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INSURANCE FOR BAD
Foop — CHALLENGES AND
OPPORTUNITIES

by David Brenner, Riddell Williams PS*

When we go out to eat, Iinevitably like what my wife ordered
more than my own selection. Smart risk management would
suggest that I always follow her lead when we dine out. But
this article concerns risk management for legally bad food,
not bad menu selections.

Food recalls have become a fact of daily life. In March 2010
alone, the Food & Drug Administration’s Food Recall website
identified nearly 40 differentrecalls, including, ironically, one
for a product line called “Foods You Can Feel Good About.”?
Washington’s own Bill Marler, of Marler Clark, maintains
on Marler Clark’s website a running list of over 25 different
food contaminants and the online resources related to them.?
Some, like E. coli and salmonella, are household names, but
many, like shigella, are not.

Insurance coverage is determined by the nature of the
risk. Risks arising out of food recalls fall into two distinct
categories — liability claims for bodily injury to persons al-
legedly harmed by the food, and economic losses to the busi-
nesses affected by the recall.* Such businesses may include
food growers, processors, packagers, product manufacturers,
distributors, grocery stores and other retail outlets, restaurants
and other purveyors.

Whether a business faces liability or property loss claims,
it will be very helpful to have insurance when a claim
emerges. Unless the business has purchased specific recall
insurance, it can expect to run a gauntlet of insurer defenses
to coverage. This does notmean coverage will prove unavail-
able but the claim will call for persistence and thoughtful
application of the facts of the claim to the insurance policy
language.

Insurance for Liability Risks under Ordinary CGL
Insurance

When a business is sued for liability arising out of alleged
bodily injury or property damage, the business will most
likely look to its commercial general liability (CGL) insur-
ance policy for coverage. Bodily injury is usually defined
to include “sickness or disease,” so actual illness caused by
food-borne pathogens should qualify. Claims by persons
for emotional distress from exposure to contaminated foods
who do not actually become sick may qualify for coverage
depending on the wording of the definition of “bodily injury,”
for example whether it is limited to “physical harm.”®

While bodily injury claims provide the headline news,
other parties in the chain of food product manufacture will
have potential claims for damage to their property. Olympic
Steamship Co. v. Centennial Ins. Co.° shows how this may arise.
Olympicoperated awarehouse for salmon packers. Itreceived
unlabeled cans of salmon from packers during the fishing
seasonand stored the canned salmon until the packers entered
into purchase contracts with their customers. Olympic would
thenlabel, case and ship the cans to the packers’ customers per
the packers’ instructions. In 1985, the warehouse discovered
that its casing equipment had been crimping some cans and
breaking their seals for the past five months, creating a threat
ofbotulism. After testing, the Food and Drug Administration
ordered a product recall, requiring either the destruction or
return and inspection of cans already shipped. The packers
and their customers jointly opted to inspect the cans in the
field, salvaged the cans that they could, and then demanded
that Olympic reimburse their costs. Olympic paid them and
then sought the costs from its insurer.’

Substantially similar issues are likely to arise between
insured and insurer whether the liability claim is for bodily
injury or property damage. For example, it may be important
whether thebodily injury occurred asaresultof an “accident.”
The “trigger” clause which states the basic coverage in most
CGL policies typically applies to “accidents or continuous or
repeated exposure to conditions ....” Insurers may contend
thatintentional processes that produce defectsin food product
are not in themselves “accidents,”® while policyholders can
argue in most cases that events leading to food contamina-
tion are classic “accidents” because the consequences are
unintended by the company. Recent Washington decisions
incorporating the concept of “deliberate” acts into the defini-
tion of “accident” should favor the insured where Washing-
ton law applies.” These cases stand for the common sense
proposition that an intentional act can still be an accident if
the act was done without awareness of the implications or
consequences.

A similar issue likely to arise is whether the contamina-
tion was “unexpected or unintended” by the insured. The
burden is on the policyholder to prove that it did not expect
or intend the contamination." Proving lack of intent should
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seldom be a problem; what participant in the food chain nor-
mally intends to poison its customer? However, proving that
contamination is “unexpected” may be harder, especially in
situations where acompany has a history of sanitary citations
and violations. In Washington, the test is the actual subjec-
tive expectation of the policyholder rather than the objective
expectation of areasonable person.'”? However, circumstantial
and indirect evidence can be considered by the trier of fact
in determining the insured’s subjective expectation.’® In the
food contamination context, this could include knowledge
of past inspection failures, contamination problems, and a
failure to correct them. Although the test is subjective, a jury
is not likely to credit an unreasonable belief, no matter how
earnestly expressed.

Another issue is whether exclusions for “your product,”
“your work”, and “impaired product” will apply. These
exclusions are in the CGL policy to prevent it from becom-
ing a warranty for poor workmanship for the insured’s own
product. However, the exclusions for “your product” and
“your work” apply only to damage to the product or work
itself. If the insured’s product or work is incorporated into
or causes damage to a larger product, the damage to the
larger product should be covered.!* The “impaired product”
exclusion aims to eliminate coverage if the insured’s product
has a defective or dangerous condition that is incorporated
into a larger good but only causes loss of use rather than
physically injuring it. This exclusion typically applies only if
the larger good can be restored to use by the repair, replace-
ment or removal of the insured’s contributing product.'® The
blending and incorporation of ingredients from a wide range
of sources into a food product makes modern food produc-
tion a difficult health challenge. But it also works to avoid
the effect of these policy exclusions by damaging the entire
product or making it impossible to segregate and remove
the contaminated ingredient.

Finally, the policy is likely to have a product recall exclu-
sion. These exclusions are sometimes called “sistership”
clauses, after the practicein the aircraftindustry of grounding
other aircraft when one of the same model had problems. In
general, the purpose of such clauses is to eliminate coverage
for the insured’s cost of recalling products that have not yet
failed.’ The exclusion may also be limited to recalls of the
policyholder’s own product, but not liability for claims by
othersarising outof the recall.” Olympic Steamship concerned
such an exclusion. The Supreme Courtheld that Olympicwas
entitled to coverage because the clause applied only when
the insured withdrew its own product from the market.'s The
cans of salmon recalled in that case were the packers’ product
which Olympic only labeled and warehoused. Some more
recent policies have language broader than that at issue in
Olympic Steamship so it is important to review the specific
language of the exclusion in the policy at issue before relying
on the Olympic Steamship ruling.

Even if these issues are raised on a claim and there is a
substantial possibility that they apply, there is still much for
a policyholder to consider from its CGL policy. An insured
business facing liability claims for bodily injury wants two
things from its CGL policy: (1) insurance for its defense costs,
and (2) insurance for the cost of settlements or judgments.
Defense costs are critical, especially if the insured is facing
multiple victims at the same time it is incurring substantial
business costs in recalling the contaminated goods.

The right to defense costs is easier to prove than the right
to payment of a settlement or judgment. The new decision
of the Washington Supreme Court in Am. Best Food, Inc. v.
Alea London, Ltd.,” illustrates how broad the duty to defend
is in Washington. Defense costs are determined by the al-
legations in the complaint. The insurer has a duty to defend
“if the insurance policy conceivably covers allegations in the
complaint” or “if there is any reasonable interpretation of the
facts and the law that could result in coverage.”* Moreover,
if this standard is met, the insured must continue to defend
until it is clear that the claim is not covered.*

By contrast, payment of a settlement or judgment turns
on whether the actual facts that occurred in the dispute
underlying the liability claim match up with the insurance
coverage, i.e., whether the policy actually covers theinsured’s
liability.?2 Even if the underlying liability case is settled, the
insurer who denies indemnity may attempt to litigate what
the policyholder knew about the potential for existence of
contamination, whether the damage was to theinsured’sown
product only, and other potential grounds to avoid covering
the settlement or judgment.

First-Party Property Insurance for Food Recalls

Liability insurance applies to claims for injury by third par-
ties. Promptaction by the manufacturer or seller may confine
such claims to a bare minimum, but will often lead to a wide
range of other expenses and harm. These costs include:

e expenses in investigating the cause and identifying
the necessary remedy;

e thecostofimplementingarecall, including publicizing
it, and recalling, inspecting, storing, destroying, or re-
distributing the potentially contaminated products;

e reputational harm including the cost of product and
brand rehabilitation; and

e costs of hiring specialized help including crisis con-
sultants and attorneys to deal with transactional and
contractual issues.

For such remedial action, an insured will look to its first-
party property insurance.

As a starting point, it is important to determine if the
property policy covers losses caused by “all risks” or, more
narrowly, specifically identified “named perils.” Even if
the insurance is broader “all risk” coverage, there are still
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many other parts of the policy that can narrow the insur-
ance, especially the exclusions and the definition of covered
damages.

It is important to consider how the loss covered by “all
risk” and “named peril” policies is defined. Many policies
insure only against “direct” or “physical” loss or damage to
the insured property.” Insurers will try to interpret this re-
quirement narrowly. Food contamination poses a number of
issues concerning the presence of “physical” loss, forexample,
whether the introduction of impurities that do not render the
product unfit for human consumption constitutes physical
damage. Courts have recognized that technical violations
of FDA regulations or aesthetic problems that are not actual
health or safety problems can nevertheless be sufficient to
constitute physical damage.* Another issue is how many
food items are physically damaged where only some may
be contaminated but it is not economically feasible to deter-
mine which items are damaged and which are not.” If food
inventories lose value because of physical damage to other
insured property, that can be a basis for recovery.?

Property policies are less uniform than CGL policies.
Those property policies sold in the food industry may have
narrower or more defined exclusions than ordinary prop-
erty policies. Here are some exclusions that have generated
coverage disputes:

e Exclusions for “contamination.” A key to interpreting
such exclusions is the specific language,” especially
whether types or causes of contamination are specifi-
cally listed or excepted. Even where “contamination”
is excluded broadly, it may be possible to restore cov-
erage by showing that some of the causes in a chain
of causation are covered (for example, contamination
that follows a covered fire or water pipe break).

e Food contaminated by “pollutants,” essentially a special-
ized form of contamination. There is a large body of
case law interpreting the meaning and breadth of
pollution exclusions. Unfortunately for Washington
policyholders, this is one issue on which Washington
courts have narrowed coverage by broadly defining
the pollution exclusion in policies after 1986 to extend
beyond classic “environmental” pollution.?

* Faulty workmanship exclusions. These are similar to
the “your product” and “your work” exclusion in the
liability context, in that the insurer is attempting to
avoid supplying an open-ended product warranty of
fitness regardless of the cause of the contamination.

e Governmental action exclusions. These seek to exclude
losses arising out of the exercise of governmental
authority?, such as seizure or orders to destroy food
by government agencies such as the FDA or Depart-
ment of Agriculture. Here policyholders can try to

<49

avoid the exclusion by narrowly defining the scope
and requirements of government decisions.*

Finally, assuming coverage applies, any business in the
food industry will want to carefully consider the types of loss
covered by the policy. Conventional insurers are likely to vig-
orously contestexpenses forinvestigation, recallimplementa-
tion, restoration of reputation, and consulting expenses.

There are a number of specialized food-industry policies
and endorsements on the market thatare intended to address
some or all of the particular risks to which companies in the
food industry are exposed. For example, Liberty Mutual of-
fers its RM Custom Select policy for food processors which
includes recall expenses, testing costs, coverage for food
stored at third-party locations, utility service interruption
for off-site cold storage, spoilage in transit, and business
interruption coverage for lost profits.® A broker can walk
food-industry policyholders through specific benefits. These
policies are not standardized in any way so are not easily
addressed in the context of this article. Rather, the point of
the discussion here is to demonstrate the issues under tra-
ditional insurance, recognizing that some of the challenges
with suchinsurance may be avoided by acquiring specialized
food-industry insurance.

Conclusion

The food industry continues to deal with the challenges of
anever widening supply chain. Food contaminationisincreas-
ingly on the consumer’s radar screen, and the plaintiffs’ bar
is well organized to keep it there. Insurance is a potentially
effective frontline risk-management tool for potential food
contamination losses. Traditional CGL policies may provide
a defense to food-injury liability claims, but coverage for
settlements and judgments is likely to be more challenging.
Traditional first-party coverage may provide insurance for
some aspects of a food contamination problem but likely will
not cover all economiclosses. Businesses in the food industry
should give careful thought to the full range of risks to which
they are exposed and insure accordingly.
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To DEMAND OR NOT TO
DeMAND, THAT Is THE
QUESTION: IN RE F5 NETWORKS,
INC. DERIVATIVE LITIGATION

by Keith ]. Seo*

I. Introduction

Perhaps it is no longer surprising to hear about millions
of dollars of bonuses paid out to the directors and officers of
the few companies that, as we hear on the news, could not
have stayed afloat without government bailouts. But while
the propriety of this type of compensation is subject to de-
bate, another type of compensation is not only improper, but
illegal, and has been a subject of controversy and litigation
for several years: backdating of stock options.

While the directors and officers of a corporation manage
the business and affairs of the corporation, they also have
fiduciary duties to the corporation and its shareholders not
to cause harm to the corporation. When the directors and of-
ficersbreach their fiduciary duties by, say, granting backdated
stock options, shareholders have standing tobring a corporate
cause of action, often called a derivative action, against the
directors and officers to redress the harm.

And arecent Washington caseinvolved a derivative action
against the directors and officers of a corporation alleged to
have backdated stock options to grant in-the-money stock
options to themselves and others. In In re F5 Networks, Inc.,
Derivative Litigation, aside from the controversy surround-
ing the backdating of stock options, one of the key issues
involved whether the shareholders were allowed to bring
a derivative action in court without first making a pre-suit
demand to the board of directors.!
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