
Global Structured Finance Research
New York

September 7, 2005

CMBS Research Special Topic:

Commercial Property Insurance De-Mystified 
Important terms to understand in the wake of Hurricane Katrina

With preliminary damage estimates from Hurricane Katrina currently

speculated to reach as much as $100 billion (JPMorgan’s insurance analyst

estimates $21 billion pretax losses), insurance coverage is of paramount

concern to CMBS investors who own bonds with properties in the affected

areas.  While insurance terms such as all-risk, wind, and flood coverage are

bandied about, the truth is there is a great deal of uncertainty with respect

to exactly what they are, how they work and what they cover.  In this

special report, we shed some light on this important, and possibly not-so-

well understood, area of the CMBS market.

At this time it is too early to predict 1) how long it will take to quantify the

extent of the damage, 2) how quickly the insurance companies will pay

claims, or 3) how CMBS bond holders may ultimately be affected.  We

suspect it will take at least another month or two before servicers can

quantify the extent to which particular properties have been damaged and

up to as much as a year before all the nuances among insurance contracts

can be interpreted and agreed upon.  Given this information vacuum, we

suggest that investors proactively contact their deals’ servicers for 

updated information.

To assist in this effort, we have compiled a list of the 80 properties totaling

$621 million included in JPMCC and CCMSC transactions that are located

in areas the Federal Emergency Management Agency (FEMA) has

designated as requiring public and individual assistance.  

Understanding nuances of commercial property
insurance terms

All-risk insurance

Every loan included in a CMBS transaction is required to have all-risk

insurance in a form that is satisfactory to the lender. This type of insurance

covers damage sustained as a result of unforeseeable events up to the

full amount of the replacement cost of the property. Events that may

trigger an all-risk insurance claim include, but are not limited to: fire

(including arson), water damage incurred as a result of a fire, hail, riots, and

damage from looting.
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Wind insurance

Borrowers obtain wind insurance for protection from the wind-related effects of a

hurricane.  In most instances, it is added to the all-risk insurance coverage for an

additional premium, although there is no industry standard guideline for determining

how much this premium should cost.

Typically, the closer a property is to an area designated by FEMA as susceptible to

hurricanes, the higher the insurance premium will be.  Most lenders require full

coverage for the peril of windstorm on the entire property although, in high risk

areas, higher deductible are allowed as the insurance market will not offer a standard

deductible in coastal areas.  Because it is effectively included as part of the all-risk

insurance coverage, any damage sustained as the result of wind would also be

insured up to the full amount of the replacement cost of the property.  

Carve-outs

While every securitized commercial mortgage loan is required to obtain all-risk

insurance coverage, other items such as earthquake and flood insurance, are 

typically covered as carve-outs and must be specifically requested and paid for. 

Flood insurance

Flood insurance covers water damage sustained by a property resulting from a flood.  The

Federal Insurance and Mitigation Administration (FIMA) within FEMA is responsible for

administering the National Flood Insurance Program (NFIP), which is the program under

which the majority of flood insurance is sold.  While many borrowers are required to

obtain primary flood insurance through the NFIP (explained below), due to its relatively

low level of coverage, lenders often require additional, secondary, insurance.

Identifying and mapping flood-prone communities
The Flood Disaster Protection Act of 1973 required flood insurance for all grants and

loans for acquisition or construction of buildings in designated Special Flood Hazard

Areas (SFHA) in communities that participate in the NFIP.  The SFHA is that land

within the floodplain of a community subject to a 1 percent or greater chance of

flooding in any given year, commonly referred to as the 100-year flood. There are

nine zones that FEMA has designed as SFHAs.  We list these zones in Appendix 1.    

Per FEMA, “The Director of FEMA is required by statute to identify and map the

Nation’s flood-prone areas and to establish flood-risk zones in such areas.  The

FEMA flood hazard maps are used for State and community floodplain management

regulations, for calculating flood insurance premiums, and for determining whether

property owners are required by law to obtain flood insurance as a condition of

obtaining mortgage loans or other Federal or federally related financial assistance.” 1

This standard has been used since the inception of the NFIP and is used for floodplain

management purposes in all of the 19,200 participating communities that have been

issued flood hazard maps.  Any borrower with a property located in a federally

designated special flood hazard area is required to obtain flood coverage in an

amount equal to the lesser of (1) the outstanding principal balance of the Note or

(2) the maximum amount of such insurance available under the National Flood

Insurance Program (NFIP). 

1. National Flood Insurance Program, Federal Emergency Management Agency, August 1, 2002.
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Coverage Amounts  
Full flood insurance coverage can be purchased through the NFIP up to the

following amounts:  

•  Residential 1-4 family unit buildings and individual residential condominium units

are written under the Dwelling Form and are eligible for up to $250,000 in

building coverage and up to $100,000 in personal property coverage.  

•  Residential buildings containing more than 4 units are eligible for up to
$250,000 in building coverage and up to $100,000 on personal property. 

•  Non-residential buildings are eligible for up to $500,000 in building coverage
and up to $500,000 on personal property written on the General Property Form. 

•  Under the Residential Condominium Building Association Policy (RCBAP) Form a

condominium association can purchase coverage on a building, which includes all the

units within the building and the improvements within the units, up to $250,000 times

the number of units within the residential building.  Personal property coverage on

the form is limited to $100,000 per building.  

The NFIP is not the only source of flood insurance.  Depending upon the location

and type of property, as well as on a case by case basis, lenders may sometimes

require secondary, additional flood insurance from a commercial carrier for an

amount in excess of that required by the NFIP.  In practice, however, it is often

difficult to obtain a significant amount of secondary coverage since few commercial

insurers will underwrite it due to its catastrophic nature.  

Filing a flood insurance claim
As is true with other types of insurance, claims under the NFIP require the insured

to file a proof of loss within 60 days of the loss, unless waived by the Administrator

of FIMA.  Claims can be adjusted using either an independent adjuster or an

adjuster employed by the insurance writer.  Under all NFIP policies, the policy

holder pays a portion of the loss through the application of a deductible.  

Business interruption insurance

Business interruption insurance is another separate form of insurance obtained by a

borrower that covers unexpected future cash flow interruptions.  For most loans

included in CMBS transactions, the borrower is required to obtain coverage equal to

no less than 12-18 months of expected cash flow based on the average of the prior

year’s income.   

A business interruption insurance claim may be brought by a property owner if he

can show an enforceable lease and can document that a tenant is not obligated to pay

rent under his lease as a result of a natural or man-made disaster.

Theft of property

Theft of property by a third party is typically NOT covered through any of the

policies mentioned above, but is covered by individual tenants’ personal property

insurance.  To the extent a building has been left unguarded in the aftermath of

Hurricane Katrina, each tenant will need to file a personal property insurance claim

to recoup losses due to theft.
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Governmental assistance due to Hurricane Katrina exposure

FEMA classifies areas exposed to Hurricane Katrina as eligible for 1) public and

private assistance, or 2) eligible only for public assistance.  Areas that qualify for

public and private assistance are those that have been declared a Major Disaster

Area, and at this time include 31 counties in Louisiana, three counties in Alabama

and fifteen counties in Mississippi.  Under this program, individuals, families and

businesses may be eligible for federal assistance if they live, own a business, or

work in a county declared a Major Disaster Area, incur sufficient property damage

or loss, and, depending on the type of assistance, do not have the insurance or other

resources to meet their needs.
2

Areas that qualify for public assistance are those that have suffered effects of a

disaster (such as a hurricane), but have not been damaged badly enough to be

declared a Major Disaster Area.  In these counties The Public Assistance Program

provides supplemental Federal disaster grant assistance for the repair, replacement,

or restoration of disaster-damaged, publicly owned facilities and the facilities of

certain Private Non-Profit organizations. The Federal share of assistance is not less

than 75% of the eligible cost for emergency measures and permanent restoration.

The State determines how the non-Federal share (up to 25%) is split with the

applicants.
3

2. Federal Emergency Management Agency
3. Ibid.
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Appendix I – Special Hazard Flood Area Codes4

Zone A

Lowest floor elevation is required and the Base Flood Elevations (BFEs) are 

not provided.

Zones A1-A30

Lowest floor elevation is required and the BFEs are provided.

Zone AE

Used in place of A1-A30 on some maps.

Zone AH

Shallow water depths (ponding) and/or unpredictable flow paths between 1 and 3

feet occur. BFEs are provided.

Zone AO

Shallow water paths (sheet flow) and/or unpredictable flow paths between 1 and 3

feet occur. BFEs are not provided. Base flood depths be provided.

Zone V

An area that is inundated by tidal floods with velocity (coastal high hazard area).

BFEs are not provided.

Zones V1-V30

Identical to V Zone, but BFEs are provided.

Zone VE

Used in place of V1-V30 on some maps.

Zone VO

An area having shallow water depths and/or unpredictable flow paths between 1 and

3 feet with velocity.
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4. Flood Insurance Manual,  National Flood Insurance Program, May 2005
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