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Section I: Discussion of Standard and Optional
Coverages Included in Property Insurance
Policies
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A. Replacement Cost
• Property insurance claims are paid on either an Actual Cash Value or
Replacement Cost Value basis.
• What is Replacement Cost?
• Replacement Cost Value (RCV) is the current cost to repair/replace the
property with material of like kind & quality.
• Actual Cash Value (ACV) is the Replacement Cost Value of the damaged
property minus depreciation for age and obsolescence.
In order to recover the Replacement Cost Value, the property must be
repaired or restored. If an insured/lender opts for a cash settlement (“walks”
with proceeds), the carrier pays the ACV.

• What do Lenders and Securitization Reps require?
• Lenders and Securitization reps for CMBS loans require property coverage
at Replacement Cost Value for all collateral property, without exception.
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B. Business Interruption
• What is business interruption insurance?
• Business interruption/loss of rents (a/k/a business income (“BI”))
insurance covers the loss of income/rents during the period of
restoration after insured physical loss to the property.
• BI insurance may also include an extended period of indemnity which
covers the period of time it takes for the income to return to normal
levels after the period of restoration ends.

• How is the required amount of BI insurance calculated?
• BI under a standard property policy is paid based on gross income less
non-continuing expenses. Policies are not designed to pay you for
expenses you did not incur while restoring the property.
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B. Business Interruption (continued)
• What do Lenders and Securitization Reps require?
• CMBS Securitization thresholds mandate a minimum of 12
months for small loans and a minimum of 18 months for larger
loans in a pool. An extended period of indemnity of not less than
6 months is required for larger loans in a pool.
• Generally, the period of restoration and extended period of
indemnity required by Lenders is driven by various factors,
including but not limited to market standards for comparable
loans, the size of the property, collateral type and the loan
amount. Typical ranges are 12-18 months BI plus 6-12 months
extended period.
• For very large loans or complex properties, some lenders require
24-48 months BI and extended periods of 12-18 months.
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C. Law & Ordinance
Law & Ordinance (“L&O”) covers loss associated with bringing your property up to
code after a casualty when required by the local authority.
• How do the coverages function?
• Coverage A (Loss to the Undamaged Portion) pays the actual cash value of any
undamaged portion of your building which cannot be rebuild due to current code.
Typically, the limit for this coverage is equal to the building limit.
• Coverage B (Demolition) pays demolition costs for the undamaged portion of the
building that must be demolished due to comply with current code. Typically, the
limit for this coverage is typically required at 10%-15% of the building limit, with
some exceptions based on the unique set of facts.
• Coverage C (Increased Cost of Construction) pays for additional costs associated
with repairing/restoring the building in compliance with current code. Typically, the
limit for this coverage is typically required at 10%-25% of the building limit, with
some exceptions based on the unique set of facts.
• What do Lenders and Securitization Reps require?
• Lenders may require L&O regardless of conformity/non-conformity to current
codes. At a minimum, Lenders require L&O if any of the improvements of the
subject property constitute legal non-conforming structures or uses.
• Generally speaking, CMBS Securitization thresholds and prevailing market
standards dictate that L&O must be in place for any property constituting a legal
10
non-conforming structure or use.

D. Terrorism
• When is terrorism coverage required?
• All CMBS and nearly all balance sheet loans, regardless of their
geographical location, require terrorism coverage.
• The prevailing market standard and CMBS minimum is to include
terrorism coverage for Certified (including Foreign & Domestic) Acts an
amount equal to the total insurable value of the subject property. Such
coverage may be included on the property policy or provided through a
stand-alone terrorism policy. The commercial general liability and
umbrella policies are also required to include Terrorism.
• What do Lenders and Securitization Reps require?
• CMBS Securitization thresholds require Terrorism on all loans.

• Special considerations:
• The cost for Terrorism insurance is minimal as the coverage is
backstopped by the Federal Government through the Terrorism Risk
Insurance Program Reauthorization Act of 2015.
• When coverage is provided under a blanket policy, an analysis of the
limits must be done considering the potential for a single occurrence to
impact multiple properties under the blanket.
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E. Flood
•

Which Lenders require flood coverage?
• All lenders require flood coverage for property where any portion of the
improvements or personal property is located in a federally designated
special flood hazard area (“SFHA”). Lenders may also require flood for
properties that are not located in an SFHA.
• Lenders who are subject to Regulation H. must comply with current
flood legislation, including Bigger-Waters Flood Insurance Reform Act of
2012 (“Flood Acts”), which require flood as mandated through the
Flood Acts for any property located in an SFHA.

•

What do Lenders and Securitization Reps require?
• For any property in an SFHA, CMBS Securitization thresholds mandate
the maximum available through NFIP plus, in most cases, excess flood in
amounts consistent with prudent institutional commercial mortgage
lenders originating mortgage loans for securitization.
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E. Flood (continued)
Special Considerations:
• In most cases, the minimum required by the Flood Acts will not be
sufficient to adequately insure the property against flood damage. For
example, in addition to the low limits available under the NFIP policies,
NFIP coverage does not include business income coverage and, as a
result, excess/DIC flood coverage through a private policy is often needed
to cover this exposure.
•

When coverage is provided under a blanket policy, an analysis of the limits
must be done considering the potential for a single occurrence to impact
multiple properties under the blanket as well as multiple events over the
policy term that will erode the limits. Predictive modeling/probable
maximum loss studies need to be reviewed, where applicable.
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F. Windstorm
• What do Lenders and Securitization Reps require?
• The prevailing market standard for all lenders, including CMBS lenders, is
to require windstorm (including named storm) coverage for full limits
(even those where the subject collateral is not in a Tier 1 wind area).
• Special Considerations: When coverage is provided under a blanket policy, an
analysis of the limits must be done considering the potential for a single
occurrence to impact multiple properties under the blanket. Predictive
modeling/probable maximum loss studies need to be reviewed, where
applicable.
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G. Earthquake
• What do Lenders and Securitization Reps require?
• All lenders will require Earthquake insurance to the extent the
property is located in an area with a high degree of seismic activity
(zone 3 or 4) and has a Probable Maximum Loss (“PML”) or
Scenario Expected Loss (“SEL”) of 20% or greater. This is consistent
with CMBS Securitization thresholds. Many lenders will require
Earthquake insurance even if the PML/SEL is below 20%. The
required limits are generally subject to the Lender’s determination;
however, the minimum limits lenders typically allow are based on
the insurable value multiplied by the SEL plus business income/loss
of rents.
• Special Considerations: When coverage is provided under a blanket
policy, an analysis of the limits must be done considering the potential
for a single occurrence to impact multiple properties under the blanket
as well as multiple events over the policy term that will erode the limits.
Predictive modeling/probable maximum loss studies need to be
reviewed, where applicable.
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H. Boiler & Machinery (Equipment
Breakdown)
• When is Boiler & Machinery (Equipment Breakdown) required?
• If the subject property contains any steam boilers, high pressure piping,
machinery and equipment, pressure vessels or similar apparatus, such
coverage is required in an amounts acceptable to the lender but,
generally, the limits provided are consistent with the insurable value of
the property. Many lenders require Boiler & Machinery (Equipment
Breakdown) for all properties, regardless of whether there are
boilers/pressure vessels, to cover other equipment such as HVAC, etc.
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Flood
1.

Typically required for all locations and included in Standard
Coverage, except
a.

Insurance Company restrictions for Flood Prone Areas
i.

Special Flood Hazard Area (SFHA)
a)
b)

2.

FEMA determination
Typically required for SFHA Zone A or V

Coverage Requirements
a.
b.

Property Damage & Rental Value (Business Income)
Full Limits - Replacement Cost
i.

c.
d.

Sublimts acceptable for non-SFHA Areas (eg. $5 or $10 million)

Deductible – Varies (eg. $50,000 or 3% of Values)
Insurance Market
i.

National Flood Insurance Program (NFIP)
a)
b)
c)

ii.

$500,000 Limits for Commercial Properties (includes apartments for rent)
$250,000 Limits for Residential Properties
Standard rates – no rental income

Standard Markets
a)
b)

Excess of NFIP
Subject to underwriting based on location and insurance company capacity
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Flood – FEMA Map
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Windstorm
1.

Typically required for all locations and included in Standard
Coverage, except
a.

Insurance Company restrictions for Wind Prone Areas
i.
ii.

2.

Tier 1 (eg. Florida by county, Gulf Coast, Coastal Mid-Atlantic)
Named Storms – higher deductibles lower limits

Coverage Requirements
a.
b.
c.
d.

Property Damage & Rental Value (Business Income)
Full Limits – Replacement Cost
Deductible – Varies (eg. $50,000 or 5% of Values)
Insurance Market
i.

State Insurance Plans/Pools
a)

ii.

are they acceptable to the Lender?

Standard Market – Capacity and Cost?
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Windstorm Modeling
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Earthquake
1.

Typically required for all locations and included in Standard
Coverage, except
a.

Insurance Company restrictions for Quake Prone Areas
i.

2.

Zones (eg. CA by county, New Madrid)

Coverage Requirements
a.
b.
c.
d.

Property Damage & Rental Value (Business Income)
Full Limits – Replacement Cost
Deductible – Varies (eg. $50,000 or 5% of Values)
Insurance Market
i.

Standard Market – Capacity and Cost?
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Earthquake Modeling
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How third-party due diligence affects the foregoing coverage
1. Appraisal—breakdown of property value and income calculations
2. Survey—flood zones, zoning designation and related information
3. Title—appurtenant easements and other issues
4. Zoning—conforming vs. legal non-conforming
Engineering report—earthquake zones
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Definition of insurance replacement value

The cost of replacement of all improvements to a
property which could conceivably be destroyed.
www.myrealestatedictionary.com
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Definition of insurance replacement value, cont.
Replacement cost of a building for which standard
insurance policies provide indemnity cover. Insurable
value is less than the property’s appraised market
value, because it excludes the value of land on which
the building stands. The formula for computing the
insurable value is usually stated in the valuation clause
of a policy document.
http://www.businessdictionary.com
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Replacement cost is the actual cost to replace
an item or structure at its pre-loss condition.

Conclusion:

Replacement Value = Insurable Value
28

Therefore the scope of work is to appraise the
improvements “as-is” without the underlying
land value.
However, with one important distinction:
- Flood Value – includes foundation
- Casualty Value (Wind, Fire) – excludes
foundation and about 15% of plumbing and
electric
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Cost approach vs. RCV
- Conventional cost approach deducts
depreciation and includes the site
- An insurance appraisal requests the
reconstruction value of the improvements as-is
with like-kind material, no consideration of
depreciation and the exclusion of the
underlying land value.

30

New construction vs. Reconstruction
- The difference between new construction and
reconstruction is approximately 15% as an
industry standard
- It is common knowledge that rehabbing will
always be more cost intense than building
from scratch
- The same is true for reconstruction of partially
destroyed building.
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Reconstruction vs. Construction up to code

- Replacement of the structure with
like-kind material at today’s cost”
- “Up to code” is the replacement of
the structure under consideration of
current building codes
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What is a Survey?
In common usage, the term ‘survey’ refers to a drawing of a parcel of real property. This
drawing depicts the results of the surveyor’s measurements made in the field and his or her
interpretation of evidence relating to the location of the boundaries of the property based on a
legal description furnished to the existence, the identity, the location and the dimension or
size of natural or artificial features on land or visualization if needed, of such documentation.
There are numerous types of surveys:
1.
As-built (also called record)
2.
Boundary
3.
Condominium
4.
Construction layout
5.
Control
6.
Topographic
7.
Hydrographic
The most commonly encountered type is the boundary survey, which determines the
perimeters of a parcel or tract of land by establishing or re-establishing corners, monuments
and boundary lines for the purposes of describing the parcel, locating fixed improvements on
the parcel, dividing the parcel or platting.
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Does a Boundary Survey Include Improvements?
– There is some ambiguity as to whether the term “boundary survey” refers to a survey that
shows improvements such as building or not.
-- Ask for a survey that shows all improvements.
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Lender Requirements – The lender will sometimes impose requirements for the survey.
The best approach in that situation is to initiate communication between you, the
surveyor and the lender’s attorney as early as possible so all parties understand the
scope of the surveyor’s work and are satisfied with it.
As a borrower’s representative anticipate a typical lender may be involved in the
transaction at some point, so you should try to anticipate a typical lender’s
requirements when you order the survey.
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1. Errors in public records—
To err is human, but when it affects title, those mistakes can be
devastating.
Clerical or filing errors could affect the deed or survey of your
property and cause undo financial strain in order to resolve them.
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2. Unknown liens—
Prior owners of your property may not have been meticulous bookkeepers — or
bill payers.
And even though the former debt is not the borrowing entity, banks or other
financing companies can place liens on the property for unpaid debts even after
close of the loan.
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3. Illegal deedsWhile the chain of title on the property may appear perfectly
sound, it is possible that a prior deed was made by an undocumented
immigrant, a minor, a person of unsound mind, or one who is reported
single but in actuality married.
These instances may affect the enforceability of prior deeds,
affecting prior (and possibly present) ownership.
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Undiscovered encumbrances—
When it comes to owning real property, three can be a crowd.
A third party may hold a claim to all or part of the real property
— due to a former mortgage or lien, or non-financial claims, like
restrictions or covenants limiting the use of your property.
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Unknown easements–
Borrower may own the real property and its surrounding land,
but an unknown easement may prohibit borrower from using it as
borrower would like, or could allow government agencies, businesses, or
other parties to access all or portions of your property.
While usually non-financial issues, easements can still affect
your right to enjoy your property.
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Nonconforming Use
A nonconforming use is when there's a conflict between existing property use and a
new zoning law. It's common for the existing use or qualities of a property to conflict with new
zoning regulations. Two ways a use may be nonconforming are:
•The nature or a characteristic of a building doesn't meet zoning laws
•The activity going on in the building doesn't conform to the law
Generally, a property owner does not have to stop or change an existing
nonconforming use when a new zoning law is passed. However, the right to continue a
nonconforming use may be limited.
Rights can end if the nonconforming use is abandoned. For example, if property is
used as a restaurant where zoning bars such use, and then closes, future use would have to
conform with zoning laws.
If nonconforming use was due to building characteristics, rights could end if the
building was partially or completely destroyed.
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Variances
A variance or special use permit is an exception to zoning ordinance
requirements. Most laws allowing a government body to adopt zoning ordinances also
provide the specifics for granting variances.
Usually, you must show some kind of hardship to justify the variance.
Examples include:

1. An undersized lot and a variance is needed to construct any useful
structure; or
2. An odd-shaped lot where side yard and setback requirements can’t be met
when building a house that would otherwise meet zoning requirements.
If a property is destroyed, there may be an issue regarding the continuing
availability of a variance for rebuilding the building with the current improvements.
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During the Property Condition Assessment, architects, engineers, and commercial
building inspectors assess the subject property in order to understand the condition
of the building.
A Property Condition Report is generated discussing each building system and its
condition.
The most important parts of the Property Condition Assessment and Report are the
Immediate Repairs Table and the Replacement Reserve Table, which help the
lender and the borrower understand how the condition of the building will impact
the asset’s ability to withstand various risk situations.
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There are different times when a structural engineer report will be useful.
In California, it is important to know whether a building can withstand a major
earthquake.
Along the East Coast and in cities and towns near rivers and lakes, it is important
to know possible effects of storm damage.
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Special Perils Insurance
a.
Borrower shall maintain property insurance against all
risks of loss to the Mortgaged Property customarily covered by “All Risk” or
“Special Perils Form” policies as available in the insurance market at the
Closing Date [or thereafter, as evidenced by written advice from Lender’s
insurance advisor] (collectively, the “Special Perils Insurance”). Special Perils
Insurance shall cover at least the following perils: building collapse, fire,
flood, hurricane, impact of vehicles and aircraft, lightning, malicious
mischief, mudslide, subsidence, terrorism, tsunami, vandalism, water damage,
and windstorm.
b.
Special Perils Insurance shall also cover such other
insurable perils as, under good insurance practices, other commercial property
owners from time to time insure against for property and buildings similar to
the Mortgaged Property in height, location, nature, type of construction, and
use, as evidenced by written advice from Lender’s insurance advisor
(“Comparable Properties”).
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Flood Insurance

a.
If any Improvements are located in an area
designated as “flood prone” or a “special flood hazard area” under
the regulations for the National Flood Insurance Act of 1968 and the
Flood Disaster Protection Act of 1973, 42 U.S.C. §4001 et seq.
Borrower shall maintain at least the maximum coverage for the
Mortgaged Property available under the federal flood insurance plan.
b.
Lender may require additional flood insurance
coverage, including related Rent Loss Insurance.
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Earthquake Insurance.

a.
Borrower shall maintain earthquake insurance in
any area of increased risk as Lender or the Rating Agencies require (the
“Earthquake Insurance”).
b.
Lender may change its requirements for
Earthquake Insurance from time to time based on:
i.
Review of a current probable
maximum loss seismic study, to be prepared at Borrower’s expense (up
to once every two years), forecasting the expected damage from any
event anticipated to reoccur once in 475 years, on a 90 percent-certain
statistical basis;
ii.
Actual and potential losses at any
other locations the same Earthquake Insurance covers and sharing the
policy’s occurrence and annual aggregate limits of available coverage;
and

iii.
Expected loss of business or rental
income during Restoration. Deductibles shall be satisfactory to Lender,
but never more than five percent of the location insurable values.
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Liability Insurance
a.
Borrower shall maintain the following insurance
for personal injury, bodily injury, death, accident, and property damage
(collectively, the “Liability Insurance”); i. Public liability insurance,
including commercial general liability insurance; ii. Owned (if any),
hired, and non-owned automobile liability insurance; and iii. Umbrella
liability insurance as necessary.

b.
Liability Insurance shall provide coverage of at
least $___ million per occurrence and $___ million in annual
aggregate,28 per location. If any Liability Insurance also covers other
location(s) with a shared aggregate limit, the minimum Liability
Insurance shall be increased to $____ million.
c.
Liability Insurance shall include coverage for
liability arising from premises and operations, elevators, escalators,
independent contractors, contractual liability (including liability
assumed under Contracts and Leases), and products and completed
operations. All Liability Insurance shall name Lender as an “Additional
Insured” by endorsement.
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Section IV: Insurance Carrier Ratings—
Lender Requirements
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• What do Lenders and Securitization Reps require?

CMBS Lenders –
• For smaller loans, flexibility to allow carriers with ratings by AM Best
only is possible.
• For larger loans, a rating of “A” by S&P (and possibly the equivalent
from other rating agencies such as Moody’s or Fitch) is required.
• When coverage is provided by multiple carriers (a “syndicate”),
Lenders may allow a specific percentage of the carriers to be rated
by S&P as low as “BBB” (and possibly the equivalent from other
rating agencies such as Moody’s or Fitch) based on established
rating agency guidelines.
• For Stand-Alone Single Borrower securitizations, carrier ratings
requirements will be the most stringent and are determined on a caseby-case basis.
Non-CMBS Lenders –
• Flexibility to allow carriers with ratings by AM Best only is possible,
even for larger loans, depending on the lender’s exit strategy and
other considerations such as co-lenders.
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