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INTERPRETING COMMON EXCLUSIONS
IN PROPERTY POLICIES

By: Eric A. Dolden

1. INTRODUCTION: RULES OF INTERPRETATION

This paper will address six exclusion clauses found in Wellington's property policies and
will attempt to identify any problems which may arise from recent judicial interpretations
of these clauses. The writer will specifically note similarities and differences in the
applicable wording of the "Property Saver" (homeowner's), "Enterprise Saver" and
"Business Saver" (commercial) policies issued by Wellington Insurance. Before looking at
the clauses themselves, however, we will highlight some of the general rules employed by
courts when interpreting contracts for insurance. These rules are frequently used in the
interpretation of exclusion clauses, as will be seen below.

Firstly, the rule of contra proferentem mandates that whenever a clause is found to be
ambiguous, the clause shall be construed strictly against the party responsible for its
drafting. In other words, "ambiguity in the wording created by the authors operates
against those authors."! Since insurers proffer the policy the ambiguity is construed
against the insurer.

By applying this rule to the construction of insurance policies, the courts are attempting to
place the risks associated with ambiguous policy wordings on the insurer, since it is
recognized that the insurer is the party best able to avoid such risks.

Another device used by courts when construing exclusion clauses is to "...closely examine
the scope of the coverage intended by the parties..."> and to apply the rule of construction
known as ejusdem generis ("of the same kind, class or nature"). This rule states that:

"When specific things named in an instrument are followed by a general term, the general
term is deemed to be restricted to and refer only to those things similar in nature to those

specifically enumerated."3

For example, if a general term such as "earth movement" follows something more specific,
then the general term will be interpreted as if it were meant to cover only occurrences of
the same kind or class as referred to earlier in the sentence. This is yet another attempt by
the courts to place the risks associated with ambiguous policy wordings onto the insurer's

1 Kass v. State Farm Fire & Casualty Co. (1989), 39 C.C.L.I1. 258 at 262
2 Kass, supra, at 263
3 Stewart v. Preferred Fire Insurance Company (1970), 44 A.L.R. (3d) 1307 at 1312
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shoulders and, in so doing, to limit the generality and applicability of exclusion clauses.
As will be seen below, insurers should be careful when framing their exclusion clauses to
ensure that they are not inadvertently limiting what they wish to be a "general" exclusion
by placing it in the same sentence as terms with a more specific and limited focus.

Exclusion clauses are included in insurance policies for the purpose of defining the limit of
the risk; virtually every policy incorporates some form of exclusion from coverage.
Exclusions are concerned with either risks or losses: a typically excluded risk would be
war or civil unrest, or the escape of radioactivity; a typically excluded loss might be
especially valuable property such as money or negotiable securities. All-risks policies
usually place detailed limitations on the insurer's responsibility for both risks and losses,
although residential and commercial policies vary considerably in the type of risks and
losses which they exclude.*

2. ENVIRONMENTAL, CONTAMINATION AND POLLUTION EXCLUSIONS

a) Excluded Risks in Contemporary Policies

i. Homeowners Wordings

A typical homeowners' all-risks policy frequently incorporates the following
exclusions:

"LOSS OR DAMAGE NOT INSURED
We do not insure loss or damage:

wear and tear, defect or mechanical breakdown, rust or corrosion,
extremes of temperature, wet or dry rot or mould, and
contamination;

settling, expansion, contraction, moving, bulging, buckling or
cracking except resulting damage to building glass;

caused by seepage or leakage of water below the surface of the ground
including through sidewalks, driveways, foundations, walls,
basement or other floors or through doors, windows or any other
openings, unless the loss or damage resulted from the escape of

4 This paragraph is taken from p.283 of "The Broad Form Property Policy Responds to
Environmental Losses", by Eric A. Dolden (1992), 3 C.I.L.R. 269
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water from a public water main, swimming pool or equipment
attached." (emphasis added)

ii. Commercial Wordings
Wellington's current wordings are as follows:

"Property Saver"

2. LOSSES EXCLUDED

We do not insure:

a. wear and tear or mechanical breakdown;

b. loss or damage caused by deterioration, contamination,
vermin, rodents or insects, inherent defect, smoke from
agricultural smudging or industrial operations, rust or
corrosion, rot, mould, faulty materials or workmanship,
settling, expansion, contraction, moving, shifting, bulging,
buckling or cracking.

If a fire, smoke (other than from agricultural smudging or
industrial operations), explosion, glass breakage, or damage by
water (not otherwise excluded) results, we will cover only the
portion of the damage caused by these perils;

If a fire or explosion results, we will insure only that portion of the
damage caused by these perils;

d. cracking or falling of ceilings or walls unless caused by a
peril not excluded elsewhere in this policy;

f. 1) loss or damage caused by flood, surface water,
waves, tidal water or tidal wave, overflow of streams or
other bodies of water, or spray from any of these, or by ice
or waterborne objects, or by melting of ice or snow on the
roof of the dwelling, all whether driven by wind or not;

2 loss or damage however caused by water below
the surface of the ground, including water that exerts
pressure on, or flows, seeps or leaks through sidewalks,
driveways, foundations, walls, basement floors or
through doors, windows or other openings;

© Dolden Wallace Folick LLP 5
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©)] loss or damage caused by rupture or bursting,
backing up or escape of water from a sewer or drain,
sump, septic tank, eavestrough or downspout, unless:

() the loss or damage is caused by water
escaping from a public watermain, swimming
pool or attached equipment;

(ii) loss or damage by fire or explosion
results, in which case we insure only that portion
of the damage caused by the fire or explosion;

(iii) the loss or damage results from theft.

i loss or damage caused by continuous or
repeated seepage or leakage of water or steam
from within a plumbing, heating, sprinkler or air
conditioning system, or household appliance;

"Enterprise Saver"

B. ALL RISKS
C. ALL RISKS INCLUDING EARTHQUAKE AND/OR
FLOOD

The following exclusions are applicable to Items B and C above
except that with respect to Item C, if the perils of earthquake
and/or flood are insured and so specified in the Declarations or in
Section 4 of this policy, then Exclusions (a) and/or (d) below do

not apply.

This policy does not insure against loss or damage caused directly
or indirectly by:

(s) Settling, expansion, contraction, moving, shifting or

cracking unless concurrently caused by a peril not
otherwise excluded. This exclusion does not apply to or
damage to Business Contents.

(d) Flood, including waves, tides, tidal waves and the rising
of, the breaking out or the overflow of, any body of water,
whether natural or man-made; but this exclusion does not
apply to ensuing loss or damage which results from fire,
explosion, smoke or leakage from fire protective
equipment or from a watermain;

© Dolden Wallace Folick LLP 6
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(e) Seepage, leakage or influx of water derived from natural sources
through basement walls, doors, windows or other
openings therein, foundations, basement floors,
sidewalks, sidewalk lights, or by the backing up of
sewers, sumps, septic tanks or drains, unless concurrently
caused by a peril not otherwise excluded;

(8) Centrifugal force, mechanical or electrical breakdown or
derangement in or on the premises; but this exclusion
does not apply to ensuing loss or damage which results
from fire, explosion, smoke or leakage from fire
protection equipment;

() Dampness or dryness of atmosphere, changes of
temperature, freezing, heating, shrinkage, evaporation,
loss of weight, leakage of contents, exposure to light,
contamination, change in flavour or colour or texture or
finish, rust or corrosion, marring, scratching or crushing,
but this exclusion does not apply to loss or damage
caused directly by fire, lightning, smoke, windstorm, hail,
explosion, strike, riot, impact by aircraft, spacecraft or
land vehicle, leakage from fire protection equipment,
rupture of pipes or breakage of apparatus not excluded
under paragraph (f) hereof, vandalism or malicious acts,
theft or attempt thereat; or accident to transporting
conveyance, sonic boom or falling object, meaning an
object which while falling, strikes the exterior of the roof
or walls of a building;

G Smoke from agricultural smudging or industrial
operations;

(h) The cost of making good:

() fault or improper material;
(ii) faulty or improper workmanship;
(iii) faulty or improper design;

provided, however, to the extent otherwise insured and not
otherwise excluded under this policy, resultant damage to the
property is insured;

"Business Saver"

Perils and Exclusions

© Dolden Wallace Folick LLP 7
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This policy covers against all risks of direct physical loss or
damage tot he property described except those specifically
excluded.

C. Everyday Causes of Loss

We do not cover loss or caused by or resulting from:

1) wear and tear; marring and scratching;

(2) gradual deterioration, inherent vice or latent
defect;

3) mechanical breakdown of machines, including

rupture or bursting caused by centrifugal force;

4) rust, mold, wet or dry rot, or contamination;

) dampness or dryness of atmosphere;

(6) changes in or extremes of temperatures;

(7) smoke from agricultural smudging or industrial

operations, or smog, but this does not apply if the
smoke or smog is sudden and accidental;

8) birds; vermin, rodents, insects or animals;

) the cost of making good:

a. faulty or improper workmanship;
b. faulty or improper design;
c. faulty or improper materials.

But we do cover loss directly caused by any of the following perils
which result from any of the above Everyday Causes of Loss.

Perils
Fire
Explosion

Smoke (other than smoke from agricultural smudging or
industrial operations)

© Dolden Wallace Folick LLP 8
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Collapse of a building
Glass Breakage
E. Earthquake, Flood, Water, Earth Movement

We do not cover loss caused by, resulting from, contributed to or
made worse by:

3) Water

By seepage, leakage, or influx of water derived from natural
sources through basement walls, doors, windows, or other
opening therein, foundations, basement floors, sidewalks,
sidewalk lights, or by the backing up of sewers, sumps,
septic tanks or drains, unless concurrently and directly
caused by a peril not otherwise excluded.

By the entrance of rain, sleet or snow through doors,
windows, skylights or other similar wall or roof openings
unless through an aperture concurrently and directly
caused by a peril not otherwise excluded.

F. Settling

We do not cover loss caused by settling, shrinking, cracking,
bulging or expansion of the following covered property unless the
loss occurs at the same time the property is damaged from a cause
that is covered under this policy:

1) driveways, sidewalks, or pavements;
) foundations, walls, floors, roofs or ceilings; or
3) swimming pools.

The typical commercial all-risks policy issued enumerates the following "excluded perils":

"This Form does not insure against loss or damage caused directly or indirectly...

by dampness or dryness of atmosphere, changes of temperature, freezing, heating,
shrinkage, evaporation, loss of weight, leakage of contents, exposure to light, contamination,
pollution, change in colour or texture or finish, rust or corrosion, marring, scratching or
crushing, but this exclusion does not apply to loss or damage caused directly by “Named
Perils', rupture of pipes or breakage of apparatus not excluded under paragraph (m) of
Clause 6A hereof, theft or attempt thereat or accident to transporting conveyance. Damage

© Dolden Wallace Folick LLP 9
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to pipes caused by freezing is insured provided such pipes are not excluded in
paragraph (m) of Clause 6A hereof;

by smoke from agricultural smudging or industrial operations...

(b) to ‘buildings' by... settling, expansion, contraction, moving,
shifting or cracking unless concurrently and directly caused by a peril not
otherwise excluded in Clause 6B hereof...

Nor does this form insure...

wear and tear, gradual deterioration, latent defect, inherent vice, or the cost of making good
faulty or improper material, faulty or improper workmanship, faulty or improper design,
provided, however, to the extent otherwise insured and not otherwise excluded under this
Form, resultant damage to the property is insured;" (emphasis added)

Disclaimers of responsibility for "contamination" and "pollution" have to some extent
successfully limited the liability of property insurers. However, the courts have had
difficulty in establishing a settled meaning for these words which can be applied with
consistency. The outcome has been unpredictability for both insurers and insured, as the
following American cases demonstrate.

HI-G Incorporated v. St. Paul Fire & Marine Insurance Company 283 F. Supp. 211 (D. Mass.
1967) involved extensive consideration of the word "contamination" within the context of
an all-risks policy. The insured was a manufacturer of electrical equipment. Its
production processes included heat treatment of relay devices. A loss was suffered as a
result of a power failure in the course of the heat-treating process which caused oil vapour
to be drawn into the heating chamber: a substantial number of relay devices were
practically ruined. The insurer denied coverage on the basis of a clause which specified
"contamination" as an excluded peril, and its decision was found to be correct. The Court
said:

"...the sole question is whether the damage to the relays was “contamination' within the
meaning of the policy. Plaintiff's position is that there is no contamination of a product
unless as a result of the action of some outside substance there is an actual physical change
in the form or substance of the product itself, as when spoilage of food occurs as a result of
the entry of bacteria whose action causes a change in the substance of the food.

Contamination, however, cannot be so narrowly restricted in meaning. “Contamination'
connotes a condition of impurity resulting from mixture or contact with a foreign
substance.

American Casualty Company of Reading, Pennsylvania v. Myrick, 304 F.2d 179, 183, 96 A.L.R.
2d 1352. In Webster's Third New International Dictionary and Webster's Seventh New
Collegiate Dictionary, ‘contaminate' is defined as meaning “to make unfit for use by
introduction of unwholesome or undesirable elements', and it is said that contamination
implies “intrusion of or contact with an outside source as its cause'. While the introduction

© Dolden Wallace Folick LLP 10
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of an outside element may change the product itself, it is not essential to contamination that
it do so.

What happened in this instance is clearly a case of contamination. An undesirable element,
oil vapour, was introduced into the relays from an outside source, and it was precisely the
intrusion of this outside element and its presence within or in contact with the relays that
rendered them unfit for the use for which they were intended." (at p. 12-13)

The persuasive value of this reasoning is uncertain, in view of the quite contradictory
decision of the Supreme Court of Texas published nine months later in McConnell.

In Construction Company v. Insurance Company of St. Louis, 428 S.W. 2d 659 (Tex. Civ. App.),
the insured was a building contractor which had suffered a significant loss resulting from
the application of muriatic acid to the floor of a newly constructed building. Fumes
generated by the acid reacted with all exposed metal surfaces, and quickly corroded those
surfaces beyond repair. All metal fixtures and building materials had to be replaced. The
insurer denied coverage under a builders' "all-risks" policy on the basis of its exclusion of
"Loss by contamination...". The building contractor sued on the policy and ultimately won
its case.

Compare the following reasoning with the reasoning applied to the claim of the
electronics manufacturer in the previous decision:

"We have here damage by corrosion. As the policy contains an “all risks' insuring clause,
damage to property by corrosion is covered unless excluded from the policy coverage. The
contamination exclusion was relied upon by the insurance company and the Court of Civil
Appeals held that the type of corrosion damage disclosed by the evidence was
comprehended by such exclusion...

Corrosion and contamination are not synonymous terms. The connotation of
contamination is a mixing of substances like dirt and water which results in an impure
mixture. Corrosion on the other hand connotes disintegration, oxidation, decay of metal
and the like. While it may be possible that under certain situations, a corrosion may also be
classified as a contamination, that is not the situation here. We have no mixing of
substances resulting in impurity. We have a pitting, a destruction and a disintegration of
metal caused by chemical fumes and a resultant degenerative reaction adversely affecting
the structure of metal. We hold that the loss in this case was comprehended by the
insuring clause of the policy and was not excluded therefrom." (as pp. 660-661).

These two cases make the point that words of general application such as "contamination"
are bound to generate uncertainty when applied to a particular set of facts.

Auten v. Employers National Insurance Company, 722 SW. 2d 468 (Tex.C.A.) provides a
sobering example of toxic contamination, and demonstrates the need to establish the
availability of adequate cover for damage caused by toxic agents. The plaintiff insureds
were covered by an all-risks property policy. They hired a contractor to fumigate the

© Dolden Wallace Folick LLP 11
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carpets in their home. Later the insured began to experience severe health problems
which eventually forced them to vacate their home. It was later proved that the fumigator
had employed an unsuitable pesticide in a dangerous manner, and that the plaintiffs'
home had been rendered permanently unfit for human habitation by lethal toxins. The
defendant insurer denied coverage on the basis of the "contamination" exclusion.

The Texas Court of Appeals upheld the validity of the defendant's denial of coverage. The
court began with the proposition that:

"Contamination occurs when a condition of impairment or impurity results from mixture
or contact with a foreign substance..."

and went on to cite cases in which the exclusion in question had foreclosed coverage, e.g.,
where the escape of ammonia gas from a refrigeration unit rendering food unfit for
human consumption had been characterized as "contamination"; American Produce &
Vegetable Co. v. Phoenix Assurance Co., 408 S.W. 2d 954 (Tex. Civ. App.). From this the court
concluded that it "necessarily" followed the plaintiffs' claim concerned "contamination"
and was accordingly excluded from coverage.

Counsel for the insured homeowners anticipated the strength of the insurer's position, and
attempted to characterize his clients' loss on an alternative basis, relying on certain
California cases upholding claims where the loss could be attributed at least in part to a
non-excluded peril. It was argued on the insureds' behalf that it was actually the
fumigator's negligence which had been the cause of their loss, quite apart from the factor
of "contamination". This argument did not meet with success:

"In support of this rationale, they rely on Safeco Insurance Co.v. Guyton, 692 F.2d 551 (9th
Cir. 1982), a decision in which the court applied California law. In Guyton, the insured's
home was flooded after waters produced by record rains overwhelmed negligently
constructed flood control measures. The insurer denied the insureds' claims, relying on
flood exclusion of the all-risks policy. The Ninth Circuit held that, even though the loss
was caused by flooding, the flooding itself would not have occurred in the absence of the
improper methods used in building the flood control device and therefore, the insureds
were entitled to recover under the policy because California law provides that, where two
events of independent origin combine to create a loss that would not have occurred
without both events, the insured may recover if either event constitutes an insured peril."
(supra at page 470).

The Court held that in the State of Texas the law provided otherwise, i.e., that if a loss was
principally caused by more than one peril, one of which was an excluded peril, no
coverage was available. The insured received nothing.

It would be possible to multiply actual examples of seemingly contradictory cases

involving exclusion clauses which relate to pollution claims. However, the intention is not
to provide a comprehensive digest of American case law, but rather to identify the legal

© Dolden Wallace Folick LLP 12
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developments which have encouraged the creation of new forms of coverage. The
obvious lack of consistency in American law portrayed in the cases dealing with
"contamination" exclusion clauses is one such development. This inconsistency is a major
contributing factor in the trend toward specific "environmental" exclusion clauses, and the
creation of specialized environmental coverages.

While there are strong arguments provided by the American cases which would support

the application of the "contamination" or "pollution" exclusions, the existence of indemnity
is very much an open question.

b) Environmental Exclusion Clauses in the Property Policy

Seemingly in response to the spectre of environmental claims some property insurers have
sought to limit their potential by incorporating partial exclusions into their policies. There
is virtually no property insurer that purports to adopt an "absolute" exclusion into the All
Risks property policy as has occurred in the realm of liability policies. Instead, the existing
variations commonly utilized in Canada are of two types:

1. The "secondary harm" exclusion which provides:

This policy does not insure against loss or damage, whether direct or
indirect, nor any clean up costs incurred resulting from such loss or
damage caused by any spill, discharge or seepage of a pollutant/
contaminant, unless resulting directly from loss or damage to the property
insured caused by an insured peril.

2. The "secondary harm/debris removal" exclusion which provides:

It is understood and agreed that the insurance provided by this policy
does not cover any loss or damage, whether direct or indirect, nor any
clean up cost incurred resulting from all spill, discharge or seepage of a
pollutant/contaminant.

This exclusion does not apply to loss or damage to the property insured
caused by a peril not otherwise excluded or to expenses covered under the
following Debris Removal Clause.

"Debris Removal": The Insurer will indemnify the Insured for expenses
incurred:

1. In the removal from the premises insured of debris of the property

insured, occasioned by loss or damage to such property, for which
loss or damage insurance is afforded under this policy.

© Dolden Wallace Folick LLP 13
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2. In the removal of other property which is not insured by this
policy but which has been blown by windstorm upon a location
insured by this Policy."

There is, to the knowledge of the writers, no decided cases which have examined either of
these exclusions in the context of a property policy. The "secondary harm" exclusion was
intended, from an underwriting standpoint, to provide coverage in circumstances where
an admitted peril incidentally caused loss of an environmental nature. An example might
entail a fire on the premises that has the effect of bursting a metal container thereby
spilling chemicals which further damage the insured property.

As an example, imagine the cement foundation of a residential home and nursery
operation were harmed by the gradual seepage of chemicals resulting in physical injury to
the cement walls.] In one sense the "secondary harm" exclusion creates the potential for an
ambiguity. If it is assumed that the chemicals constitute a "pollutant" or "contaminant", it
could still be contended that the loss resulted directly from an insured peril - in this case,
seepage of chemicals. Assuming, however, that a Court would strive for a meaning that
avoids a "nonsensical" result, the introductory words must be read so as to constitute a
complete elimination of coverage in the event of seepage due to a
"pollutant/contaminant". Absent an "insured peril", such as fire, there would be no
coverage in view of the "secondary harm" exclusion. Seen in this light an insured's ability
to recover will depend upon whether the substance which encroaches upon the insured's
premises can be characterized as a "pollutant" or "contaminant".

The "secondary harm/debris removal" exclusion acts to further erode the exclusion by
expressly excepting from environmental claims any debris removal costs. However, it is
noteworthy that unlike the manuscript "debris removal clause" noted earlier, this
exclusion does not indemnify an insured for its costs in removing property "deposited"
onto the insured's premises. It is unclear whether those words are sufficient to bar
recovery for deleterious chemicals which permeate through the soil and which are not
strictly speaking, "deposited onto" the soil.

3. LANDSLIDE, SUBSIDENCE AND OTHER EARTH MOVEMENT

A common landslide, subsidence or other earth movement clause reads as follows:

"This policy does not insure against loss or damage caused directly or indirectly by
snowslide, landslide, subsidence or other earth movement, except for ensuing loss or
damage which results from fire, explosion, smoke or leakage from fire protective
equipment."

© Dolden Wallace Folick LLP 14
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When faced with disputes as to the applicability of exclusion clauses, the courts first
examine the clause to determine whether or not it is ambiguous on its face. If the clause is
found to be ambiguous, then the court will apply the rules of construction referred to in
the Introduction to this paper in attempting to determine whether or not the exclusion
clause is applicable to any given situation. A review of Canadian and American case law
dealing with landslide, subsidence and other earth movement exclusion clauses indicates
that the phrase "other earth movement" is typically found to be ambiguous and hence the
courts employ the ejusdem generis rule of interpretation by looking to the other provisions
in the exclusion for guidance in determining what the clause is meant to cover.

The equivalent Wellington wordings are:

"Property Saver"

C. LOSSES EXCLUDED

We do not insure:

C. loss or damage caused by
1) snowslide
(2) earth movement, meaning earthquake, landslide, rock

slide, mudflow, earth sinking, rising or shifting.

If a fire or explosion results, we will insure only that portion of the damage
caused by these perils;

"Enterprise Saver"

B. ALL RISKS

C. ALL RISKS INCLUDING EARTHQUAKE AND/OR FLOOD

The following exclusions are applicable to Items B and C above except that
with respect to Item C, if the perils of earthquake and/or flood are insured
and so specified in the Declarations or in Section 4 of this policy, then

Exclusions (a) and/or (d) below do not apply.

This policy does not insure against loss or damage caused directly or
indirectly by:

(b) Snowslide, landslide, subsidence or other earth movement, except
for ensuing loss or damage which results from fire, explosion,

© Dolden Wallace Folick LLP 15
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smoke or leakage from fire protective equipment. This exclusion
does not apply to loss or damage to Business Contents;

(c) Settling, expansion, contraction, moving, shifting or cracking
unless concurrently caused by a peril not otherwise excluded.
This exclusion does not apply to loss or damage to Business
Contents;

"Business Saver"
Perils and Exclusions

This policy covers against all risks of direct physical loss or damage to the
property described except those specifically excluded.

E. Earthquake, Flood, Water, Earth Movement

We do not cover loss caused by, resulting from, contributed to or made
worse by:

1) Earthquake

If however, the earthquake causes a fire, explosion, smoke or
leakage from fire protection equipment, we will cover the damage
that results.

4) Earth Movement

This includes, but is not limited to, landslide, snowslide, earth
sinking, earth rising or shifting. But if any of these causes fire,

explosion, smoke or leakage from the protection equipment, we
will cover the damage that results.

If a theft occurs during or after damages to your property caused
by any of the perils excluded under this item 4, we cover that
theft, as long as the loss is not excluded by another provision of
your policy.

F. Settling
We do not cover loss caused by settling, shrinking, cracking, bulging or

expansion of the following covered property unless the loss occurs at the
same time the property is damaged from a cause that is covered under this

policy:

o)) driveways, sidewalks, or pavements;

© Dolden Wallace Folick LLP 16
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(2) foundations, walls, floors, roofs or ceilings; or
3) swimming pools.
a) Canadian Caselaw: "other earth movement”

For example, in the case of Pavlovic v. Economical Mutual Insurance Co.,’ the insured's home
was damaged by a ruptured domestic waterline. The insurer attempted to deny coverage
on the basis of an "other earth movement" exclusion clause in addition to two other
exclusion clauses. In the face of the phrase's ambiguity the B.C. Supreme Court found as
follows:

"..the whole tenor of that clause suggests a dramatic earth movement of the type
contemplated by the words “earthquake, landslide'. In my view, the words “or any other
earth movement' should be read in context of a severe earth movement initiated or caused
by a distinct and dramatic natural phenomenon. I apply the contra proferentum rule against
the insurer as to this clause."

The court in Pavlovic interpreted "or any other earth movement" narrowly by limiting it to
dramatic earth movement and is a good example of the judicial tendency to construe
exclusion clauses strictly and in the insured's favour. It is interesting to note, however,
that in that case, the landslide clause did not contain the word "subsidence". The
American Heritage Dictionary (Second Edition) defines "subside" as follows:

"...to sink to a lower or normal level... to sink or settle down, as into a sofa... to sink to the
bottom, as a sediment; settle..."®

Given the less dramatic connotations associated with the word "subsidence", it is likely
that the words "or any other earth movement" would be given a broader interpretation in
the context of a clause which included a reference to "subsidence" than was given to the
same words in the Pavlovic case. Thus, while insurers should be wary of narrow
interpretations of the phrase "or any other earth movement" such as the one cited above,
they could conceivably widen the applicability of that phrase by ensuring that the words
immediately preceding it (for example the word "subsidence") were not restricted to
"dramatic" earth movement. Similarly, and in light of the court's tendency to restrict the
applicability of exclusion clauses, insurers may want to consider specifying whether or not
their "landslide, subsidence and other earth movement" clause is meant to apply to earth
movements attributable to both natural and non-natural causes.

5 (1992),9 C.C.LI (2d) 17 (B.C.S.C.)
6 American Heritage Dictionary, 2nd ed. (Boston: Houghton Mifflin Company, 1991) at 1213

© Dolden Wallace Folick LLP 17

p



7

DOLDENWALLACEFOLICK"®

b) American Caselaw: “landslide”

While there is a dearth of case law in Canada as to what constitutes a "landslide", the
American authorities suggest ambiguity surrounds the term. For example, a 1962 decision
states that:

"...the term “landslide' is ambiguous, it has been held that the term should be construed to
embrace the sliding of land from under the house, as well as land sliding down upon the
house, in determining the coverage of a comprehensive policy covering a dwelling against

direct loss or damage by landslide."”

As is the case with the contamination and pollution exclusions, commonly used phrases
such as "landslide" and "other earth movement" tend to foster uncertainty when applied to
a given fact situation. Thus, in both instances we see the United States judiciary
interpreting these clauses according to the ejusdem generis rule, which limits the general
term (i.e. other earth movement) to the prior types of earth movement specified in the
clause. This accords with the approach taken in the Canadian Pavlovic case mentioned
above.?

A further attempt at defining the term "landslide" was made in the case of General
Insurance Company of America v. Lapidus. Commenting upon a landslide exclusion clause it
was stated:

"of course, settling or subsidence occurs when the soil in time compacts downward
vertically. Landslide normally implies some lateral movement, usually accompanied also

by some slippage angularly downward of the body of earth."?

Similarly, in Olmstead v. Lumbermen's Mutual Insurance Company, it was held that the
"ordinary meaning of “landslide' is the sliding down of a mass of soil or rock on a steep
slope."10

While these decisions provide a general idea of how the courts will approach the term
"landslide", their differing formulations serve as a warning that confusion surrounds the
question of what constitutes a landslide.

7 Couch on Insurance, 2d ed., para. 48:180 at p. 187

8 Couch on Insurance, ibid., at p. 187 Gullett v. St. Paul Fire & Marine Insurance Company (1971),
446 F. (2d) 1100

9 325 F. (2d) 287 (1963) at 288

10 (1970), 259 N.E. (2d) 123 as cited in Couch, supra, at p. 187
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C) American Caselaw: “other earth movement”

Similarly, there does not appear to be a consensus in the United States on the meaning of
the term "earth movement". In Steele v. Statesman Insurance Company', the Court found
that that particular earth movement exclusion was ambiguous. However, in the case of
Stewart (supra), the court found that the "landslide or other earth movement clause" there
in question was unambiguous. In the Stewart situation the Court was faced with the
following exclusion clause:

"This company shall not be liable:... for loss caused by, resulting from, contributed to or
aggravated by any earth movement, including but not limited to earthquake, landslide, mud

flow, earth sinking, rising or shifting..."12 (emphasis original)

It was argued the exclusion clause was ambiguous and that the Court should follow the
ejusdem generis rule of construction, however, the Court found that the clause was
unambiguous stating;:

"the term ‘earth movement' taken in its plain, ordinary and popular sense means any
movement of earth whether it be up, down or sideways."13

Thus, it is clear that the courts are experiencing difficulties in establishing a settled
meaning for the words "landslide" and "earth movement" and that in the face of these
difficulties, both the Canadian and American judiciary have employed the rules of contra
proferentum and ejusdem generis to interpret this exclusion clause. Indeed, in his annotation
to the Stewart case, Robert A. Zener, ].D. says the following about "earth movement"
exclusions:

"In each of the earth movement exclusion cases, the definition of that term has been placed
in issue. The common-law doctrine of ejusdem generis has been applied in several cases to
clarify the meaning of ‘earth movement'. Although the sinking of a building into a
pre-existing mine shaft has been held to exempt the insurer from liability under an Earth
Movement exclusion, the majority of courts have strictly construed the term, as applied
both to occurrences primarily natural, and to those non-natural, in character, so as to
prevent the applicability of earth movement exclusions to the particular fact patterns

presented in each case."14

Given that the problems associated with the findings of ambiguity were
avoided in the Stewart case due to the fact that the "landslide and other earth movement"

1u Steele v. Statesman Insurance Company (1992), 607 A (2d) 742

12 Stewart, supra, at 1311

13 Stewart, supra, at 1312

14 Brazener, Robert A., "Property Insurance: Construction and Effect of Provision Excluding

Loss Caused by Earth Movement or Earthquake", 44 A.L.R. (3d) 1316
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clause there in question was somewhat more specific than that found in the Pavlovic case,
there is an argument to be made in favour of drafting more detailed exclusion clauses.

For example, returning for a moment to the sample exclusion clause referred to on page 7
of this paper, this clause is somewhat more detailed than the Pavlovic clause in that it
contains the reference to "subsidence". Arguably the word "subsidence" could serve to
broaden the clause's applicability to include non-natural (i.e., man-made) instances of
earth movement in addition to encompassing less dramatic forms of earth movement.

4. FLOOD EXCLUSION CLAUSES

A typical flood exclusion clause wording reads as follows:

"This policy does not insure against loss or damage caused directly or indirectly by flood
including waves, tides, tidal waves, and the rising of, the breaking out or the overflow of,
any body of water whether natural or man-made, but this exclusion does not apply to
ensuing loss or damage which results from fire, explosion, smoke or leakage from fire
protective equipment or from a water main."

The equivalent Wellington wordings are as follows:

"Property Saver"
2. LOSSES EXCLUDED

We do not insure:

f. 1) loss or damage caused by flood, surface water, waves,
tidal water or tidal wave, overflow of stream or other
bodies of water, or spray from any of these, or by ice or
waterborne objects, or by melting of ice or snow on the
roof of the dwelling, all whether driven by wind or not;

(2) loss or damage however caused by water below the
surface of the ground, including water that exerts
pressure on, or flows, seeps or leaks through sidewalks,
driveways, foundations, walls, basement floors or
through doors, windows or other openings;

3) loss or damage caused by rupture or bursting, backing

up or escape of water from a sewer or drain, sump, septic
tank, eavestrough or downspout, unless:

© Dolden Wallace Folick LLP 20
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() the loss or damage is caused by water escaping
from a public watermain, swimming pool or
attached equipment;

(ii) loss or damage by fire or explosion results, in
which case we insure only that portion of the
damage caused by the fire or explosion;

(iv) the loss or damage results from theft.

g. loss or damage to a heating, plumbing, sprinkler or air
conditioning system, or by water escape from any of these
systems caused by freezing:

1) of any part of that system that is not in the dwelling that
is heated during the usual heating season;

) that occurs while the dwelling is vacant, even if we have
given permission for vacancy elsewhere in this policy;

3) that occurs while your dwelling is unoccupied for four
consecutive days (96 hours) unless you had made
provisions for a competent person to enter and check
your home every 24 hours to ensure that heat was
maintained, or if you had shut off the water and drained
the system;

4) that occurs while the dwelling is under construction, even
if we have given permission to complete construction
elsewhere in this policy.

"Enterprise Saver"
B. ALL RISKS
C. ALL RISKS INCLUDING EARTHQUAKE AND/OR FLOOD

The following exclusions are applicable to Items B and C above except that
with respect to Item C, if the perils of earthquake and/or flood are insured
and so specified in the Declarations or in Section 4 of this policy, then
Exclusions (a) and/or (d) below do not apply.

This policy does not insure against loss or damage caused directly or
indirectly by:

(d) Flood, including waves, tides, tidal waves and the rising of, the
breaking out or the overflow of, any body of water, whether
natural or man-made; but this exclusion does not apply to ensuing

© Dolden Wallace Folick LLP 21



DOLDENWALLACEFOLICK P

loss or damage which results from fire, explosion, smoke or
leakage from fire protective equipment or from a watermain;

(e) Seepage, leakage or influx of water derived from natural sources
through basement walls, doors, windows or other openings
therein, foundations, basement floors, sidewalks, sidewalk lights,
or by the backing up of sewers, sumps, septic tanks or drains,
unless concurrently caused by a peril not otherwise excluded;

6] Explosion (except with respect to explosion of natural, coal or
manufactured gas or explosion of gas or unconsumed fuel within
a furnace or within gas passages therefrom to the atmosphere),
collapse, bursting, cracking, burning out or bulging of the
following property owned, operated or controlled by the Insured,
unless fire ensues and then only for the loss or damage caused by
such ensuing fire;

() the portions containing steam or water under steam
pressure of all boilers generating steam, piping or other
equipment connected to said boilers and containing steam
or water under steam pressure;

(ii) piping and apparatus or parts thereof normally
containing steam or water under steam pressure from an
external source and while under such pressure;

(iii) other vessels and apparatus and pipes connected
therewith, while under pressure, or while in use or in
operation, provided their maximum normal internal
working pressure exceeds 103 kilopascals (15 pounds per
square inch) above atmospheric pressure but this
exclusion does not apply to loss or damage resulting from
the explosion of manually portable gas cylinders or of
tanks having an internal diameter of 610 millimetres (24
inches) or less used for the storage of hot water for
domestic use.

(iv) moving or rotating machinery or parts thereof;

() any vessels and apparatus and pipes connected therewith
while undergoing pressure test but this exclusion does
not apply to other property insured hereunder that has
been damaged by such exploration;

(vi) gas turbines;

"Business Saver"

E. Earthquake, Flood, Water, Earth Movement
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We do not cover loss caused by, resulting from, contributed to or made
worse by:

2 Flood

This includes waves, tides, tidal waves, the rising of, the breaking out or
the overflow of any body of water, whether natural or man-made.

If however, the flood causes a fire, explosion, smoke, or the leakage of fire
protection equipment, we will cover the damage that results.

We will also cover any loss or damage to covered property that results
when water escapes from a water main.

3) Water

By seepage, leakage, or influx of water derived from
natural sources through basement walls, doors, windows,
or other opening therein, foundations, basement floors,
sidewalks, sidewalk lights, or by the backing up of
sewers, sumps, septic tanks or drains, unless concurrently
and directly caused by a peril not otherwise excluded.

By the entrance of rain, sleet or snow through doors,
windows, skylights or other similar wall or roof openings
unless through an aperture concurrently and directly
caused by a peril not otherwise excluded.

G. Steam or Hot Water Equipment
We do not cover loss:

1) caused by explosion of steam boilers, steam pipes, steam turbines,
steam engines or hot water boilers or other equipment used to
heat water, which you own, lease, operate or control. This does
not apply to direct loss which results from the explosion of
accumulated gases or unconsumed fuel within the fire box or
combustion chamber of any fired vessel, or within the flues or
passages which conduct the combustion gases. Nor does this
apply to loss directly caused by fire or explosion that results from
such explosion and is not otherwise excluded.

) to steam boilers, steam pipes, steam turbines, steam engines or hot
water boilers or other equipment used to heat water, caused by
any condition or event within the equipment itself. This does not
apply to direct loss which results from the explosion of
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accumulated gases or unconsumed fuel within the fire box or
combustion chamber of any fired vessel, or within the flues or
passages which conduct the combustion gases.

This exclusion does not apply to loss or damage to vessels whose
maximum normal internal working pressure does not exceed 103
kilopascals (15 pounds per square inch) above atmospheric pressure or to
loss or damage resulting form the explosion of portable gas cylinders or of
tanks having an internal diameter of 610 millimetres (24 inches) or less,
used for the storage of hot water for domestic use.

Flood exclusion clauses have required judicial interpretations in Canada as a result of
basements flooding due to surface water flow!>, waves beating ferry terminal
equipment!®, blocked roof drains causing overflow into buildings!”, accumulation of rain
water in a field'8, ruptured water mains!® and overflow from a gutter?0.

The caution exhibited in the courts' approach to interpreting exclusion clauses is once
again apparent in the context of flood exclusions. If the clause does not appear to be clear
on its face, the courts will look at the entire policy wording to ascertain the intention of the
drafters and will resolve any ambiguities in the language strictly against the insurer.

In the case of T & T Realty Ltd. v. Allstate Ins. Co.?! the flood exclusion clause read as
follows:

"Flood includes waves, tides, tidal waves, and the rising of, the breaking out or the
overflow of, any body of water whether natural or man-made, but this exclusion does not
apply to ensuing loss or damage which results from fire, explosion, smoke or leakage from
fire protective equipment or from a water main."

In that case the city sewer system was overrun by a tremendous amount of
rain which increased the surface water flow on the street. The surface water run-off
entered the insured's underground parkade and filled the parkade with more than 15 feet
of water. The insurer denied coverage on the basis of the flood exclusion wording or
"influx of water" clause. The court found that the surface water created by the storm did
constitute a flood, despite numerous American authorities which state that flood waters
are to be distinguished from surface waters. The reason for the court's finding was that

15 Kass, supra.

16 B.C. Ferriesv. Commonwealth Insurance Company, Vancouver Registry No. CA004757,
unreported, June 25,1987 (B.C.C.A.).

17 Nosbush et al v. Saskatchewan Government Insurance (1985), 20 C.C.L.L 161 (Q.B.).

18 O'Neil v. East Williams Mutual Fire Insurance Co. (1984), 9 C.C.L.L 85.

19 Partner Investments Limited v. The Corporation of the Borough of Etobicoke et al., [1981] I.L.R.
421.

20 Oakleafv. Home Ins. Ltd., [1958] L.L.R. 440.

2 (1986), 18 C.C.L.I. 102 (Ont.Sup.Ct.).
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the American decisions which created this distinction "...were cases in which the policy
itself drew a distinction between flood waters and surface waters."?2 Further, the court
found that the word "includes" in the flood exclusion clause did not mean "includes and
means". In other words, the court found that the words "includes waves, tides, tidal
waves..." etc. did not provide an exhaustive and complete definition of the word "flood".
Therefore, the categories of "flood" were not exhaustive and could include surface
waters.23

However, in Kassv. State Farm Fire & Casualty Co.?%, the court came to a different
conclusion as to what the term "flood" encompassed. This case involved a major rain and
hailstorm which filled the insured's basement with four or five feet of water, hail and
debris. The court found that the insurer had not met the onus of establishing that the
damage to the basement was caused by "a flood", although the court did find that the
damage was caused by "surface waters". In coming to its conclusion on "flood", the court
stated the following:

"What is “a flood'? What would an ordinary person take it to mean? The word seems to be
an ambiguous one.

I do not believe that the word “flood' was intended, nor should it be interpreted to cover
the usage of the word in the sense of water being found in a basement representing a
“flooded basement'. This is because it is clear from other exclusions, that in certain
circumstances, water found in a house would be specifically covered, such as water-escape
from a public water main which then seeped underground through the foundation or other

opening and accumulated in the basement."2

Thus, the mere fact that a person has a "flooded basement" does not necessarily mean that
the loss fits within the "flood" exclusion.

The issue of surface waters was addressed in the case of Partner Investments Limited v.
Etobicoke, et al.* where the court held that the flood exclusion clause in question did not
cover water which had escaped from a ruptured water main. In reaching its conclusion,
the court held that:

"...The word “flood' refers to flooding from natural causes. The words “surface water'
located as they are in the clause between the words *flood' and “waves' can only be a
reference to surface water arising from flooding by natural causes. This is indicated by a

22 T & T Realty, supra, at 106.
23 T & T Realty, supra, at 107.
2 Supra.

25 Kass, supra, at 263.

26 Partner, supra.

© Dolden Wallace Folick LLP 25

p



7

DOLDENWALLACEFOLICK"®

reading of the clause as a whole. *Surface water' cannot be deemed to cover water escaping
from a burst main."’

Thus, in flood exclusion clauses where "surface waters" are included in the exemption,
only damage caused by natural surface waters will be caught by the exclusion, whereas
damage caused by surface waters flowing from a man-made source (i.e., a water main)
would likely not be caught under the exclusion. The case once again highlights the court's
tendency to restrict the application of ambiguous terms by employing the rule of ejusdem
generis, for in this case the court looked at all of the other words in the clause in order to
reach its decision on the applicability of the term "flood". This case also highlights what
appears to be a tendency to restrict the term "flood" to natural water sources and to allow
claims for water damage caused by floods emanating from man-made sources.
(Obviously, in those situations where the clause specifically states that it is not meant to
apply to damage which results from water mains, the insured will be entitled to claim for
damage caused by such man-made water sources.)

The case of British Columbia Ferry Corp. v. Commonwealth Insurance Company?® involved a
$300,000 loss to the insured's ferry terminal structure which was caused by storm driven
wave action. The insured's policy contained the following flood exclusion clause:

"Loss or damage caused directly or indirectly by flood, and the word "flood" means waves,
tides, tidal waves, and the rising of, the breaking out or the overflow of, any body of water
whether natural or man-made;..."

The B.C. Court of Appeal held that:

"...what the draftsman of the clause has done is to provide that flood is to be interpreted as
covering both cause and effect. Thus, the flood may be caused by waves, tides, tidal waves
and if, for example, as in this case, waves resulted in the rising of, the breaking out, or the
overflow of a body of water that would amount to a flood within the meaning of that term

as defined in the exclusionary clause."??

Thus, the waves which damaged the insured's ferry terminal did not themselves constitute
a "flood" because they did not "result in the rising of, the breaking out, or the overflow of
any body of water" and hence, the insured was entitled to coverage. It is noteworthy that
this policy differed from the one addressed in the T & T Realty case in that it used the
words "flood means" rather than "flood including". Conceivably, if the word "means" had

27 Partner, supra, at 424.
28 Supra.

2 B.C. Ferry Corp., supra, at p. 5.
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been used in the T & T Realty case, then that insured may have been able to recover for the
flooding caused by the surface water overflow.

Similarly, in the case of British Columbia v. Royal Insurance Co. of Canada et al.,** a heavy rain
fell and caused the water in a diversion pipe to rise so as to exceed the pipe's capacity and
cause damage to the project. The court held that no "flood" had occurred and that the
insurer could not apply a $25,000 deductible in respect of loss from "flood". Flood in that
instance was defined to mean "waves, tides, tidal waves, and the rising of, the breaking
out or the overflow of any body of water, whether natural or man-made". While the
volume of water flowing in the creek increased to the point where the diversion pipe
became unable to manage the flow, the creek itself did not overflow and the water
continued to move in the creek channel. The court felt that this did not constitute a flood
because an actual "body of water" did not overflow. In other words, the water contained
in the diversion pipe was not considered a "body of water".

In the case of O'Neil v. East Williams Mutual Fire Insurance Co.,’! a dairy farmer's livestock
was insured against the peril of flood. The cattle perished after being poisoned by an
insecticide which they were exposed to following a large accumulation of water in the
farmer's pasture. While this case involved a flood indemnity clause rather than a flood
exclusion clause, the court's interpretation of the word "flood" should be noted. In that
policy, "flood" was defined as follows:

"Meaning waves, tide or tidal water, and rising... of lakes, ponds, reservoirs... and similar
bodies of water, whether driven by wind or not."32

In denying the farmer coverage, the court held that the accumulation of water in the field
did not meet the description of a flood found in the policy because the water accumulation
was not caused by "waves, tide or tidal water" and was not caused by the "rising" of any of
the bodies of water enumerated in the exclusion clause. In reaching its conclusion, the
court stated that:

"If such a body is to ‘rise', it must first be in existence. ...An accumulation of rain water
after a storm is something different from an increase in an existing volume of water

sufficient to make it “rise'."33

Thus, in summary, the following can be said about the interpretation of flood exclusion
clauses in Canada:

30 (1990), 45 C.C.L.I. 315.
31 O'Neil, supra.

32 O'Neil, supra, at 86.

33 O'Neil, supra, at 89-90.
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(@)  that absent any distinction, "surface waters" will likely be found to
constitute "flood waters";

(b)  that damage caused by a flooded basement does not automatically
qualify as "damage caused by flood";

(c)  if "surface waters" are included in the exclusion, only damage caused
by natural surface waters will be caught by the exclusion unless the
clause specifically includes damage caused by man-made surface
waters (i.e. water mains) in the exclusion;

(d)  that in order to have a "flood", an actual and pre-existing "body of
water" must rise or overflow.

5. MECHANICAL OR ELECTRICAL BREAKDOWN OR DERANGEMENT
IN OR ON THE PREMISES, UNLESS FIRE ENSUES

There has been some progress by the courts with respect to the interpretation of terms
such as "mechanical breakdown" and "derangement". As will be seen below, the courts
have attempted to resolve the uncertainty surrounding these terms by examining them in
light of the rest of the policy and by looking at the context in which the policy was drafted.

For example, in Jeffrey v. Insurance Corporation of British Columbia,3* the insurance contract
provided that the Corporation would not indemnify for loss or damage "...consisting of, or
caused by, mechanical fracture, failure or breakdown of any part of a motor vehicle...".
The court found that the negligent installation of the vehicle's fan was the proximate cause
of the damage to the car. The court was then faced with the question of whether or not the
damage caused by negligent installation is considered to be damage caused by
"mechanical fracture, failure or breakdown". In reaching its conclusion, the court was
guided by decisions in two similar cases and quoted the following paragraph from a
British Columbia Court of Appeal decision:

"Mechanical breakdown, it seems to me, must be interpreted in the circumstances of this case and
in its context as a failure in operation due to some mechanical defect in some part or parts of
the equipment when properly assembled to constitute a crane. Here the failure to operate
was due to negligence in assembling the machine so that it could function as an operating
unit... There was an operating failure not due to any mechanical defect but to negligence." (italics

added by the writers)3®
34 (1989), 44 C.C.L.I1.136.
3 Jeffrey, supra, at 141.
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Thus, it is clear from this decision that "operator failures" will not constitute a "mechanical
breakdown". The court further noted that the expression "mechanical breakdown" is an
ambiguous one and must be construed in the manner most favourable to the insured.3¢

In the case of Wytinck v. M.P.1.C., also decided in 1989, the court held that:

"...Breakdown arises when there is a failure in operation due to a defect in some part or parts of the
insured vehicle. The defect is mechanical if it pertains to or is concerned with or worked and
produced by a machine or mechanism.

There is an onus on the insurer, in cases of this nature to rebut the prima facie case
established [by the insured], by demonstrating that mechanical breakdown was the cause
of the damage or that the damage consisted of the mechanical breakdown to the insured

vehicle." (italics added by the writers)3”

The insured suffered damage to a truck frame and hydraulic hoist caused by raising the
box on the back of his truck so manure would slide to the ground. The cause of the
damage was the uneven distribution of the manure load which occurred when only
one-half of the load slid from the truck box. The court felt that the bent frame and hoist
were the results of the uneven loading of the manure, and not the cause of the damage to
the truck. The court also held that:

"While the term “mechanical' can be related to the application of force, I don't think that this
was the context intended when the word was used in s.27 of Man. Reg. 333/74."38

In the case of 607697 Ontario Ltd. v. Anglo Canada General Insurance Co.,* 2,200 birds died as
a result of the failure of a chicken barn ventilation system. The ventilation system failed
because the motors that ran the exhaust fans overheated and automatically shut down.
The question before the court was whether or not the fans shut down "as a result of
mechanical breakdown." Two definitions for mechanical breakdown were provided to the
court for consideration. The first definition of mechanical breakdown was "cessation in
the functioning of machinery" and the second definition provided to the court was
"[when] a machine or some part of it fails to operate in the way it was designed or
intended to operate." The Ontario District Court found that, generally speaking, the
second definition was the correct one and that:

"Control of air circulation can only be accomplished so as to prevent loss
when the fans operate continuously above a certain temperature, and the fans and other
equipment relating to air circulation are designed and intended to do precisely that,
without the overheating of the fan motors. In this case, the fan motors did in fact overheat.

36 Jeffrey, supra, 141

37 (1989), 40 C.C.L.I. 121 at 132
38 Whytinck, supra, at 132

39 (1989), 37 C.C.L.I1. 302
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Accordingly the fans and other equipment designed to control air circulation can properly
be said to have mechanically failed to operate in the way they were designed and intended

to operate."40

Further clarification on the scope of this particular exclusion clause has come from both
the Alberta Court of Queen's Bench and the British Columbia Court of Appeal which have
each held that errors in design (i.e., faulty designs) do not qualify as either mechanical
breakdowns or derangements.4!

One question which may arise when dealing with mechanical or electrical breakdown
clauses is whether or not the clause must specifically state that it excludes "loss or damage
from or caused by mechanical or electrical breakdown or derangement". This question was
answered in the case of Sterling Crane v. Penner Bros. Utilities Ltd.,*> a decision of the B.C.
Supreme Court. In that case, the policy stated:

"1. This policy does not insure against:

(8) Corrosion, rust, dampness of atmosphere,... moths, vermin,
inherent vice, mechanical breakdown, or latent defect."

In finding that it was not necessary to specifically state that the policy excluded "loss or
damage caused by the above", the Court said the following;:

"It is quite clear from the wording of the clause and the nature of the specific perils set forth
that the policy was intended to exclude coverage for loss or damage caused by the presence
of the specified perils, such as corrosion, rust, moths,... etc. Any other interpretation would
lead to the absurd result that the parties intended to exclude rust, moths or vermin from

coverage but not exclude the damage they inflicted upon the property."43

Finally, with respect to the term "derangement", in the case of Comincov. Commonwealth
Ins. Co.,* the B.C. Supreme Court defined the term as "a disturbance of the normal state,
operation and functioning" of the property in question. That case was concerned with a
carbamate condenser which had been corroded to the point where it had to be repaired,
causing a 3-week interruption in the insured's production. The insured's policy covered
damage by derangement and the court found that the insured's claim was valid as the
condenser had suffered from derangement.

40 B.C. 607697 Ltd., supra, at 311.

4 Brown Fraser & Co. v. Indemnity Marine Assurance Co. (1959), 27 W.W.R. 31 and MacLab
Enterprises Ltd. et al v. Commonwealth Insurance Co. et al (1983), 2 C.C.L.1. 267.

42 (1985), 12 C.C.L.I1. 97 (B.C.S.C.).

43 Sterling, supra, at 103.

4 (1985),13 C.C.L.I. 51 (B.CS.C)).
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Thus, the courts have defined the terms "mechanical breakdown" and "derangement" such
that they do not include either faulty designs or damage caused by negligence and/or
operators' failures. In summary, it appears that the courts will interpret the term
"mechanical breakdown" on a case by case basis and further, while there has been some
movement towards clarifying the meanings of these two terms, the B.C. Court of Appeal's
decision in the Jeffrey case makes it clear that the courts will continue to construe
ambiguous exclusion clauses against the draftsman "..so as to favour coverage and
disfavour exclusion."4

6. DAMAGE CAUSED BY DELAY

As has been seen throughout this paper, seemingly commonplace terms can cause a great
deal of confusion for courts attempting to define them in the context of exclusion clauses.
The decision below exemplifies the courts' tendency to limit the applicability of exclusion
clauses and also indicates the types of questions which may accompany seemingly
uncontroversial terms.

In the case of Phoenix Assurance PLC et al v. Golden Imports Ltd.46, the insured's goods had
gone missing and six months later were found. The goods had become worthless because
of a delay in delivery and the defendant refused to accept them when they were found.
The insurers had paid out $12,000.00 on the claim before the goods were located but
brought an action to recover the $12,000.00 when the goods were found, arguing that the
loss fell under the exclusion:

"This insurance is against all risks of loss of or damage to the subject matter insured which
shall in no case be deemed to extend to cover loss, damage or expense proximately caused

by delay or inherent vice, or nature of the subject-matter insured."# (italics in original)

Essentially, the insurers felt that there had been no "loss" only a "delay" in receiving or
locating the goods.

The judgment deals primarily with what is meant by the word "loss", however, the court
does say the following with respect to the above-noted clause:

"The plaintiffs argue there was no loss, only delay. They refer to the exclusion of delay as a
head of loss under standard clause 4, and argue as well, that loss must be read as an
irretrievable loss. For the latter position, they rely upon established marine law.

45 Donaldson, infra, at 820.
46 (1989), 43 C.C.L.I. 313 (B.C.Co.Ct.).
47 Phoenix, supra, at 316.
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The defendant argues the goods were not merely delayed, and says there was a “loss' as
that word should be defined under the policy. The defendant argued goods were lost
when they were somewhere beyond the knowledge and control of (here) the defendant,
and when there appeared to be no reason to believe they would be recovered at any time.
In this case, there had been appropriate searches made for the goods and then the carrier
advised the defendant to make a claim. The defendant says these circumstances constitute
actual loss under the policy or, alternatively, constructive loss.

Insofar as it is relevant to the issue here, clause 4, therefore, does no more than deny
coverage consequent upon the disappearance of insured goods whether the goods are never
recovered or are recovered after a lapse of time. In other words, “delay' does not necessarily
exclude recovery, where goods go missing but are recovered later. ..my finding is that the
disappearance is exactly what the plaintiff's agent accepted it to be, and as was stated in its
settlement letter - a “total loss'. “Total loss' is employed there as a term of art, but it embraces
the general usage of ‘loss' in clause4 to which reference has been made above: ‘“this
insurance is against all risks of loss of... the subject-matter insured.' The agent is saying we
accept the disappearance as a total loss. Your claim is valid.

Nowhere is there a reservation or exception in the event the goods are found after that
point."#8 (italics added by the writers)

This case points out the need for insurers to specify what it is they mean to exclude when
they use the term "delay" in the exclusionary clause. If the insurer intends to exclude
recovery where goods are delayed but subsequently recovered, then this should be
specified in the exclusion clause.

The Wellington wordings are as follows:

"Property Saver"
None.
"Enterprise Saver"

This policy does not insure against loss or damage caused directly or
indirectly by:

@ Delay, loss of use or occupancy; or loss of market.

"Business Saver"

48 Phoenix, supra, at 316-319.
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K. Market Delay or Loss

We do not cover loss due to delay or loss of market.

7. THE "WEAR AND TEAR" EXCLUSION

IBC Form 51208 ("Builders' Risk Broad Form") stipulates, in exclusion (1), that there is no
indemnity for loss attributable to "wear and tear, gradual deterioration, normal upkeep,
latent defect, or normal making good".

Although an integral part of the all risk policy for many years, there is a dearth of
authority on the scope of the "wear and tear" exclusion. "Wear and tear" is actually a
group of different exclusions, each of which is characterized by one factor: inevitability.

The all risk policy, as with most types of insurance, required fortuity in the occurrence of
the loss. In Glassner v. Detroit Fire & Marine Insurance Co.,* the Wisconsin Supreme Court
stated:

An "all risk" policy is a promise to pay for loss caused by fortuitous and extraneous
happening, but it is not a promise to pay for loss or damage which is almost certain to happen

because of the nature and inherent qualities of the property insured.> [Emphasis added]

Viewed in that light, losses falling within the scope of the exclusion for wear and tear are
not risks at all, but rather inevitable consequences. Consensus that these types of losses
are not to be covered explains why there are so very few decided cases concerning the
precise scope of the exclusion.

One decision that does provide some guidance in this area is Cyclops Corp. v. Home
Insurance Co.,°1 where the Court stated:

[Clonstruing the words "wear and tear" in their everyday common usage, we are
convinced that the words "wear and tear" mean simply and solely that ordinary and
natural deterioration or abrasion which an object experiences by its expected contacts
between its component parts and outside objects during the period of its natural life

expectancy.>2

When the insurer does rely upon the wear and tear exclusion, the insured will argue that
the deterioration is remarkable or extraordinary, thereby removing the loss from the

49 127 N.W. 2d 761 (Wisc. 1964).
50 Ibid. at 764.

51 352 F.Supp. 931 (W.D.Pa. 1973).
52 Ibid. at 936.
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intended scope of the exclusion. Illustrative of this argument is the decision in Potomac
Power Co. v. Arkwright-Boston Manufacturers Mutual Insurance Co.,5 albeit in connection
with a boiler and machinery policy. The insured sought indemnity for costs in correcting
damage which it alleged was caused by excessive and abnormal abrasion of a generator
coil. On a preliminary application, the Court stated:

An excessive degree of abrasion does not necessarily preclude a finding of wear and tear.
The magnitude of the abrasion found merely manifests the effect of a process - perhaps
beginning as "ordinary" abrasion - that intensified over time. The fact that the extent of
abrasion was unusually severe does not demonstrate that the abrasion process itself was
extraordinary. It might well have been the culmination of a process which commenced

long before.>*

8. THE "INHERENT VICE" EXCLUSION

"Inherent vice" generally involves internal decomposition or some quality which brings
about an object's own damage or destruction. One of the few Canadian cases to consider
the term in the context of an all risk policy was Brown Fraser & Co. v. Indemnity Marine
Assurance Co.,%> a decision of the British Columbia Court of Appeal. The collapse of a
boom crane was found to be attributable to the failure of the insured's employees to install
certain steel pins. The Court rejected the application of the "inherent vice" exclusion,
indicating that it entailed "that which is necessarily incidental to the property rather than
occasioned by an adventitious cause"5¢ The negligence of the insured's employees
constituted an "adventitious cause" sufficient to oust the operation of the exclusion.

More illustrative of the scope of the exclusion is the American case of State Farm Fire &
Casualty Co. v. Volding>” The insured incurred a loss from rainwater having entered the
porous bricks in a chimney. The bricks cracked and ultimately separated from one
another. The evidence at trial indicated that the bricks were porous and not suitable for
use on an exterior wall or when exposed to the elements. That failing was characterized as
"inherent vice" and indemnity was refused.

The inherent vice exclusion simply restates the need to demonstrate that a loss arose from
an "external cause". If the property contains the seeds of its own loss then the loss cannot
be treated as the result of an external cause. To the extent that a policy expressly requires

53 38 No. 85-1702 slip.op. (D.D.C. 23 January 1986).

54 Ibid. at 8.

55 (1958), 27 WW.R. 31 (B.C.C.A)).

56 Ibid. at 34.

57 Writ of error refused, 426 S.W. 2d 907 (Tex.Civ.App. 1968).
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proof of an external cause (i.e., "all risks of direct physical loss of or damage ... from any
external cause except as hereinafter provided"), the exclusion is superfluous.

9. THE "LATENT DEFECT" EXCLUSION

The "latent defect" exclusion is intended to preclude indemnity if the loss or damage to the
insurable property is attributable to a defect which could not be discovered by known or
customary tests.®® Not unlike the exclusion for inherent vice, the purpose of the exclusion
is to ensure that the insurer does not become a guarantor of the quality or fitness of the
insured's property. That function is performed through enforcement of the contractual
obligations which the supplier of the property owes to the insured, including those
obligations pursuant to the Sale of Goods Act.> Usually the latent defect will be a result of a
fault in the manufacture of the product, in which case the insured can claim against the
manufacturer or supplier.

a) The Trend in the Cases

In this area, unlike the ones discussed above, the judicial trend has been to narrow the
ambit of the exclusion. This has been achieved by taking a more stringent approach to the
question of reasonable diligence. Latent defect is treated as that which cannot be detected
through reasonable diligence. What the courts consider to be "reasonable diligence" has
changed over the past 20 years. At present, to rely upon the latent defect exclusion, the
insurer must show that proper scientific inquiries would not have detected the defect
before the loss. That test is extremely onerous.

[llustrative of this trend in General American Transportation Corp. v. Sun Insurance Office
Ltd.®0 The insured was constructing an underground silo to test jet engines. A temporary
platform, used to construct the silo, collapsed as the result of a defective weld. The insurer
relied upon the latent defect exclusion. That argument was rejected since evidence led at
trial suggested that the defect in the weld could have been detected by means of proper
inspection, including radiography.

This approach is used even if, in fact, scientific inquiries would have been improbable and
unrealistic in the circumstances. For example, in Mattis v. State Farm Fire & Casualty Co. %!
an insured homeowner commenced action on an all risk policy when cracks appeared in

58 General Motors Corp. v. "Olancho" (The), 115 F.Supp. 107 (S.D.N.Y. 1953) aff'd 220 F. 2d 278 (2nd Cir.
1955).

5 R.S.B.C. 1979, ¢.370.

60 369 F. 2d 906 (6th Cir. 1966).

61 454 N.E. 2d 1156, 118 Ill. App. 3d 612 (1983).
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his basement walls. The Court rejected the insurer's reliance on the inherent defect
exclusion by concluding that scientific inquiry was capable of detecting the deficiency
during the period of latency. It did not matter that the insured, in all likelihood, would
have undertaken any such inquiry.

b) “Latent Defects” and “Design Defects”

It is generally recognized that "latent defect" does not embrace "design defect". In Mattis v.
State Farm Fire & Casualty Co., it was indicated that "latent defect" was limited in its scope
to any defects in the materials used for construction and did not include matters of design
or construction. What limited authority exists within Canada would support that view.
In Maclab Enterprises Ltd.,*? the architect recommended the implementation of an improper
fastening mechanism for the installation of a brick wall and suggested the use of
inadequate mortar. That case involved an all risk policy that did not include a design
defect but did include a latent defect exclusion. It was argued by the insurer that what
had originated as a design defect was transformed into a latent defect upon completion of
construction. In rejecting that submission, the Albert Court adopted with approval
comments from an English case - Jackson v. Mumford®? - which held that:

[L]atent defects in the machinery [did not] cover the erroneous judgment of the designer as
to the effect of the strain which his machinery would have to resist -the machinery itself
being faultless, the workmanship faultless and the construction precisely that which the

design intended it to be.64

As a general principle, therefore, "design defects" do not constitute "latent defects" as those
terms are utilized in an all risk policy.

10. THE "MECHANICAL BREAKDOWN" EXCLUSION
IBC Form 51208, by reason of exclusion (d), bars indemnity for

loss or damage caused directly or indirectly by mechanical or electrical breakdown or
derangement provided however, to the extent otherwise insured and not otherwise
excluded under this Policy, resultant damage to the property shall be insured.

62 (1983), 2 C.C.LI 267,51 A.R. 154 (Q.B.).
63 (1902), 19 T.L.R. 18 (K.B.).
64 Maclab, supra, note 63 at 157 (A.R.).
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Like the latent defect exclusion, the mechanical breakdown exclusion is intended by the
insurer to avoid coverage for property damage because the insured has actions in contract
and/or negligence against the manufacturer or supplier of the product.

The exclusion for mechanical breakdown is not common to all risk policies and there are
few cases which provide any meaningful analysis of the scope of the exclusion. Most of
the cases conclude that the mechanical breakdown has occurred without much analysis as
to the scope of the exclusion: see Sterling Crane, A Division of Proco Ltd. v. Penner Brothers
Utilities Ltd.%> and Hardrock Construction Co. v. Sun Alliance Insurance Co.%

However, there is one instructive authority. In Brown Fraser & Co.,%7 a crane had been
damaged as a consequence of the failure of the insured's employees to properly install
metal pins. The Court concluded that the mechanical breakdown exclusion did not apply
because the error resulted from the assembly of the crane rather than its original
manufacture. The Court stated:

Mechanical breakdown, it seems to me, must be interpreted in the circumstances of this
case and in its context as a failure in operation due to some mechanical defect in some part
or parts of the equipment when properly assembled to constitute a crane. Here the failure
to operate was due to negligence in assembling the machine so that it could function as an
operating unit. In other words there was a failure to function, not due to any mechanical
defect, but due to a failure to insert a part or parts in the machine which ought to have been
inserted to make it a complete operating unit. Without these parts the machine could not
function. It was the absence of these necessary parts that caused the boom to fall. There

was an operating failure not due to any mechanical defect but to negligence.%8

This analysis, which limits the scope of the mechanical breakdown exclusion, was
affirmed in MacLab Enterprises Ltd.

11. THE "MYSTERIOUS DISAPPEARANCE" EXCLUSION

The rationale of the insurance industry in issuing all risk coverage is to provide indemnity
in cases where there may be some uncertainty as to the manner in which the loss arose
and wherein the insured would have difficulty demonstrating that the loss fell within any
specified peril. In light of the industry's rationale in issuing such coverage, it is somewhat
surprising that policies would exclude coverage in circumstances involving a "mysterious
disappearance". Yet that is the nature of the modern all risk policy.

65 (1985), 12 C.C.L.I. 97 (B.C.S.C.), aff'd on procedural grounds (1985), 14 C.C.L.I. 125 (B.C.C.A.).
66 (1980), 28 N.B.R. (2d) 665 (T.D.), aff'd (1980), 31 N.B.R. (2d) 292 (C.A.).

67 Supra, note 55.

68 Ibid. at 35.
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There are variations in the exclusion for mysterious disappearance. For example, IBC
Form 51208 excludes indemnity for "any loss or shortage disclosed on taking inventory or
making appraisal, or any mysterious disappearance".

Another commonly utilized manuscript wording available in Canada contains an
exclusion for: "[m]ysterious disappearance of property (except property in the custody of
carriers or bailees for hire) or shortage disclosed by taking inventory".

While continually broadening the scope of most other exclusions, the courts have moved
cautiously in allowing insurers to rely upon the exclusion for mysterious disappearance.
This deference to the insured's plight recognizes that to do otherwise would defeat the
broad protective rationally for all risk policies. Noteworthy in this respect is the case of
Boston Insurance Co. and Friedman,® a decision of the Supreme Court of Pennsylvania. The
facts are novel. The insured was a jeweller who accepted a ring on consignment. The
insured, upon taking possession of the ring, consigned the ring to a second jeweller who,
in turn, consigned it to a third jeweller who, ultimately, was found dead without the ring.
The insurer relied upon a mysterious disappearance exclusion worded in the following
terms:

[Alall risk of loss or damage ... arising from any cause whatsoever except ... (M)
Unexplained loss, mysterious disappearance or loss or damage disclosed on taking
inventory.

The insured said that the loss of the ring was obviously connected with the jeweller's
death. The insurer denied coverage. The insurer took the view that the insured was
obligated to provide a more precise explanation of the circumstances of the loss. The
Court concluded, first, that the insured need only prove the fact of a loss and not more
and, secondly, that the insurer had the burden of demonstrating that the loss fell squarely
within the exclusion. The Court stated:

It is axiomatic that [the insured] must show that the loss falls within the risks insured
against, but it is also axiomatic, that it is for [the insurer] to show that the loss was not due
to one of the risks insured against but rather to an excepted cause. It would seem that all
[the insured] need show in such a case is a loss, since losses from all causes are covered.
[The insurer], arguing that a mysterious disappearance is "any disappearance the
circumstances of which excite - and at the same time baffle - wonder or curiosity" attempts
to distinguish between the classic cases of loss or misplaced property, and a case which is
baffling and therefore a mysterious disappearance. Assuming that it has proved its point,
at least in the first instance, [the insurer] argues that [the insured] was therefore under the
obligation to go forward and prove a theft, and, having failed to do so, cannot recover. As
can be seen, [the insurer] relief to a large extent on semantics. Under this theory, any loss,
the exact cause of which could not be proved by at least a preponderance of the evidence,
would automatically be classed as a mysterious disappearance, and recovery would be

© 218 A.2d 275 (1966)
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defeated unless [the insured] could prove a theft, embezzlement, or some other specific
70
cause.

The Court adopted the views of an earlier decision, Chase Rand Corp. v. Central Insurance
Co. of Baltimore,” which held:

[The] insured's sole obligation was to furnish the insurer with such explanation as insured,
in good faith, received and accepted concerning the time and cause of the loss, and this it
has done. If plaintiff were required to go further the inclusive character of the coverage of

the insurance policy would be a delusion and a snare.”2

It can therefore be said that the mysterious disappearance exclusion, being antithetical to
the concept of the all risk policy, has been severely limited in its scope. This result has
been achieved by shifting the evidentiary burden onto the shoulders of the insurer. The
insured's obligation is limited solely to proffering the explanation which it, in good faith,
received and accepted.

12. CONCLUSIONS

This paper has looked at various judicial interpretations of numerous exclusion clauses
commonly found in property insurance policies. Despite the tremendous differences
which exist between the scope of the various clauses, the one feature common to them all
is that they purport to reduce the insured party's coverage and, as a result, the courts have
chosen to interpret them as strictly as their language will permit. While there did not
appear to be any specific problems arising from the judicial interpretations accorded to
any of the exclusions above, an overall problem for insurers does become abundantly
apparent: the courts are determined to place the risks associated with ambiguous policy
wordings on the insurer for they feel that the insurer is the party best able to both avoid
and to bear such risks.

One point for insurers and their underwriters to keep in mind when drafting exclusionary
clauses is that seemingly commonplace words and phrases are frequently capable of more
than one meaning and, as a result, must be used with caution. An additional point to
remember is that, as was seen with respect to all of the exclusion clauses discussed,
whenever there was any hint of ambiguity surrounding a clause's wording and
applicability, the courts would resort to the ejusdem generis and contra proferentum rules of
construction. In so doing, the courts have tipped the odds of success in favour of the
insured party.

70 Ibid. at 279.
7 63 F.Supp. 626 (S.D.N.Y. 1945), aff'd 152 F. 2d 963 (2nd Cir. 1945).
72 Ibid. at 626 (F.Supp.).
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Unfortunately, the majority of the terms comprising these exclusion clauses have yet to be
meaningfully defined and hence both insurers and insureds must face the resulting
unpredictability. In response, insurers must make certain that they thoroughly explore the
events and occurrences which they wish to exclude from coverage before they complete
the drafting process. Further, insurers should remember that although ambiguities in
policy wordings may provide them with a certain flexibility for later arguments, they also
open the door to the contra proferentem doctrine which can be hazardous to the insurer's
position on a claim. With this in mind, we conclude this paper with the following quote
from Russell G. Donaldson, J.D.:

"...a contract for insurance should be construed strictly against the party responsible for
drafting it, and since most modern insurance contracts are almost invariably drawn by the
insurer, the rule is that ambiguities and exclusionary clauses are to be construed so as to
favour coverage and disfavour exclusion.

However, for a court to even invoke this rule of construction, the language of an insurance
contract must present genuine ambiguity, rather than the mere refusal of a party to agree to

what is the clear and unambiguous meaning of a term or provision..."”3

Insurers and their underwriters may wish to keep this quote in mind when approaching
the admittedly onerous task of drafting any form of exclusionary clause.

73 Donaldson, supra, at 820.
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