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People and Property: Insurance Clauses Revisited—Part II

you of all the trouble I had going to and from this
negotiation.

My most important and most demanding client,
Harry Paine, had insisted that I arrive at the yacht on
Thursday morning, March 13, to negotiate the insur-
ance clauses for a group of twenty small store shopping
center leases. Normally, I am eager to please Harry,
but this time his demands conflicted with a commit-
ment I had made to Dean Mitchell Halderlich, the well-
known political figure and supporter of the presidential
campaign of Louisiana Senator Beauregard White-
hood. I had promised Halderlich that I would attend a
mammoth formal banquet honoring Whitehood on the
evening of March 12.

So I ended up attending only the cocktail party
before the banquet and rushing off in my tuxedo at 8:30
to board a plane. But I did sit at the dinner table long
enough to meet Senator Whitehood. Before I left, he
insisted that he would drop by my house during a tour
of Long Island that he was planning for Sunday, March
16.

My return trip from the Howe's Bayou yacht was
more eventful than the trip there. The flight I boarded
in Atlanta flew into a snowstorm that was so ferocious
that planes bound for New York were rerouted to Brad-
ley Field. We remained in the plane on the Bradley
Field runway for an uncomfortably long period.
Finally, the airline rented a bus to bring us to the hotel
in Hartford where they would keep us until they were
able to fly us into New York.

When the bus stopped, we found ourselves entering
the local franchise of one of the nation's best-known,
popularly priced, family-style hotel chains. The place
looked as if it had been abandoned by the local slum-
lord.

We all crowded around the desk to get keys to our
rooms.

When I got my key, I deposited my bags in my room
and went down to dinner. Naturally, there was a line.
The hotel restaurant had not had so much business
since the day it opened in 1953 and offered meals at
1933 prices. So I waited. Conversations began, and
friendships were started. I met a French chemist whom
I tried to impress with my high school French.

When a table became available, the two of us were
seated with six Tunisian soldiers. They were impressed
that I admired Habib Bourguiba, but the Frenchman
denounced Bourguiba for his disloyalty to the French
nation. I led them through discussions of the recent
wars in the Sahara, Lebanon, Iraq, and Chad.

Back in my room, I opened my luggage. It was
freezing. Cold air rushed through the window frames,
and layers of frozen moisture collected at the edges of
the windows. To preserve my body warmth, I climbed

into bed and covered myself with three blankets and the
bedspread.

The morning of Saturday, March 15 was spent idling
in the hotel. The airports were still closed. Everything
in Hartford was also closed. To pass the time, I com-
pleted a memorandum on shopping center lease insur-
ance clauses to enable my client, Harry Paine, to eval-
uate the clauses agreed to at the meeting in Howe's
Bayou. As living proof of my enterprise and devotion
to my work, I present to you the balance of the memo.

FACTORS AFFECTING INSURANCE PREMIUM COSTS

The cost of a shopping center's insurance premiums is
expected to rise over the years. One reason is that the
cost to replace an existing building is constantly rising,
and a prudent businessman must make certain that the
insurance proceeds will be adequate to repair or replace
damage caused by fire or other catastrophe. Moreover,
both the coinsurance clauses of fire and other property
insurance policies of his mortgagee force a property
owner to act prudently.

Not only does the cost of construction continue to
rise, but premium rates sometimes rise too. The only
things that a shopping center owner can do to reduce
insurance premiums are things that he should have con-
sidered when the shopping center was initially de-
signed and constructed.

Reduced Premium Carriers

Insurance carriers that belong to the Factory Mutual
Group and carriers known as Industrial Risk Insurers
and Improved Risk Mutual, all of which write highly
protected risks, are able to charge much lower pre-
mium rates than average because they have a superb
loss record. This record is made possible by the appli-
cation of strict standards in selecting insureds and care-
ful precautions against fire hazards in the original en-
gineering and design of buildings.

Factory Mutual, Industrial Risk Insurers, and Im-
proved Risk Mutual encourage fire-resistant construc-
tion, the installation of central station communications
to report fires in their early stages, the installation of
automatic fire and smoke detection equipment, and the
installation of sprinkler systems.

Successful sprinkler systems involve a surge of a
great deal of water under high pressure. That's why a
significant part of a developer's early site investigation
should be devoted to determining whether a public util-
ity or municipal water supply can supply water in the
appropriate volume under sufficient pressure. If there
is no such supply of water, the developer must either
bear the expense of creating the pressure and volume or
abandon the possibility of buying reduced premium
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People and Property: Insurance Clauses Revisited—Part II

Mortgagees' Requirements

So when the leasing arrangement calls for the tenant
to carry insurance, the landlord's negotiator may sim-
ply have to guess what the mortgagee's requirements
will be.

Many institutional lenders to shopping centers make
the fire insurance policy the centerpiece of their prop-
erty insurance coverage requirements. When fire insur-
ance is the base of the insurance program, an extended
coverage endorsement is almost always required as
well. If a mortgagee is aware that vandalism and mali-
cious mischief are not covered by customary extended
coverage endorsements, it may demand a separate van-
dalism and malicious mischief endorsement. Many
mortgagees also require sprinkler leakage insurance.

An increasing group of mortgage lenders prefer the
comprehensive approach of "all-risk" or "differ-
ence-in-conditions" coverage.

All-risk policies say that they insure against "all di-
rect risks" or "direct risks," but they exclude a long list
of specific risks from the coverage.

A difference-in-conditions policy is a companion to
a package that includes fire, extended coverage, van-
dalism and malicious, mischief. When you add dif-
ference-in-conditions coverage to the package, you get
the same deal as you would with all-risk—perhaps with
a lower premium. Some mortgage lenders require
boiler and machinery, flood, and earthquake coverage
to fill the gaps not covered by all-risk insurance or a
package of endorsements that includes difference-in-
conditions.

Some mortgagees have eccentric requirements.
They may require sprinkler leakage and vandalism and
malicious mischief endorsements in addition to all-risk
coverage; these endorsements are unnecessary when a
developer carries all-risk coverage. I've seen insurance
clauses in mortgages that require the borrower to carry
an extended coverage endorsement and a special ex-
tended coverage endorsement despite the fact that a
special extended coverage endorsement includes all the
coverage you get from the combination of an extended
coverage and a vandalism and malicious mischief en-
dorsement. If a lender's attorney likes to make long
lists to impress both the borrower and his client, he
may specify boiler and machinery coverage. However,
boiler and machinery coverage is usually not needed if
the building does not have a steam boiler or other pres-
sure vessel.

In anticipating what coverage the mortgagee may
require, the owner's negotiator should bargain for a
clause that provides that, if other insurance coverage
becomes customary for similar kinds of property, the
tenant will add that type of coverage. Conversely, a
party that agrees to carry insurance should insist that he

not be obliged to carry any particular kind of insurance
unless it is customarily carried by owners or lessees of
similar types of property.

Tenant's Requirements

When a lease requires that the landlord carry the
insurance, the tenant doesn't care what kind of insur-
ance the mortgage lender may require, but the tenant
does want to make sure that the landlord insures the
premises against the perils that are most likely to hap-
pen so that the landlord has the funds to pay for the
repair or replacement of the damage.

A tenant should find comfort from requirements that
the landlord carry an all-risk policy or a package of fire
insurance with extended coverage, vandalism and ma-
licious mischief, and difference-in-conditions endorse-
ments. Boiler and machinery should be added if a
steam boiler or other pressure vessel is used on the
premises. Flood insurance, earthquake insurance, or
both should be considered if either the property owner
or lessee has a realistic concern about these risks.

GETTING THE RIGHT INSURER

The financial stability of insurance companies varies
considerably. Landlords, tenants, and mortgagees who
rely on an insurance company's promise to provide a
fund to finance the cost of restoration after a fire or
catastrophe should worry about whether the insurance
company will be able to meet its contractual obligation
under the policies it issues. (Insurers routinely subject
themselves to liabilities that are many times greater
than their net worth. In part, insurers cushion them-
selves by reinsuring with each other. Accordingly, a
loss covered by a single insurance policy may actually
be shared by several companies pursuant to reinsurance
arrangements.)

To deal with the risk that an insurance company may
have insufficient resources to meet its obligations,
shopping center leases and mortgages include pro-
visions governing the identity of insurance companies.
In the early days of the industry when we attorneys
knew even less about insurance than we know now,
provisions concerning insurers were rudimentary.
Mortgage lenders required that the choice of the insurer
be a decision solely within their discretion. Many shop-
ping center mortgages still say no more about the iden-
tity of insurers except that they are to be satisfactory to
the mortgagee. Not unexpectedly, chain store tenants'
form leases required (and still require) that the insur-
ance companies are to be satisfactory to the tenant. But
suppose the only insurance company that is satisfactory
to the mortgagee is unsatisfactory to the chain store
tenant. What is the poor landlord supposed to do?
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People and Property: Insurance Clauses Revisited—Part II

The best way to deal with a co-insurance clause in a
property insurance policy is to get an agreed amount
endorsement, and insurance companies are willing to
issue agreed amount endorsements on the basis of an
appraisal by an approved appraisal organization.

Endorsements

It's in the best interests of mortgagees, landlords,
and tenants to make sure that the party obliged to carry
insurance under a lease carries enough insurance to pay
for the entire cost of the repair or replacement of the
damage. To this end, a shopping center lease should
require a replacement cost endorsement, a demolition
cost endorsement, and an increased cost of construc-
tion endorsement.

Replacement cost endorsements increase the cov-
erage so that it is possible for the insured to recover the
cost of replacing the building that was damaged with
new materials of like kind and quality. However, re-
placement cost endorsements don't cover the cost of
demolishing a part of a damaged building that can't be
rebuilt because of the operation of building laws. You
buy a demolition cost endorsement to cover that con-
tingency. The increased cost of construction endorse-
ment covers the cost of construction of building ele-
ments that are required by current laws but that were
not legally required at the time of the original construc-
tion (and therefore are not covered by the replacement
cost endorsement).

Although some self-insurance is required for many
policies and is customary for most of them, few shop-
ping center leases permit any self-insurance. New
shopping center leases should provide for self-
insurance for small losses and should fix the extent of
losses for which a party to a lease will substitute its own
liability for insurance.

ADJUSTMENT OF INSURANCE PROCEEDS

Although only two parties execute a lease, three parties
are interested in what happens to the insurance pro-
ceeds: the landlord, the tenant, and the mortgagee. All
three are suspicious that one will make a deal with the
insurance company that won't protect the interests of
the others.

Even when the tenant carries the insurance, the land-
lord usually insists that insurance claims be adjusted by
the mortgagee. That's because the landlord anticipates
that the mortgagee will insist on this right in the mort-
gage. A department store tenant in a strong bargaining
position or a tenant of a free-standing store building
may refuse to give the mortgagee the sole right to ad-
just insurance proceeds. If the tenant has the obligation
both to carry the insurance and to rebuild the building,

this issue can be compromised by allowing the tenant
to adjust insurance claims subject to the approval of the
mortgagee. If the tenant is carrying the insurance and
the landlord is required to rebuild, it would be appro-
priate for insurance claims to be adjusted by the mort-
gagee, but the adjustment should be subject to the ap-
proval of the tenant and the landlord. It would be a
good idea to require any party that has the right to
approve the adjustment of insurance claims to agree not
to withhold approval unreasonably.

When a landlord is required both to carry insurance
and to repair any damage caused by fire or other ca-
tastrophe, the tenant need not get involved in the insur-
ance adjustment. However, even in these circum-
stances, some tenants insist upon a right to approve the
adjustment of insurance claims because they are afraid
that there won't be enough money to pay for the re-
pairs.

TO WHOM SHOULD INSURANCE PROCEEDS BE PAID?

Mortgagees would like to have the right to decide
whether insurance proceeds will be applied to the un-
paid balance of their debts or be used to restore the
buildings.

If the catastrophe caused a partial loss and the unpaid
balance of the debt is much greater than the insurance
proceeds, the mortgagee normally does not grab the
insurance proceeds because there may not be sufficient
value left in the half-destroyed building to cover the
balance of the debt.

However, if the loss is total or if the insurance pro-
ceeds are greater than the unpaid balance of the debt,
the mortgagee may be tempted to apply the insurance
proceeds to the debt—that is to keep them. If that hap-
pens, and there isn't enough money left to pay for the
repair of the damage, the tenant's perhaps prosperous
retail operation may die for lack of a place in which to
do business.

Another factor that a mortgagee is likely to consider
when it decides how to apply the insurance is whether
the return it is receiving on the existing mortgage is as
large as current market returns. But, unless the lease
provides to the contrary, the mortgagee is unlikely to
consider the tenant's needs in determining whether the
store will be rebuilt.

It's not enough for a lease to provide that the land-
lord is required to rebuild in case of fire or other catas-
trophe. If a mortgagee grabs the insurance proceeds,
the landlord may not have the money with which to
rebuild.

If the lien of the lease is subordinate to the lien of the
mortgage, the mortgage will prescribe the format of the
insurance policy and the application of insurance pro-
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People and Property: Insurance Clauses Revisited—Part II

basketball team, the unscathed merchants can expect to
have many fewer customers.

Consequently, sophisticated tenants ask the landlord
for assurance that the landlord will rebuild significant
parts of the shopping center if they are destroyed by fire
or other catastrophe. The important elements are the
tenant's own store, the stores operated by the anchor
tenants, the enclosed mall, and other stores. A prudent
tenant should also demand that the mortgagee and land-
lord both agree that the insurance proceeds relating to
damage of any part of the shopping center be held as
trust funds and applied solely to the repair or replace-
ment of the damage.

The Landlord's Concern

Landlords and mortgagees usually respond favor-
ably to such requests, but they should be aware of pos-
sible problems that may burden them when they do.

An agreement to rebuild all of a shopping center
might mean an obligation to rebuild an antiquated unit
exactly in the form in which it was before the fire. The
dimensions of many stores in older shopping centers
don't fit the needs of modern retailers. Twenty-
thousand square foot supermarkets are too small for
today's supermarket operators, and old supermarkets
are too deep to be converted to small stores. Theaters
that contain 500 seats are often too small for the needs
of today's exhibitors. Any clause that extends the land-
lord's obligation to rebuild stores damaged by fire
should take these problems into account.

Another question for a landlord who generously
promises to rebuild a shopping center is, "Who will
pay rent after the rebuilding?" If other store leases in
the shopping center permit the tenants to cancel be-
cause of a fire, the landlord may find a lot of pretty but
vacant stores after the rebuilding is complete. So any
landlord who agrees with a department store tenant that
he will rebuild the supermarket after a fire should check
to see whether he has not already self-destructively
permitted the supermarket tenant to cancel in case of
that fire.

Landlords are able to negotiate some exceptions to a
tenant's demand that all damaged improvements are to
be rebuilt. The tenant's legitimate concerns about re-
building may not extend to every part of the shopping
center. There may be many parts of the shopping center
that could magically disappear without harming some
of the merchants in the slightest. Why should a land-
lord be required to restore these parts?

Rent Abatement and Cancellation Clauses

Every tenant should try to negotiate a lease that pro-
vides that rent should abate if the mall is damaged to

such an extent that customers can't be expected to use
the mall or if an anchor tenant's store is destroyed by a
fire. A tenant might also ask for a clause that would
enable it to cancel its lease if the anchor tenants' stores
are destroyed by fire or other catastrophe and not re-
built within a reasonable period of time.

Needless to say, landlords consider rent abatements,
requirements to rebuild, and cancellations to be dis-
agreeable concepts and they resist such suggestions.
There are other clauses that protect the small store ten-
ant and that the landlord may find more palatable. One
such clause provides that, if the anchor tenants' stores
are destroyed by fire or other catastrophe, the tenant
has the right to stop doing business until the anchor
tenants' stores are rebuilt. If the tenant stops doing
business, it would be permitted to stop paying rent; and
if the tenant decides to continue to do business, it
would get a rent concession until the anchor tenants'
stores are rebuilt.

One concession that many landlords are willing to
make is to waive minimum rent altogether until the
repair is completed. In lieu of minimum rent, the small
store tenant is required to pay a substitute rent equal to
a specified percentage of its sales. Specifically, the ten-
ant would pay the same percentage used in the calcu-
lation of percentage rent.

Here is an example of such a calculation.
Assume that the tenant of a 2,000 square foot unit

has agreed to pay a minimum rent of $20,000 annually
against a percentage rent of 7 percent of gross sales.
Assume also that his gross sales for the first year of
operation are $300,000. Percentage rent is calculated
by multiplying $300,000 by 7 percent. Then the min-
imum rent would be subtracted from the product
($300,000 x 7% = $21,000. $21,000 — $20,000 =
$1,000). Therefore, percentage rent would be $1,000,
and minimum rent would be $20,000.

On the first day of the second lease year, both de-
partment stores of the shopping center burn down and
are not rebuilt for the entire lease year. The lease for the
small store provides that, when the department stores
close because they have been damaged by fire or other
catastrophe, the small store tenant is required to pay
substitute rent only. In the second year, the small
store's gross sales are $100,000. Therefore, substitute
rent would be $7,000 ($100,000 x 7%), and there
would be no minimum rent.

UNINSURED CATASTROPHE

What happens when a shopping center is damaged by a
catastrophe that isn't covered by insurance? An unin-
sured catastrophe means big trouble. And the tenant
may have bigger trouble than the landlord. Just think
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People and Property: Insurance Clauses Revisited—Part II

q Deal #4. The landlord agreed to rebuild, and
the tenant agreed to extend the term of the lease to
allow the landlord to recoup the cost of rebuilding plus
interest.

"Uninsurable" vs. "Uninsured"

It is important to distinguish between risks that can't
be insured and risks that are not insured. If a tenant's
negotiator is reviewing a landlord's form lease and no-
tices that the landlord's responsibility for restoration is
limited to insured catastrophes or to the extent of insur-
ance proceeds, it is essential that the tenant know what
insurance will be carried by the landlord.

Certainly, a lease should distinguish between risks
which are uninsured because a party wishes to save a
few bucks and those which, as a practical matter, are
uninsurable. If the lease requires that proper insurance
be carried, this problem is less pressing.

CHECKLIST OF CRITICAL ISSUES FOR A TENANT

Here's a checklist of important points for a tenant to
raise when negotiating destruction and insurance
clauses.

q Unless the lease is a net lease, rent should abate if
the premises are damaged or destroyed.

q The lease should require that the premises be rebuilt
if they are destroyed by fire or other catastrophe.

q The landlord should be required to carry appropri-
ate insurance (except when the parties contemplate
that the tenant will carry the insurance).

q The insurance policies should require that no insur-
ance claims can be adjusted without the tenant's
approval.

q The insurance policy itself should indicate that the
proceeds must be used to repair or replace the dam-
age.

q Insurance proceeds should be regarded as trust
funds.

q Losses should be payable to an insurance trustee. If
the tenant is a creditworthy company, the tenant
itself might be the trustee. Otherwise, the trustee
should be an institutional mortgagee. If there is no
institutional mortgagee, the trustee should be a
commercial bank that is acceptable to both landlord
and tenant.

q Insurance proceeds should be paid to the party re-
quired to repair the damage as the repair progresses.

q If the landlord's estate is a leasehold, the fee owner
should be required to execute a separate agreement
with the tenant to provide that insurance proceeds
will be applied to repair or replace the damage.

q If the premises are subject to the lien of a mortgage,
the holder of the mortgage should be required to
execute a separate agreement with the tenant to pro-
vide that insurance proceeds will be applied to re-
pair or replace the damage.

q The tenant should not be required to subordinate the
lien of the lease to the lien of a mortgage unless the
holder of the mortgage agrees that insurance pro-
ceeds will be applied to repair or replace the dam-
age.

q The tenant should have the right to cancel the lease
if significant parts of the shopping center are de-
stroyed and not rebuilt within a reasonable time.

THE RETURN TRIP HOME

After breakfast on Sunday, March 16, I learned that
New York-bound Conrail trains were running again. A
Conrail trip was not exactly convenient, but an incon-
venient trip was better than no trip.

The itinerary was a bit complex. The Conrail line
that stops in Hartford doesn't go directly to New York.
New York-bound passengers must change trains in
New Haven. From Penn Station I would be required to
take the legendary Long Island Rail Road home.

The Conrail train was scheduled to leave at 12:30
P.M. and I was assured that everything was running on
schedule. As companions for the trip, I recruited Joe,
Willy, Carole, and Sally (you remember them from the
last installment of this saga), the Tunisian soldiers, and
the French chemist. My companions met me in the
lobby. There was no public transportation of any sort.
We checked out and began the long trek to the station.
Joe, Willy, Carole, and Sally, believers in traveling
lightly, had no outer garments other than topcoats. The
Tunisian soldiers had been studying desert warfare and
were equipped only for the Sahara. The French chemist
was also unprepared.

Captain Ali Hakim of the Tunisian Army appointed
himself commander-in-chief of the expedition. He
lined us up in size places and led us through the streets.
He did this exceedingly well and maintained that there
was little difference between the snow of Hartford and
the sand of Tunis. Carole and Sally complained bitterly
that Ali Hakim could have walked around some
mounds of snow to avoid the disagreeable feeling of
stepping into snow drifts with open-toed shoes.

The Conrail station in Hartford is not a good pro-
motional tool for the program to lure the public back to
railroading. The polite ticket seller told us "Yes," the
train would be on time, 12:30 P.M. So bundled in my
outerwear, I waddled across the street to a Greek lun-
cheonette that specializes in Italian hero sandwiches. I
purchased two and returned to the station.
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