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No physical injury. Purely economic loss. Sounds like a recipe for a CGL
insurer to deny coverage. But an insurance company was recently ordered to
pay over $900,000 in diminished value for a rental property that suffered no
physical damage.

Thee Sombrero, Inc. (Sombrero) owns a commercial property in California
and held a permit for its tenants to operate a nightclub. In fact, the local
authorities inspected the property and specifically approved a floor plan
providing for a single entrance, equipped with a metal detector. Crime
Enforcement Services (CES) provided security services at the nightclub.
Unbeknownst to Sombrero, CES converted a storage area into a VIP
entrance with no metal detector. Tragically, someone brought a gun through
the VIP entrance and fatally shot another patron of the club. The city revoked
the nightclub permit but allowed Sombrero to use the property as a banquet
hall.

Sombrero sued CES for breach of contract and negligence. CES’s insurance
company, Scottsdale, apparently denied coverage. Sombrero obtained a
default judgment against CES in the amount of $923,078, supported by an
affidavit from Sombrero’s president stating that was the reduction in value of
the property due to the change in permit. Sombrero then sought to collect the
judgment from Scottsdale.

Like most CGL policies, the Scottsdale policy defined “property damage” as
either:

Insurance Recovery and Counseling

Commercial General Liability (CGL)
Commercial General Liability (CGL)
Insurance Coverage

Business Interruption Coverage



a. Physical injury to tangible property, including all resulting loss of use of that
property...; or
b. Loss of use of tangible property that is not physically injured...

The inquiry naturally focused on Part B, loss of use without physical injury.
Scottsdale argued that Sombrero did not lose the use of its property and
instead lost only the intangible right to use the property in a certain way.
Scottsdale also argued that property damage does not include economic loss.

The court rejected both of these arguments. First, it held that the loss of the
ability to use the property as a nightclub was a loss of use of tangible
property. “It defies common sense,” the court added, “to argue otherwise.”
Second, focusing on Sombrero’s economic loss, the court held it was covered
as a measure of damages for property damage.

The case is Thee Sombrero, Inc. v. Scottsdale Ins. Co., Court of Appeals of
California, Fourth District, Case No. E067505 (Oct. 25, 2018).

Some readers of this post may be wondering if Sombrero might also have
looked to a business interruption policy for coverage, if Sombrero had one. In
fact, the formal name of many business interruption policy forms now is
“business income,” and such a policy typically provides that the insurer will
pay for the actual loss of business income due to, among other things, the
“slowdown or cessation of your business activities.” It is not clear whether
Sombrero sought such coverage, or whether perhaps this was a subrogation
claim that was being pursued in Sombrero’s name.

Aside from whether a business interruption or business income policy might
have covered Sombrero’s loss, it's worth recognizing that such a policy would
be purchased and maintained by Sombrero itself. In the case at hand,
however, Sombrero won coverage under a commercial general liability policy
issued to someone else, namely CES.

Some of the takeaways from Thee Sombrero include:

e CGL policies can cover property damage in the form of loss of use of
tangible property, even if there was no physical damage to tangible
property

e CGL policies can cover purely economic loss such as diminution in
value

e \When something bad happens, it can be worthwhile to consider not
just your company’s own insurance policies but also the possibility that
someone else may have insurance that can cover your loss


https://scholar.google.com/scholar_case?case=10708666839257410242&q=thee+sombrero&hl=en&as_sdt=4,5

