HOMNGSTIR  DBRS

Commentary

FCA's Test Case Could Expedite the Resolution of Thousands of
Business Interruption Insurance Claims in the UK

DBRS Morningstar
June 4, 2020

Marcos Alvarez

Senior Vice President, Head of Insurance
Global Financial Institutions Group
+1416 597-7553
marcos.alvarez@dbrsmorningstar.com

Elisabeth Rudman

Managing Director, Head of European FIG
Global Financial Institutions Group

+44 20 7855 6655
elisabeth.rudman@dbrsmorningstar.com

Key Takeaways

« Bl typically covers losses resulting from
physical damage to the insured premises;
however, certain Bl policies might cover
losses in the absence of physical damage,
including those caused by the actions of a
civil authority.

o The FCA is moving forward with a court
case that will examine a representative
sample of Bl policy warding in the UK. The
FCA's goal is to provide clarity on the
interpretation of Bl policies across the
British insurance industry.

o DBRS Morningstar believes that the court
case could expedite the resolution of
unresolved or denied claims in the UK,
which could ultimately affect the global
insurance industry given the relevance of
the London market.

Overview

On May 1, 2020, the UK Financial Conduct Authority (FCA) announced that it would seek legal clarity on
business interruption (Bl) insurance policies to resolve concerns from small to medium-size enterprises
(SMEs) that face uncertainty on their claims. On June 1, 2020, the FCA confirmed that it had selected a
number of representative Bl policies and agreed with several UK insurance companies to court action
aimed to provide clarity to all parties involved in this dispute. In DBRS Morningstar's opinion, the court
case will provide insurance companies with an opportunity to present their technical arguments in an
impartial forum. This will also significantly reduce litigation costs as the FCA expects the court case to
provide interpretation guidelines for Bl policy wording across the entire British insurance industry.

Bl Losses During a Pandemic

Bl is a type of commercial insurance that protects insured customers against the loss of income that a
business suffers as a result of a covered peril that triggers a suspension of its activity. A typical Bl policy
would cover lost profits, fixed costs, and extra expenses incurred during the affected period. Originally,
Bl policies were designed to protect against the loss of income caused by a peril covered under the
property insurance policy, such as a fire, earthquake, or flood. Over time, Bl coverage has extended, in
certain circumstances, to cover the loss of income even in the absence of physical damage to the
insured premises, including Bl losses caused by the actions of a civil authority. Following the severe
acute respiratory syndrome (SARS) outbreak in 2003 that caused millions of dollars in Bl claims, many
insurers began adding exclusions to standard commercial policies for losses caused by viruses or
bacteria. For a sophisticated insurance market, such as the UK, our expectation is that most insurers and
reinsurers have implemented tighter policy wording to exclude most losses caused by pandemics in the
majority of their contracts. Given the ongoing impact of the Coronavirus Disease (COVID-19) pandemic
on business activity and daily life on an unprecedented global scale, many commercial insurance clients
are looking into their Bl policies to determine whether they cover this event. Significant supply chain
disruptions, mandatory or voluntary quarantines, social distancing measures, and restricted travel are
taking a direct toll on many businesses that have been forced to shut down their operations.

FCA's Actions Could Resolve Bl Coverage Uncertainty

According to the FCA's initial statement, the UK conduct regulator believes that, in the majority of cases,
insurance for SMEs focuses on property damage and only includes basic coverage for Bl as a
consequence of physical damage. In these cases, Bl insurance will likely not cover losses caused by the
current pandemic. On the other side of the spectrum, there are a number of policies under which the
FCA believes it is clear that insurance companies have an obligation to pay out and insurance companies
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acknowledge that Bl coverage is valid. For these cases, the FCA expects claims to be assessed and
settled quickly. Other policies, however, have sparked disagreement between insurers and customers
because there is genuine uncertainty about whether the policy covers this particular situation. For
instance, some policies might cover infectious/notifiable diseases, non-damage denial of access, and
civil autharity-mandated closures and restrictions. Whether Bl losses related to the current pandemic
constitute valid claims depends on a number of factors, including the relevant policy wording. One of the
main challenges in assessing the validity of these claims is that there is a broad range of wording and
types of coverage in the Bl market —a situation that is common not only in the UK, but globally.

During May 2020, the FCA approached 56 insurance companies in the UK and analyzed over 500
individual policies, including feedback from over 1,200 policyholders and brokers. Consequently, the FCA
selected a representative sample of 17 policy wordings from 16 different companies that encompass the
key issues in dispute (see Exhibit 1 for a list of these companies).

Exhibit 1 Representative Bl Policy Wording and Participating Companies in Test Case

Insurance Company Representative Sample Policy Wording Participant in Test Case
Allianz Insurance Plc X

American International Group UK Limited
Arch Insurance (UK) Limited

Argenta Syndicate Management Limited
Aspen Insurance UK Limited

Aviva Insurance Limited

Axa Insurance UK Plc

Chubb Eurapean Group SE

Ecclesiastical Insurance Office Plc
Hiscox Insurance Company Limited
Liberty Mutual Insurance Europe SE

MS Amlin Underwriting Limited
Protector Insurance UK

QBE UK Ltd.

Royal & Sun Alliance Insurance Plc

< X X X X X X X X X X X X XxX Xx
>

Zurich Insurance Plc

Source: FCA.

The FCA will examine the representative sample of policy wording in the test case before the High Court
of England and Wales. Furthermoare, the FCA has asked eight insurance companies to assist in the
procedure by participating in the test case. The goal of this procedure is to provide an impartial forum
where the FCA will examine a sample of representative policy wording in more detail. This FCA designed
this exercise to avoid multiple courts of law ruling in an inconsistent manner if individual policyholders
contested their insurance companies' decisions in different instances. This procedure also seeks to
reduce litigation costs for both policyholders and insurance companies and to set a precedent that for
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other policy wording, even if the insurance company in question is not part of the High Court test case.
The FCA estimates that the test case could be finalized by the end of July 2020.

In DBRS Morningstar's view, the FCA's actions could expedite the resolution of thousands of Bl claims
which UK insurance companies have denied or on which they have not yet rendered a decision. Given
the importance of the London market to the global insurance industry, the High Court's conclusions
could also affect other countries. The opportunity to hear arguments from both sides about the
interpretation of Bl policy wording in an independent and objective forum could resolve the uncertainty
that many SME owners and insurance companies involved in this matter are facing. Alternatively,
protracted and lengthy examinations in multiple courts of law could further aggravate the image cost of
insurance companies and increase litigation and claims administration expenses, which could also
burden the industry's credit strength. We expect that a fair and objective decision from the High Court
will pravide the clarity needed in this market, which is a far better outcome than more arbitrary
resolutions in other jurisdictions. DBRS Morningstar will continue to closely monitor this process and its
potential impact on insurance claims across the British insurance industry.
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