, almost all
of you. Unfortunately, the insurance
companies disagree. Here’s the story.

Policyholders say, “Look, my
policies all say they will pay ‘all
sums’ and all that has to happen in
order for those policies to be
‘triggered’ is that at least part of the
total damage must occur during the
policy period. I calculate my
exposures and buy my policies on a
year-by-year basis. Therefore, since
all the policies are triggered, I

should be able to pick any year
during the span of damage and call
upon those insurers to pay all or any
part of the damages.” This is called
“vertical allocation” and is
sometimes referred to as the “pick
and choose” or “joint and several”
theory.

Insurance companies say,
“No, that’s not right. First, you have
to exhaust all the limits of all the
primary coverage you bought over
the span of the damage. This means
that nonsettling primary carriers give
excess carriers an excuse for not
paying. Once the primary has paid,
however, each excess policy
contributes on a pro-rata basis until
cach policy is exhausted.” Think of a
coverage chart that spans the 10
years as a glass container into which
you pour water. The water seeks its
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own level and rises all across the
chronological span of coverage. As
coverage years “fill up,” more water
is pushed to the remaining columns.
This is known as “horizontal”
exhaustion and is sometimes referred
to as the “beaker” theory or the
“bathtub” theory.

As long as the policyholder
gets the benefit of all the coverage it
purchased, it doesn’t particularly
make any difference. Here’s the rub,
however. Some courts have held that
in years in which the policyholder
purchased “insufficient” coverage
(as determined by a special master
appointed by the court), then the
policyholder has to contribute to the
loss in the same degree as that
“insufficiency” bears to the total
damages. So, in our example, let’s
suppose that the special master rules
that both companies could have
purchased $10,000,000 in coverage
for each of the 10 years in question.
Horizontal allocation with a penalty
for under-insurance would then
mandate that Company B receive
only 10 percent of its insurance
proceeds, or $5,000,000. It is held
responsible for the entire $5,000,000
allocated cost in all years except
1995 because it is treated as the
“insurer” of up to $10,000,000 in
cach of those nine years (see Figure
1). Company A, by contrast, would
have to participate in the layers
excess of $3,000,000 and
$4,000,000 in 1989-1992 and would
receive only $44,000,000 in spite of
the fact that it had purchased
$50,000,000 in coverage, all of
which was triggered (see Figure 2).

Had risk managers known of
this potential in 1993, how in the
world would they have decided what
limits to purchase? They would have

Figure 1: Company B
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had purchased in the past with what
might have been available (arguable
at best) and then plan their future
purchases as well. Suppose also that
the maximum limits were calculated
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loss.” If future events proved that
amount to be insufficient, and if
some court determined that higher

Figure 2: Company A
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limits were available, then the
insured would suffer not only the
penalty of insufficient limits but
would also be required to be a co-
insurer in the lower layers.

But as if that were not bad
enough, another element has entered
the picture. That element is insolvent
insurers, of which there are many.
Now some courts are saying that
having an insolvent insurer in any of
these layers of coverage places
policyholders in the same position as
if they had purchased no insurance
at all for that layer. Therefore, they
become subject to the
aforementioned under-insurance
penalty in horizontal allocation. So,
not only must policyholders be
prescient and therefore able to
perceive what limits they will
purchase in the future, they must
also be omniscient and able to know
what limits of coverage were
available in the past and what will
be available in the future. Surely the
only way to do that is with the help
of Alice’s famous looking glass.

In summary, then, under the
“horizontal” theory of allocation,
you must first settle with all of the
primary carriers that issued policies
during the span of the damages, and
then you must contribute with the
excess carriers in any years in which
you are deemed by some judge not to
have purchased adequate coverage.
All this in spite of the fact that you
have paid a premium for every
policy and that every policy, under
its specific terms, is triggered and
responsible for paying “all sums”
which you are legally obligated to
pay as a result of the long-term
occurrence. Make sense? Hardly. €

Robert N, Hughes is founder and
president of Robert Hughes Associates,
Inc.
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NEW BABY AND NEW ACAS

On June 10 the newest
member of our family gave birth to
the newest member of her own
family. Actuarial consultant Judy
Lehnardt and her husband, Michael,
rejoiced in the birth of their first-
born, Michael Andrew. The bouncing

Lehnhardt, w Mo
baby weighed in at 7 Ibs 12 ozs.

In Judy's absence our chief
actuary, Jeanne Camp, ably assisted

Kofi Boaitey, New ACAS

by the newly qualified and recently
returned Kofi Boaitey, is picking up
Judy’s workload.

Kofi recently earned his
Associate of the Casualty Actuarial
Society (ACAS) designation and has
returned to the Dallas/Fort Worth
area after a brief stop in Southern
California. We're glad to have him

back. <@

=

Editor oo ... John R. Oakley
Assistant Editor oo Alice H. Oakley

The RHA Review is published quarterly by
Robert Hughes Associates, Inc. — an indepen-
dent ‘international litigation support, actuarial,
risk management and insurance consulting com-
pany based near Dallas, Texas, with offices in
Houston, Texas,; and London; England. The pur-
pose of this publication is to offer insurance-
related information and ‘¢ritical comment perti-
nent to the clients, friends and fellow profes-
sionals of Robert Hughes Associates, Inc. This
publication ‘is available free to interested par-
ties. The information' contained in this publica-
tion is intended to be general in nature; readers
should obtain professional counsel before tak-
ing any action on the basis of this material.

For more information, contact
John R. Oakley, Editor. -
508 Twilight Trail; Suite 200
~Richardson, TX 75080
Tel. (972) 980-0088.

,Copyi'igh‘t @ Robért, Hughes Associates; Inc.,

2001 All rights reserved.




