The Flood After the Storm:

Eugene Benick*

n August 23, 2005, the National Hurricane Center in

Miami, Florida issued its first advisory about a tropical

storm system 350 miles east of Miami.! The storm over
the next six days would develop into one of the most infamous
hurricanes in American history: Hurricane Katrina. By the time
the storm surge subsided, Katrina left more than 1,500 people
dead,? an estimated $81 billion in damages,? and the city of New
Orleans in ruins. Yet, while the water subsided and the Gulf
Coast attempted to put itself back together, another flood was
surging through the Gulf Region. This flood was a flood of liti-
gation, brought by various insurance policy holders claiming that
their insurance companies were leaving them high and dry. Now,
two years removed from Hurricane Katrina, courthouses across
the Gulf Region are still knee deep in the litigation caused by
this catastrophic storm. While Hurricane Katrina has seemingly
caused litigation over every type of insurance policy imaginable,*
this article discusses the homeowners’ insurance litigation caused
by Hurricane Katrina and explains what impact the Hurricane
Katrina litigation may have on the insurance industry overall.

Homeowners Policies are generally considered “all-risks”
insurance policies.” All-risks insurance covers all fortuitous
losses, unless the policy explicitly excludes a specific loss from
coverage.é When presented in court, the burden is both on the
insured to demonstrate that the incident is within the policy’s
terms and on the insurer to demonstrate the applicability of the
relevant exclusionary clause.” Exclusionary clauses are “excep-
tions to insurance coverage upon which the insurer and insured
have agreed prior to the execution of the policy.”® Due to per-
ceived differences in bargaining power, courts strictly construe

exclusionary clauses against insurers, interpreting any ambiguity
in favor of coverage.’

Insurance companies (“insurers’) generate income in two
ways.!? Insurers make money underwriting risks by receiv-
ing payments (“premiums”) for coverage.!! Insurers also make
money by investing the premiums, placing the money in invest-
ment vehicles which offer both high rates of return and provide
the liquidity necessary to meet any potential liabilities.!? To
make such investments, insurers need to anticipate losses, in
order to set competitive premium rates and ensure that enough
money is available at a given time to cover anticipated expo-
sures.!> Such predictions are possible due to the mathematical
principle known as the law of large numbers.'4

“According to the law of large numbers, as the number of
similar but independent exposure units increases, the relative
accuracy of predictions about future outcomes (losses) based
on these exposure units also increases.”!> An exposure unit is
defined as “a measure of loss exposure assumed by the insurer.”!¢
If the definition of an exposure unit is changed by the judicial
interpretation of a policy clause, then insurers’ calculations made
in reliance on the principle may be incorrect. This could lead to
insurers suffering revenue loss, insolvency, or, in extreme cases,
bankruptcy. If insurers suffered substantial losses, the impact on
both the insurance industry and those that purchase insurance
would be tremendous.

Within one year of Hurricane Katrina making landfall,
nearly ninety-five percent of all homeowner claims were settled
by insurance companies.!” However, the five percent of cases
which have not settled may impact the insurance industry for
years to come. One such case is Leonard v. Nationwide Mutual
Insurance Co., the first of the Hurricane Katrina cases to go to
trial.!® In Leonard, the plaintiffs sought coverage from defen-
dant, Nationwide, for damages caused by Hurricane Katrina."
At issue in the trial was the Nationwide adjustor’s assessment of
damages and the validity of the anti-concurrent causation clause
contained in the policy.?’ The validity of the anti-concurrent cau-
sation clause?! was an important issue in the litigation because
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the clause stated that |
if two causes of loss |
damaged the prop- M
erty—one an insured
cause and the other |
not—then the damage
to the property would
not be covered.?

At the peak of
the storm, the first
floor of the Leonard’s
home was submerged
in five feet of water.”
Despite the damages to
the first floor, the sec- & )
ond floor of the Leon- [
ard’s property was not | ¢ 'I.
damaged and the roof {5 & III':'I.
suffered only a few
broken shingles.”* With such findings, the adjustor authorized
payment for the wind damages suffered to the second floor only,
tendering a check to the Leonards in the amount of $1,661 175
According to the Leonard’s experts, there were $47,365.41 in
damages that could be attributed to wind and $130,253.49 in

damages from both the wind and the floodwater.2¢

“Within one year of Hurricane Katrina
making landfall, nearly ninety-five percent
of all homeowner claims were settled by

insurance companies.”

A 4

The adjuster only covered the damages caused by the wind
and not the flooding because the policy excluded damages from
“water and water-borne material,” which encompassed flood-
ing.”” In doing so, the adjuster did not compensate the Leonards
for the damage to their ground-floor window or any damage that
occurred above the high-water line on their first-floor wall.?8
The anti-concurrent causation clause stated that: “[w]e do not
cover loss to any property resulting directly or indirectly from
the following if another excluded peril contributes to the loss:
...(c) Weather conditions, if contributing in any way with an
exclusion listed in paragraph 1. of this Section.”? It was within
“paragraph 17 that water and water-borne materials were exclud-
ed.?® Thus even though there was detectable wind damage on
the first floor, because there was also flood damage on that floor,
none of the wind damage was covered.

Finding the Anti-concurrent causation clause ambiguous,
Judge Senter stated that:
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Read literally,
this provision [the
anti-concurrent cau-
sation clause] would
exclude any other-
wise covered loss, e.g.
windstorm damage,
in any circumstance
where “weather condi-
i tions,” i.e., the wind-
storm, combined with
an excluded cause of
v i loss, e.g. flooding, to
~ damage the insured
property. This reading
of the policy would

mean that an insured

-

.. \\ J— -'-.r

-t whose dwelling lost

its roof in high winds
and at the same time suffered an incursion of even an inch
of water could recover nothing under his Nationwide pol-
icy. Read literally, this provision would exclude all coverage
when a windstorm did damage to both an insured dwelling
(a covered loss) and adjacent “screens, including their sup-
ports, around a pool, patio, or other areas.” (an excluded
loss). I do not believe this is a reasonable interpretation of
the policy.

This reading of the policy would make the wind-
storm protection illusory for those who live in areas where

the risk of flooding is greatest.’!

Despite this important legal victory for the Leonards,
Judge Senter found that nearly all of the damage to the house
was caused by the flooding.?? Since the damage to the house was
caused by flood, it constituted an uninsured loss.?* Thus Judge
Senter only awarded the Leonards an additional $1,228.16 for
their broken first-floor window and the damage to the first floor
that occurred above the high water mark of the flood.?*

In response to the decision, the United States Court of
Appeals for the Fifth Circuit agreed to hear oral arguments on
August 6, 2007, only a few weeks before the second anniversary
of Hurricane Katrina.*> Since Judge Senter found that Nation-
wide was not obligated to cover the Leonards’ claims for water
damage, Nationwide technically defeated the lawsuit.** How-
ever, due to Judge Senter finding the policy language ambiguous,
Nationwide appealed due to the effect the ruling could have in
other cases.”” The Fifth Circuit ultimately reversed Judge Senter,
finding that the policy language was unambiguous.®® A lawyer
representing the Leonards stated that they planned to appeal the

decision.??
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While there are no other anti-concurrent causation clause
cases pending in state or federal court in Mississippi, the Leon-
ard opinion still may have a far-reaching impact.*” Prior to the
Leonard case, neither Louisiana nor Mississippi has reported
cases addressing anti-concurrent causation clause enforcement,
and there is no consensus in other jurisdictions as to the enforce-
ability of the clauses.*! Since many insurance companies still
use these anti-concurrent causation clauses, the Leonard court’s
approval of the clause leaves the definition of an exposure unit
intact. If overturned on appeal or found ambiguous by another
court, shockwaves would be through the insurance industry,
forcing insurers both small and large to re-evaluate their exposure
liabilities across the United States.

The Leonard case is the type of case that makes insurance
company public-relations departments lose sleep at night. On
one side, there is a family like the Leonards who has lost their
home in a catastrophic disaster. On the other side is an insur-
ance company with very deep pockets whose purpose is to insure
people for their losses. =42 While this is a relatively simple break-
down of the public-perception
problem insurance companies
are facing, the actual problem
is much more severe.

State  Farm  Mutual

Automobile Insurance Com-
pany, the largest homeowners’
insurer in Mississippi,43 moved
United States District Court
for the Southern District of

B

Mississippi** for a change of
venue “for lawsuits filed in
southern Mississippi by indi-
viduals who claim insurance carriers failed to pay insured losses
to those affected by the destruction of Hurricane Katrina.”* In
support of its motion, State Farm provided a survey showing that
forty-nine “percent of people in southern Mississippi believe that
insurance executives are on the same level as child molesters.”4°
While State Farm has embarked on a campaign to revive its
image in the Gulf Region, only time will tell if its effort will be
successful.4”

As State Farm and other insurance companies attempt to
rebuild both the Gulf Region and their reputations, those pub-
licly traded insurance companies*® also have to worry about the
value of their corporate goodwill. Goodwill is an intangible asset
used to represent “[t]he value of brand names, patents, customer
base loyalty, competitive position, R&D and other hard-to-price

S

assets a company might own.”# If a company loses too much
goodwill, its stock price may suffer. One needs to look no fur-
ther than the AOL Time-Warner merger, in which AOL Time
Warner “had to take a $100 billion charge against its goodwill
account, and in a stroke, the share value of the company col-

lapsed by 75%.”°

In a case involving the breaches of the New Orleans levees,
In re Katrina Canal Breaches Litigation,’' both insurers and the
insured saw firsthand how long the road to adjudication is. The
In re Katrina Canal Breaches involved litigation over the defini-
tion of the word “flood,” which was undefined in the plaintiffs
policies.’> The plaintiffs
asserted that the term “flood”
was ambiguous and did not
distinguish between natu-
rally and artificially caused
floods.”> As ambiguous, the
plaintiffs wanted to limit the
term to natural flooding>
because such a limitation

would allow the plaintiffs
to argue that breaking of
the floodwalls was due to
third-party negligence.”® If
the flood was due to third-party negligence, the “flood” would be
man-made and covered under a homeowners’ insurance policy,
much like a pipe break.’® The defendants contended that all of
the water damage caused by the canal breach constituted a flood
and was excluded from coverage.”’

After a District Court ruling in favor of the insured, the
much anticipated Fifth Circuit opinion overturned the lower
court’s decision.”® The Court of Appeals noted that “a levee is
a flood-control structure; [whose] very purpose is to prevent
... floods from becoming more widespread.”® Thus, “[b]
y definition, whenever a levee ruptures and fails to hold back
floodwaters, the result is a more widespread flood.”%® When a
levee fails due to negligence or other factors, “the waters are still

floodwaters, and the result is a flood.” !
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With the Fifth Circuit’s ruling, the insurance companies
emerged victorious, and with their exposure units left intact.%?
Yet this victory did not come cheap for the insurance companies.
Whether insurance companies in the Gulf Region will continue
to pursue these legal battles in the future remains unseen. Some
companies have already withdrawn from the region, citing risk
management as the cause.”> Depending on the ultimate resolu-
tion of the Katrina Cases, insurance companies may become
more hesitant to issue homeowners™ insurance in areas suscep-
tible to hurricanes and flooding.

For instance, the Allstate Corporation took a $3.7 billion
pre-tax loss as a result of Hurricane Katrina.®* State Farm, in
comparison, lost between $8 to $9 billion.® These figures, from
2005, do not take into account attorneys fees the Hurricane
Katrina cases are generating or the post-Katrina settlements and
damage awards.®® When these costs start to add up for insur-
ance companies, business decisions will need to be made about
the viability of insuring the Gulf Region. Allstate has already
made this decision, cutting back its homeowners’ insurance
coverage along the coast from Connecticut to Texas in order to
minimize its exposure.”” As more insurers seek to minimize their
exposures, the face of insurance in the Gulf Region will change,
creating both business opportunities and business perils.

While the Hurricane Katrina cases are beginning to reach
trial, it is difficult to predict what the outcomes will be and what
changes will occur in insurance law as a result. However, as the
first Katrina opinions illustrate, courts are willing to look at prec-
edent in similar disaster cases for guidance. Throughout both the
In re Katrina Canal Breaches opinions, the courts relied heavily
on persuasive precedent, including the Colorado Supreme Court
opinion involving the failure of the Lawn Lake Dam in Colora-
do.%® When other courts address Katrina related cases, they will
certainly look to the other Katrina cases for guidance. Thus, as
time marches on, the precedent set in the Katrina litigation may
have an exponentially greater impact.

Perhaps one of the most feared natural disasters today is
a catastrophic hurricane striking New York City. While many
wish to believe this scenario is impossible, it is not only possible
but also probable. In fact it happened in 1938, when a category
three hurricane dubbed the “Long Island Express” ravaged Long
Island, New York.?” The hurricane struck the relatively undevel-
oped island (compared to its state of development today) and
caused millions of dollars in damage.70 Adjusting for inflation,
the “Long Island Express” was the twelfth most costly hurricane
ever recorded, inflicting a total of $6 billion in damages along
the Northeast.”! While researchers claim an “epic” hurricane is
unlikely to hit New York, category three hurricanes have a return
frequency of eighty years (compared to 200 years for a strong
category three—low category four hurricane).”? If another cat-
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egory three hurricane were to hit New York City, 130 mph winds
and a thirty-foot storm surge could cause both the Hudson and
East Rivers to overflow.”> The storm could inflict more than
$100 billion.”* in economic losses while forcing the evacuation
of three million people—six times the population of pre-Katrina
New Orleans.”®

As Judge Duval noted in his opinion /n re Katrina Canal

Breach, insurance companies have chosen not to fix areas of their

policies that have been previously challenged as ambiguous.”®

While optimists hope that insurance companies will learn from
the Katrina litigation, only time will tell if they actually will.
If the same legal issues were to arise in the setting of another
hurricane disaster, such as one striking New York City, courts
in New York may look to the Katrina cases for guidance in
unsettled areas of the law. While the New York City hypothetical
is likely the last thing on judges’ minds as they rule in the Katrina
homeowners™ cases before them, the hypothetical does serve as
a reminder of how many more homeowners may ultimately be
affected by this litigation.

Eugene Benick
*  Eugene Benick is a third year student and senior editor on the Business Law
Brief at American University Washington College of Law.
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