
CONTROL OF DAMAGED
AND UNDAMAGED
PROPERTY
Medical device and drug manufacturers have a unique
property exposure that, without proper attention to policy
language, could result in a serious uninsured loss.

Property policies usually state that they will pay for loss to property
that has sustained direct physical damage by an insured peril. A
typical property policy insuring agreement reads, “This policy
insures against all risks of direct physical loss, damage or
destruction to the type of property covered herein…” But what if
there is no direct physical damage, but the property is deemed
unusable by a government authority as a result of loss from an
insured peril?

HYPOTHETICAL CASE STUDY
A large drug or device manufacturer has a warehouse full of
inventory waiting for distribution. A small fire starts in one corner of
the warehouse. The fire is contained in a small area and quickly
extinguished. Pallets of inventory at the opposite end of the
warehouse appear to be unharmed, but the FDA and the insured
determine that these products cannot be sold. The insured is
required to destroy the undamaged inventory and incurs a
significant loss.

THE RISK
Because the property policy insuring agreement requires that a loss
involves “direct physical loss, damage or destruction,” the claim in
our case study may not be insured despite the fact that fire was the
proximate cause of the loss. The direct cause of loss is that the FDA
has determined that all products in the warehouse must be
destroyed.

Additionally, the drug or device manufacturer does not want the
insurer to take the property for salvage, which is an insurer’s right
under a typical property policy. No drug or device company wants to
see its product sold as salvage, nor would government agencies allow
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it. Strict federal regulations govern the proper
disposal of quarantined life science products.

Some insurers have attempted to recognize
the need to modify policy language to
accommodate this unique risk exposure by
adding a “Control of Damaged Property”
clause in their policies. But even the title of
the clause belies the problem. It refers to
“Damaged” property and there is no
definition of “Damage” in the policy. A typical
clause may read, “The insured shall have full
right to the possession of all property
manufactured, sold or distributed…and shall
retain control of all damaged property. The
insured, using reasonable judgment, will
decide if the physically damaged property can
be reprocessed or sold other than in respect
of stock where the insured’s quality control
procedure(s) in compliance with FDA
regulations, or the regulations of any
equivalent authority in any other country or
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locality will determine if the stock is unfit for sale or use.” (Italics
added.) At first glance this looks like it may offer a solution; however,
here also the language refers to “physically damaged property” as a
condition for coverage to apply.

Another proposed solution that is an improvement on the Control of
Damaged Property language quoted above is the “FDA Coverage”
endorsement that can be added to a life science property policy. This
endorsement states in part, “Coverage under this endorsement
becomes effective when the following conditions are met:

1. an insured event occurs that is covered by this policy,
2. there is no exclusion applying,
3. the measure of extent of damage is in dispute due to lack of

physical proof of physical damage,
4. the insured’s inability to market the goods is due to the

application of FDA guidelines, then the amount of finished goods
falling into this disputed category will be indemnified subject to
a limit of US $100,000.”

There are a few problems with this endorsement. First, it refers to
“finished goods,” but we could have unfinished goods in the
manufacturing process that could also be deemed unusable by the
insured or a government authority. Second, the endorsement has a
predetermined sublimit (in this sample wording, $100,000) which is
the most the insurer will pay for undamaged goods. This amount will
most likely be woefully inadequate in a drug or device manufacturing
loss. Third, the language only refers to application of FDA guidelines.
Many life science companies manufacture and/or warehouse
inventory outside of the U.S. We would want the coverage to extend
to condemnation by any government authority.

THE SOLUTION
The optimal coverage language would:

1. Deem that goods condemned by any appropriate government
authority are considered “damaged’

2. Delete the word “physically” from the term “physically
damaged” to read simply “damaged” property

3. Allow for the insured, using reasonable discretion, to determine
if the property subject to loss is fit for public consumption or use

4. Not have a sublimit or at least have a sublimit adequate to cover a
probable loss amount

5. Permit full control by the insured for all damaged and
undamaged goods covered by the policy

THE VALUE
The loss of goods that are rendered unusable
by a government authority can easily range in
the millions of dollars. If the property
insurance policy is not modified to cover this
type of claim, the loss will be “self-insured”
and ultimately paid from the company’s
operating income.
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The observations, comments and suggestions
made in this report are advisory and not
intended nor should they be taken as legal
advice. Please contact your own legal adviser
for an analysis of your specific facts and
circumstances.


