Underwriting Uncertainty,
Courtesy of Court Decisions

by Akos Swierkiewicz

When courts find insurance application questions ambiguous,
they don’t typically hold insureds accountable for providing
inaccurate answers, regardless of industry standards or common
understanding. But such rulings can prove problematic, as
illustrated by a 2021 New York appellate court decision.
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Courts rarely step into the weeds of insurance application disputes.

But sometimes when they do, their rulings can set problematic
precedents or even create uncertainty, particularly in underwriting.

One of the most common instances of this occurs if an application
question is found to be ambiguous. In such cases, courts consistently
conclude that the insured bears no responsibility for having provided
an inaccurate answer to that question. While that stance may initially
seem logical, it can ultimately sow confusion—presenting challenging
implications for insurers.

The 2013 case of Starr Indem. & Liab. Co. v Monte Carlo, LLC,

serves to illustrate this point. In it, the owner of several commercial
buildings applied for property insurance via his insurance broker, who
completed ACORD Commercial Insurance Application 125 (2004/03).
Inresponse to Question 9 of the General Information section, "Any
uncorrected fire code violations?”, the broker checked “No,” and the
owner signed the application.

However, that wasn't entirely true.

Long before the property owner submitted the application, he had
received an Order to Remove Violations Forthwith from a fire marshal.
This order stated that one of the owner's buildings contained a
fire-alarm system that the fire marshal had neither received plans for
nor approved. Further, the system violated the existing fire code and
needed to be updated accordingly.
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The owner had not complied with the order when he submitted the
application; however, the insurer relied on the owner's application and,
inturn, issued a policy.

The story could've ended there, except that during the policy period, a
major fire destroyed the building to which the order applied. The insurer
learned the full story and decided to rescind the policy, reasoning

that the insured's negative response to Question 9 posed a material
misrepresentation.

An open-and-shut case, right? Not so fast.

In the ensuing litigation, the insured contended that his answer to
Question 9 was correct. He argued that the question does not apply to
a notice of fire-code violation, such as the fire marshal's order, unless a
summons to appear in court is issued.

An appeals court found Question 9 ambiguous—in effect, ruling in favor
of the insured.

Parsing a Fire-Code Violation

Missing or nonfunctional fire extinguishers, faulty smoke detectors

or fire-alarm systems, defective electrical systems, and inadequate
emergency lighting are fire-code violations and therefore necessitate a
yes answer to Question 9.

According to insurance industry custom and practice, the term "fire-
code violations" encompasses notices of fire-code violations by fire
marshals who send an Order to Remove Violations Forthwith to the



property owner. If such an order is uncorrected
when the application is submitted to the insurer, the
proper answer to Question 9 is yes.

The following wording appears in the ACORD
application, just above the applicant's and
producer's signature boxes:

Any person who knowingly and with intent
to defraud any insurance company or
another person files an application for
insurance or statement of claim containing
any materially false information, or
conceals for the purpose of misleading,
information concerning any fact material
thereto, commits a fraudulent insurance
actwhich s a crime and subjects the
person to criminal and [NY, substantial] civil
penalties. (Not applicable in CO, HI, NE, OH,
OK, OR, or VT;in DC, LA, ME, TN and VA,
insurance benefits may also be denied)

The undersigned is an authorized
representative of the applicant and
certifies that reasonable enquiry has been made to obtain the
answers to questions on this application. He/she certifies that
the answers are true, correct and complete to the best of his/
her knowledge.

The purpose of Question 9 is to divulge any fire-code violations, including
related notices like the Order to Remove Violations Forthwith. If such
violations remain, an insured must answer yes to Question 9. A no response
in this circumstance constitutes concealment or material misrepresentation
and justifies the insurer's rescission of the policy at any point.

Legal Interpretations

The insured in Starr sought an appeals court's interpretation of
Question 9. The ensuing decision and order of the Supreme Court of the
State of New York Appellate Division, First Judicial Department, entered
onJanuary 5, 2021, includes these statements:

«  "Evenaninnocent misrepresentation is sufficient to void the
policy..."

»  "However, an answer to an ambiguous question on an insurance
application cannot be the basis for a claim of misrepresentation
in procuring insurance..."

«  "Here, on defendants-respondents’ insurance application
submitted to plaintiff, Question 9, which asked ‘Any uncorrected
code violations?' is ambiguous. While the plain language asks
whether there are ‘any uncorrected fire code violations' and not
uncorrected fire code notices of violation, different witnesses
provided five different understandings as to what the question was
asking..."

* "Indeed, the question is not even posed as a complete sentence
but a sentence fragment lacking a verb, which could have
clarified the question.”
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Let's address these assertions.

First, in referencing Question 9, the court omitted the word “fire,” which
materially alters the meaning and intent of the question. Without it, the
court could understandably interpret the question as ambiguous.

Second, per ACORD, the language on its forms is carefully considered
and revised whenever necessary, driven by the recommendations of its
member community and regulatory requirements.

The court did not recognize that application questions need to be
broadly interpreted . Instead, it suggested revised question phrasing—
"Any uncorrected fire code notices of violation?"—that narrowed the
scope of Question 9.

I'm certain that those who drafted Question 9 did not intend to restrict
it to the court's narrow version, instead wishing to include the examples
of fire-code violations cited earlier. That said, ACORD modified the
question in a subsequent version of its Application 125 form by
broadening it to "Any uncorrected fire and/or safety code violations?"

Third, while the doctrine of reasonable expectations was clearly applied
and prioritized, there is no evidence that the court applied the legal
doctrine of utmost good faith to the property owner, who failed in his
duty to disclose—through an affirmative answer to Question 9—that

he was aware of a notice of fire-code violations that were uncorrected
when he submitted the application to the insurer.

Fourth, the court suggested that adding a verb to the question would
make it unambiguous; however, such treatment has been unnecessary
in other, similar instances. Consider, for example, these two ACORD
Application 125 questions:

»  Question 3: "Any exposure to flammables, explosives, chemicals?”

*  Question 4: "Any catastrophe exposure?”
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If standard application questions can be_—
retroactively reinterpreted as ambiguous,
underwriters may lose confidence. in.their
coverage decisions.

Future Implications

The appeals court's interpretation of Question 9 in the Starr case
prevented the insurer from proving that the insured concealed

or misrepresented facts. In so doing, the court set a problematic
precedent: It created uncertainty for underwriters relying on insureds’
answers in similar circumstances and fact patterns.

If standard application questions can be retroactively reinterpreted

as ambiguous, underwriters may lose confidence in their coverage
decisions. Moreover, other insureds may feel emboldened to challenge
the clarity of seemingly straightforward questions when facing policy
rescission, effectively requiring insurers and form developers to
attempt to draft perfectly unambiguous questions—a nearly impossible
standard.

In addition, agents and brokers need to be mindful of the court's
interpretation so they can properly advise insureds on how to answer
the question of uncorrected fire-code violations. The practical
challenge becomes particularly acute: Should they interpret
application questions according to industry standards and common
understanding or anticipate potential judicial reinterpretation?

This court decision may also inadvertently incentivize less-than-
forthcoming disclosure from insureds, who know they can later claim
ambiguity if their answers are challenged, undermining the principle of
utmost good faith that should govern insurance relationships.
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To avoid future conflicts with the question that plagued Starr, ACORD could
revise the question to, “Are any uncorrected fire/safety code violations or
notices or orders by a fire marshal or another authority currently pending?”
To ensure optimal functioning of the overall underwriting process,

however, it may have to place all of its application questions under a similar
microscope—a much more intensive endeavor.

Special thanks to the Legal & Regulatory and Underwriting interest
groups for their contributions to this article.
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