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Articles

Insurance 101-Insights for Young

3 Lawyers: Lost a Duty to Defend?
The Duty to Defend under a Missing
Liability Policy

by G. David Godwin

Policyholders seeking a defense under a missing or lost
liability insurance policy must establish the existence and
terms of the policy as well as making a prima facia case of a
potential for coverage. This article discusses what the
policyholder must prove and how the parties may determine
when a duty to defend is owed under a missing policy.

COVERAGE MEDIATIONS: Are They
24 Really that Different?

by Paul J. Van Osselaer

Successful coverage mediations require different skills than
most mediations. The mediator and counsel must be comfor-
table negotiating in an arena of open legal issues, competing
interests, confusing concepts, special terminology, and ever-
present regulation. How well they prepare for and handle the
task can make or break efforts to resolve coverage disputes short
of trial or summary judgment.

Exclusions Got You Down? Consider
3 2 Coverage for Ensuing Losses
by Tred R. Eyerly

Although a loss may be excluded from the coverage
provided by a first-party property policy, resulting losses
may still be covered under the policy’s ensuing loss provi-
sion if such loss itself is not excluded. This article surveys
decisions which have found coverage under the ensuing loss
provision as well as those which have denied coverage for
ensuing losses.

4 1 Irrelevant Innocence: The Interplay

Between Innocent Insured Provisions
and Prior Knowledge Provisions in
Claims-Made Policies

by Charles Lemley and Kimberly Ashmore.

Most claims-made policies include prior knowledge provi-
sions to protect an insurer from having to provide coverage
for foreseeable risks. Insureds frequently have tried to use
“innocent insured” provisions to avoid the application of
these prior knowledge provisions. This article explains the
appropriate interplay between innocent insured and prior
knowledge provisions in claims-made policies.

Unresolved Issues in Allocation of
Loss to Insurance

by Charles H. Mullin, PhD, Karl N. Snow, PhD, and
Noah B. Wallace, PhD, Bates White Economic Consulting

The methodology applicable to the allocation of long-
tailed losses to insurance coverage has been heavily liti-
gated, and the resultant rules vary significantly across
jurisdictions. Despite this substantial variation, a
common two-step structure has emerged: First, losses
are assigned to policy periods; and, second, the losses
assigned to a particular policy period are allocated to
the applicable policies within each period.

(Continued on page 13)
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Unresolved Issues in Allocation of Loss
to Insurance

(continued from page 1)

The first step within this framework, the allocation
of loss to policy periods, is essentially a function of
straightforward implementation of the ‘“‘trigger-of-
coverage” theory embraced by the court in which
the particular coverage dispute is pending. As
discussed in more detail below, practitioners gener-
ally agree on the proper implementation of this step.

Achieving seamless coverage for long-tailed
losses is frequently at odds with strict construc-
tion and enforcement of the applicable policy
language

In contrast, many outstanding issues remain
regarding the second step, and practitioners approach
the resolution of these uncertainties in various ways.
The fundamental reason for alternative resolutions of
the second step is that achieving seamless coverage
for long-tailed losses is frequently at odds with strict
construction and enforcement of the applicable
policy language. In general, insurers typically urge
adherence to the policy language, which can produce
gaps in coverage. Conversely, policyholders typi-
cally rely on their intent to procure, and benefit
from, seamless coverage—an objective possibly at
odds with a straightforward reading of the relevant
policy provisions.

Below we explore this tension through the exam-
ination of a series of examples in which achieving the
goal of seamless coverage and strict enforcement of
applicable policy language apparently conflicts. To
set the stage for this discussion, we first more fully
describe the fundamental two-step process of alloca-
tion and the manner in which practitioners and courts
have resolved the first step.

Allocations Adhere to a Two-Step Framework

The allocation of long-tailed losses to insurance
coverage can be viewed as a two-step process. The
first step allocates liabilities—for which the policy-
holder has a legal obligation to one or more third-
party claimants—to periods of time in which this
policyholder maintained liability insurance (Step 1).
The second step allocates the losses assigned to each
policy period to the individual insurance policies that
were in effect during that policy period (Step 2). To
demonstrate this process, we begin with a straightfor-

ward example similar to those used by the courts to
illustrate their rulings.

Once the basic principles have been illustrated, we
modify the initial hypothetical example to demon-
strate how practitioners have applied these concepts
to concrete, real-world coverage determinations.

Mechanics of the Two-Step Process as
Implemented by the Courts

Table 1 reflects key characteristics of an illustrative
policy registry of the sort typically used to explain
judicial rulings regarding allocation. The policies
referred to are single-year policies with concurrent
coverage periods.

Table 1: Example Policy Registry

Period Policy Excess Limits
Year 1 Primary $0 $1,000,000
Year 2 Primary $0 $1,000,000
Umbrella $1,000,000 $2,000,000
Year 3 Primary $0 $1,000,000
Umbrella $1,000,000 $2,000,000
Excess $3,000,000 $3,000,000

Figure 1 depicts an insurance chart corresponding to
the policies described in Table 1. As illustrated in the
graphic, each year constitutes a distinct policy period
with a well-defined tower of coverage. For example,
a single primary policy supplies the entirety of the
insured’s liability coverage for the first policy year,
while the third policy year has three policies: the
primary, umbrella, and excess policies. Importantly,
no policy overlaps multiple policy years. Below we
discuss the allocation of a $6 million loss triggering
three years of coverage to each year of this policy
chart.

Pro Rata Time-on-Risk Allocation

Under a pro rata time-on-risk allocation, each year
within the time period implicated by the claims
giving rise to the insured’s liabilities for which it
seeks coverage is assigned losses in proportion to

$3M xs $3M

$2M xs $1M $2M xs $1M
‘ $1M $1M $1M
Year 1 Year 2 Year 3

Figure 1: A Three-Period Allocation Example
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the duration of the period. Because each of the three
annual policy periods contemplated by Table 1 and
Figure 1 is of equal duration, it is assumed that the
relevant trigger-of-coverage period is three years,
and each of the three policy periods receives one
third of the loss. One third of the insured’s $6
million liability is $2 million; thus a pro rata time-
on-risk allocation assigns each policy year $2 million
of loss. The first row of Table 2 reflects this outcome
for Step 1 under a pro rata time-on-risk allocation.

Table 2: Pro Rata Time-on-Risk Allocation of
$6 Million

second policy year has 30 percent of the limits ($3
million out of $10 million), so the Carter-Wallace
allocation assigns that period 30 percent of loss or
$1.8 million (30 percent of $6 million). Finally, the
third policy year has 60 percent of the limits ($6
million out of $10 million), so the Carter-Wallace
allocation assigns that period 60 percent of loss or
$3.6 million (30 percent of $6 million). The first row
of Table 3 reflects this outcome for Step 1 under a
Carter-Wallace allocation:

Table 3: Carter-Wallace Allocation of $6
Million

Step Year 1 Year 2 Year 3 Step Year 1 Year 2 Year 3
Step 1 $2,000,000  $2,000,000  $2,000,000 Step 1 $600,000  $1,800,000  $3,600,000
Step 2 Step 2
Primary $1,000,000  $1,000,000  $1,000,000 Primary $600,000  $1,000,000  $1,000,000
Umbrella $1,000,000  $1,000,000 Umbrella $800,000  $2,000,000
Excess $0 Excess $600,000
Policyholder ~ $1,000,000 $0 $0 Policyholder $0 $0 $0

Once Step 1 is complete, Step 2 allocates the amounts
assigned to each policy period to the applicable poli-
cies within that period. For the first policy year, the
policyholder purchased only $1 million of primary
insurance. Thus the primary policy pays $1 million,
and the remaining $1 million is uninsured and must
be absorbed by the policyholder. For each of the
second and third policy years, the primary policy
pays the first $1 million of loss assigned to the
policy year, and the umbrella policy pays the
second $1 million (the excess policy and the policy-
holder pay nothing). The lower portion of Table 2
reflects this outcome for Step 2.

Carter-Wallace Allocation

Under a Carter-Wallace allocation, each year within
the trigger-of-coverage period is assigned losses in
proportion to the duration of the period, weighted by
limits?. As in the case of the pro rata time-on-risk
allocation illustrated above, each of the three
annual policy periods is of equal duration. Therefore
the duration component is the same for all three
policy periods. However, each policy period has
distinct total limits associated with it: $1 million in
limits for the first policy year; $3 million for the
second policy year; and $6 million for the third
policy year. Thus the first policy year has $1
million of the $10 million in total available limits,
or 10 percent of the total limits. Because it is of equal
duration to the other policy periods and has 10
percent of the total limits, the Carter-Wallace alloca-
tion assigns the first policy year 10 percent of the loss
or $600,000 (10 percent of $6 million). Similarly, the

An alternative way to view the mathematics underlying
Step 1 of a Carter-Wallace allocation is from the
perspective of the proportions of coverage exposure.
The policyholder purchased three times as much insur-
ance for the second policy year as it did in the first
policy year ($3 million versus $1 million). Therefore,
the second policy year involves three times as much
available coverage for liabilities potentially allocated to
that year as the first policy year ($1.8 million versus
$600,000). Similarly, the policyholder purchased twice
as much insurance for the third policy year as it did in
the second policy year ($6 million versus $3 million).
Therefore, the third policy year bears twice as much
coverage exposure as the second policy year ($3.6
million versus $1.8 million).

Step 2 of the Carter-Wallace methodology allo-
cates the amounts assigned to each of the three
policy periods to the applicable policies within
these periods. For the first policy year, the primary
policy pays the entire $600,000. For the second
policy year, the primary policy pays the first $1
million of loss assigned to that policy year, thus
exhausting its limits, and the umbrella policy pays
the remaining $800,000. For the third policy year,
the primary policy pays the first $1 million of
assigned loss, the umbrella policy pays the next $2
million of loss, thereby exhausting the first two layers
of coverage, and the excess policy pays the remaining
$600,000. In contrast to the pro rata time-on-risk
allocation, none of the $6 million in losses are unin-
sured and thus borne by the policyholder. The lower
portion of Table 3 reflects this outcome for Step 2.

Coverage-14
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“All Sums” Allocation

Under the ‘‘all sums” (or ‘‘joint-and-several’)
approach to allocation, the policyholder is permitted
to select the policy period to be assigned the loss
from among the years triggered by the particular
underlying liability. In the current example, the
policyholder likely would choose the third policy
year, as it purchased sufficient liability insurance in
that year to cover the entire $6 million loss. Within
the third policy year, the primary policy would pay
$1 million, the umbrella policy would pay $2 million,
and the excess policy would pay the remaining $3
million. Table 4 depicts this outcome.

Table 4: “All Sums” Allocation Without
Equitable Contribution

Step Year 1 Year 2 Year 3
Step 1 $0 $0 $6,000,000
Step 2
Primary $0 $0 $1,000,000
Umbrella $0 $2,000,000
Excess $3,000,000
Policyholder $0 $0 $0

If none of the third-year insurers choose to seek equi-
table contribution from the insurers who issued
policies in the other triggered years, then the alloca-
tion is finished. However, if the impacted insurers
seek equitable contribution, then the first and
second policy years would also likely be assigned
part of the loss based upon a reallocation process.
Under pro rata time-on-risk equitable contribution,
each of the three policy years would be assigned $1
million of the first $3 million in loss. At that point, the
first policy year is exhausted and is assigned no addi-
tional losses. Thus, the second and third policy years
split the remaining $3 million in losses—3$1.5 million
to each year. The first row of Table 5 displays the
ultimate amounts of $1 million to the first policy year
and $2.5 million to each of the second and third
policy years.

Table 5: “All Sums” Allocation when All
Policies Seek Equitable Contribution

Step Year 1 Year 2 Year 3
Step 1 $1,000,000  $2,500,000  $2,500,000
Step 2
Primary $1,000,000  $1,000,000  $1,000,000
Umbrella $1,500,000  $1,500,000
Excess $0
Policyholder $0 $0 $0

The lower portion of Table 5 illustrates that although
the excess policy was obligated for its full limits of
$3 million of loss absent equitable contribution, it
pays nothing after reallocation. In essence, when all
impacted insurers seek equitable contribution, the
allocation reduces to a modified pro rata time-on-
risk allocation (i.e., the same as the initial example
discussed above, except without any allocation to the
insured).

Although impacted insurers have a right to equi-
table contribution under the law of most jurisdictions,
they do not always seek it. As a result, the final allo-
cation under an “all sums” approach may be affected
both by the year the policyholder chooses to “spike”
and the decisions of the ‘“‘spiked” insurers. For
example, suppose the policyholder, as before,
chooses the third policy year but only the excess
insurer (not the umbrella insurer) seeks equitable
contribution. In this situation, the $3 million origin-
ally assigned to the excess policy would be
reassigned ($1 million to the first policy year and
$2 million to the second policy year), as depicted in
Table 6:

Table 6: “All Sums” Allocation when the
Third-Year Excess Policy Seeks Equitable
Contribution

Step Year 1 Year 2 Year 3
Step 1 $1,000,000  $2,000,000  $3,000,000
Step 2
Primary $1,000,000  $1,000,000  $1,000,000
Umbrella $1,000,000  $2,000,000
Excess $0
Policyholder $0 $0 $0

Generalizing the Basic Mechanics to
Concrete, Real-World Coverage
Determinations

Relatively minor modifications to the policy chart in
the previous examples are sufficient to demonstrate
how quickly conflicts may arise between the (poten-
tially) competing objectives of maintaining seamless
coverage and strict interpretation of the policy provi-
sions. For example, Figure 2 below depicts a policy
chart that is identical to the previous example in all
aspects except with regard to the alignment of the
policy periods. In particular, the start date of each
layer of coverage is staggered by six months relative
to the immediately underlying layer of coverage.

Although each policy in the chart maintains a well-
defined, one-year policy period, the nonconcurrency
of the policy periods as between layers of coverage is
immediately apparent, and policy periods for the chart
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$3M xs $3M

$2M xs $1M $2M xs $1M

’ $1M ‘ $1M $1M ‘
Year 1 Year 2 Year 3

Figure 2: An Alternative Three-Period Example

itself are no longer well defined. Thus, if the entire
policy periods of each of the three primary policies are
triggered and adopted as the policy periods for the
chart itself, then the policy periods of each of the
umbrella policies overlap with two policy periods
for the chart. Whenever a policy chart lacks temporal
concurrency among the policies in each layer of
coverage, practitioners are forced to adapt the illustra-
tive examples established by the courts, as discussed
above, to new and more complex circumstances.

Most practitioners have adopted a common
Jframework involving subdivision of the triggered
coverage block into incremental time periods

With regard to implementing Step 1 in the alloca-
tion process when nonconcurrent policies are
involved, most practitioners have adopted a
common framework involving subdivision of the
triggered coverage block into incremental time
periods (sometimes referred to as ‘“towers’) such
that the otherwise nonconcurrent but overlapping
coverage layers are consistent in at least some of
the resulting periods. Figure 3 below illustrates this
methodology, dividing the three-year coverage
period into six-month increments, each depicted by
a separate tower of insurance coverage. The tower
associated with Year 1A contains only the first-year
primary policy; the tower associated with Year 1B
contains the first-year primary policy and the first
umbrella policy; the tower associated with Year 2A

$3M xs $3M

$2M xs $1M $2M xs $1M

’ $1M $1M $1M ‘
Year 1A Year1B Year2A Year2B Year3A Year 3B

Figure 3: The Alternative Three-Period Example
has Six Time Periods

contains the second-year primary policy, the first
umbrella policy, and the excess policy; and so on.

Now consider the pro rata time-on-risk allocation
of a $6 million loss to this alternative conception
of the insured’s coverage. As before, each of the
three years receives one-third of the $6 million loss,
or $2 million per year. We now further divide this
allocated loss as $1 million to each half of each of the
years. For example, Year 1A receives $1 million, and
Year 1B receives $1 million for a total of $2 million
for Year 1. The first row of Table 7 reflects this
outcome for Step 1 under a pro rata time-on-risk
allocation. Step 2 then allocates the amounts assigned
to each time period to the applicable policies within
that period. The lower portion of Table 7 reflects the
results of this step.

Of note, the final allocation outcome for this
scenario is effectively identical to the allocation
reflected by Figure 1 and Table 1 above: Each of
the three primary policies pays $1 million, each
of the two umbrella policies pays $1 million, and
the policyholder pays the remaining $1 million with
no penetration of the single excess policy layer.
Thus, overlapping policy periods do not affect this
pro rata time-on-risk allocation. This result is not
specific to the current example. In general, overlap-
ping policy periods do not affect pro rata time-
on-risk allocations. (However, as demonstrated
below, policies of different durations within the
same policy chart will affect the pro rata time-on-
risk allocation.)

Table 7: Pro Rata Time-on-Risk Allocation of $6 Million

Step Year 1A Year 1B Year 2A Year 2B Year 3A Year 3B
Step 1 $1,000,000 $1,000,000 $1,000,000 $1,000,000 $1,000,000 $1,000,000
Step 2

Primary $1,000,000 $1,000,000 $1,000,000

Umbrella $1,000,000 $1,000,000

Excess $0

Policyholder $500,000 $0 $0 $0 $0 $500,000
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In contrast to pro rata time-on-risk allocations,
overlapping policy periods do affect Carter-Wallace
allocations. Consider the Carter-Wallace allocation
of a $2 million loss to the altered (Figure 3) policy
chart. Because each six-month time period is of equal
duration, Carter-Wallace allocates the loss in propor-
tion to the coverage limits available in each triggered
time period. Year 1A has 5 percent of the limits ($1
million x Y2 year = $500,000 out of $10 million in
overall coverage), so the Carter-Wallace metho-
dology assigns it 5 percent of loss, or $100,000
(5 percent of $2 million). Utilizing the same premises,
Year 1B has 15 percent of the limits ($3 million x
Y5 year = $1.5 million out of $10 million), so Carter-
Wallace assigns it 15 percent of loss, or $300,000 (15
percent of $2 million). The same analysis assigns 30
percent of the $2 million loss, or $600,000, to both
Year 2A and Year 2B ($6 million x Y2 year = $3
million out of $10 million), 15 percent of the $2
million loss, or $300,000 ($3 million x %2 year =
$1.5 million out of $10 million) to Year 3A and the
remaining 5 percent of the $2 million loss, or
$100,000, to Year 3B ($1 million x Y2 year =
$500,000 out of $10 million). The first row of Table
8 reflects this outcome for Step 1 under a Carter-
Wallace allocation. Step 2 then allocates the
amounts assigned to each time period to the applic-
able policies within that period. The lower portion of
Table 8 reflects the Step 2 results. The first-year
primary policy pays the $400,000 assigned to Year
1. Similarly, the third-year primary policy pays the
$400,000 assigned to Year 3. Turning to Year 2, the
second-year primary policy pays the first $1,000,000.
That leaves $200,000 of loss assigned to Year 2 for
which no coverage exists. Despite the insured’s
purchase of what might appear to be seamless
coverage, it turns out that neither of the insured’s
umbrella policies provide coverage for this remaining
$200,000. The applicable primary policy is
exhausted, but neither of the umbrella policies is
attached, notwithstanding the existence of loss
beyond primary limits.

To understand why the umbrella polices do not
respond, we look at the loss assigned to their respec-
tive policy periods. The total loss assigned to the
policy period of the first umbrella policy (Year 1B

Table 8: Carter-Wallace Allocation of $2 Million

60%

45% 45%

‘ 20% 60% 20% ‘
Year 1A Year1B Year2A Year2B Year3A Year 3B

Figure 4: Nonconcurrent, Overlapping Policy
Periods Create Differing Erosion Rates that Lead
to Gaps in Coverage

and Year 2A) is $900,000. The first umbrella policy
was written to provide coverage in excess of $1
million. Therefore, under a strict construction of the
coverage provisions set forth in the umbrella policy,
insufficient loss exists within its effective policy
period to reach its attachment point. Likewise, the
total loss assigned to the policy period of the
second umbrella policy (Year 2B and Year 3A) is
$900,000, which is less than its $1 million attachment
point.

Figure 4 further illustrates why this gap in
coverage exists. The percentage displayed in the
space representing each policy is the percentage of
the insured’s $2 million loss that Carter-Wallace
assigns to the time period during which each such
policy was in effect. As we observed above, the
time interval representing the second-year primary
policy is assigned 60 percent of the loss. However,
the time periods representing each of the umbrella
policies are assigned 45 percent of the loss. There-
fore, every $100 of loss erodes $60 of the primary
policy, yet only contributes $45 towards satisfying
the attachment point of either of the umbrella poli-
cies. Because the limits of the second-year primary
policy erode faster than the attachment points of the
nonconcurrent umbrella policies are satisfied, the gap
in coverage results. The presence of gaps in coverage
generalizes to almost all long-tailed coverage block
scenarios. In particular, gaps in coverage will emerge
whenever the percentage of loss assigned to parti-
cular time periods changes as one moves forward in
time (reading from left to right on the policy chart).
Because policyholders—at least large, sophisticated

Step Year 1A Year 1B Year 2A Year 2B Year 3A Year 3B
Step 1 $100,000 $300,000 $600,000 $600,000 $300,000 $100,000
Step 2

Primary $400,000 $1,000,000 $400,000

Umbrella $0 $0

Excess $0

Policyholder $0 $0 $100,000 $100,000 $0 $0

Volume 21, Number 1, January/February 2011

Coverage-17



policyholders—tended to buy increasing amounts of
liability insurance as time moved forward through the
decades from the 1950s through the 1980s, where
many forms of long-tailed liability exposures
emerged, the Carter-Wallace percentage of loss
tends to increase as one moves from earlier to later
dates within a triggered coverage block.

Many outstanding issues exist with regard to
allocating the loss assigned to a time period to
the individual policies in effect during that
period

The above illustration is just one example of how
nonconcurrent policies and overlapping policy
periods complicate the allocation process and raise
questions that may not have been directly addressed
by the courts. In the next section, we more fully
explore the potential impact and implications of
these complicating factors as they relate to the
efforts of practitioners and courts to resolve
complex allocation problems.

Unresolved Issues in Step Two

In contrast to Step 1, many outstanding issues exist
with regard to allocating the loss assigned to a time
period to the individual policies in effect during that
period. Most often the guidance pertaining to Step 2
allocation within time periods advises allocating
vertically within the period, with due regard for the
contract language of the implicated polices. This
guidance is sufficient for purposes of the illustrative
hypotheticals crafted by the courts but may be insuf-
ficient when employed in the concrete context of a
real-world coverage assessment.

To illustrate, return to the third policy year in
Table 1 that is reproduced in Figure 5. This year
has a $1 million primary policy, a $2 million
umbrella policy, and a $3 million excess policy.
Following the guidance of the courts, the primary
policy pays all covered losses up to $1 million; the
umbrella policy pays up to $2 million in covered
losses in excess of $1 million; and the excess
policy pays up to $3 million in covered losses in
excess of the $3 million in underlying coverage.
Figure 5 is straightforward and uncomplicated in that
it depicts only single-year policies with concurrent
policy periods. When all of the policies are of the
same duration, cover the same losses, and have
concurrent policy periods, the policyholder’s expec-
tation of seamless coverage aligns with the policy
language, and the operation of the policies in accor-
dance with their coverage provisions are in harmony.
In the sections below we will explore situations in

$6M
Excess
$3M
Umbrella
$1M Primary
Year 3

Figure 5: Illustrative Single Policy Year

which deviations in the coverage profile from this
paradigm create ambiguities, and the policyholder’s
expectation of seamless coverage and the terms and
conditions of coverage contemplated by the policy
language diverge.

Stub Policies

Our first example is relatively straightforward. We
replace the single, one-year umbrella policy in
Figure 5 with two six-month policies (“‘stubs’),
each with a $2 million limit. The primary and
excess policies remain unchanged.

The left-hand side of Figure 6 depicts this policy
chart from the perspective of the policyholder. From
that perspective, a single annual policy that provided
$2 million of coverage has been replaced with two
six-month stubs, each of which provides $2 million
of cover for a total of $4 million of cover. Thus, the
policyholder may believe it possesses more insurance
than if it had purchased a single annual $2 million
umbrella policy. Suppose a large, continuous loss
results in the assignment of $5 million to this time
period, distributed evenly as $2.5 million into each
six-month interval. To achieve seamless coverage,
the policyholder would likely take the position that
the primary policy pays $1 million and each of the
stub policies pays $2 million.

The coverage provisions of the stubs, however,
may conflict with the policyholder’s desire for seam-
less coverage. Each of the stub policies was written to
provide coverage in excess of $1 million of loss
within its policy period. Based upon an even appor-
tionment of the insured’s $5 million loss between the
first six months of the year and the second six months
of the year, even though the primary policy’s limits
of $1 million are exhausted, only $500,000 of that
amount comes under umbrella Stub 1 and umbrella
Stub 2, respectively, leaving a gap of $500,000
before either of the stub policies is reached. Even
in the absence of a complete exhaustion requirement,

Coverage-18

Volume 21, Number 1, January/February 2011



$6M Excess

$3M | Stub1 Stub 2

$1M Primary

Policyholder View

$6M Excess
$3M Stub 1 Stub 2
$1M Gap
$500,000 Primary
Insurer View

Figure 6: Policyholder and Insurer Views of Stub Policies

each umbrella policy would only pay $1.5 million,
resulting in total coverage of $4 million, rather than
the $5 million sought by the insured.

The right-hand side of Figure 6 depicts the
coverage chart from the perspective of the insurers,
inclusive of this gap in coverage. Each of the six-
month stub policies is written in excess of $1
million. Because these two stub policies do not
overlap temporally, each requires a distinct $1
million of underlying loss in its policy period to be
reached. Thus, $2 million of underlying loss is
needed to attach both stub policies. However, the
primary policy has only a $1 million limit. The
discrepancy between the $1 million limit of the
primary policy and the $2 million of underlying
loss required to attach both of the two stub policies
results in a $1 million gap in coverage.

This situation is not uncommon. Stub policies
appear regularly in the real-world coverage profiles
of large, sophisticated insureds. In such a circum-
stance, some practitioners and courts might seek to
vindicate the objective of seamless coverage by trig-
gering the stub policies notwithstanding the failure to
satisfy the underlying loss provisions of the policies.
Under this approach, the attachment point of each
stub is effectively reduced by half, from $1 million
to $500,000, so that seamless coverage is maintained.
This outcome undoubtedly impairs the interests of
the insurers that issued the stub policies by acceler-
ating and potentially increasing the amount of loss
allocated to those policies.

Other practitioners and courts might strictly
enforce the language and intent of the stub policies,
leaving a gap in coverage. In the above example, the
gap would be $1 million. This outcome unambigu-
ously prejudices the policyholder to the extent it had
a reasonable expectation of seamless coverage.

A third possible approach exists. Typically the
premium paid for each of the six-month stubs is
about equal to half the premium of a single, one-
year policy with essentially identical terms. Given
that the aggregate premium is about the same, this

third variation effectively treats the two stubs as if
they were a single, one-year policy. Thus, the under-
lying loss amount for each stub is pro-rated to
$500,000 (half a year receives half the underlying
loss), and the umbrella aggregate limit is pro-rated
to $1 million (again, half a year receives half the
limit). Under this treatment, the policyholder has
seamless coverage, the terms of the primary and
excess policies are observed, and the stub policies
receive the benefit of a reduction in their limits to
counterbalance the cost of a lowering of their attach-
ment points.

Multiyear Policies

Multiyear policies present complexities analogous to
those presented by stub policies. Figure 7 depicts a
two-year policy chart we will use to illustrate the
impact of multiyear policies. That chart contains
two one-year $1 million primary policies, a single
two-year $2 million umbrella policy, and two one-
year $3 million excess policies. We consider the
situation in which the $2 million limit of the umbrella
policy applies exactly once for the entire policy
period (i.e., the two-year policy does not contain
any language suggesting that it may be treated as
two one-year policies with a full limit for each
period). In this case, the policyholder’s expectation
of seamless coverage conflicts with the policy
language. To illustrate this conflict, suppose a large,
continuous loss results in the assignment of
$6 million of liabilities to this two-year period,
distributed evenly as $3 million into each year. To
maintain seamless coverage, the policyholder needs
each of the primary policies to pay $1 million, the
umbrella policy to pay $2 million, and each of the
excess policies to pay $1 million. The left-hand side
of Figure 7 reflects this putative interpretation of the
policy chart.

The coverage provisions of the excess policies do
not support the seamless coverage allocation desired
by the policyholder. Each of the one-year excess
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$IM Primary | Primary
Insurer View

Figure 7: Policyholder and Insurer Views of Multiyear Policies

policies is written to provide coverage in excess of $3
million. Enforcing the policy language would allo-
cate $0 to each excess policy under the circumstances
of the hypothetical, because the loss in each excess
policy’s policy period does not rise to the level of its
attachment point. In this situation, the policyholder is
reimbursed for only $4 million of its $6 million
loss—$1 million from each of the one-year primary
policies and $2 million from the two-year umbrella
policy.

The right-hand side of Figure 7 depicts this
coverage chart from the insurers’ perspective, inclu-
sive of the gap in coverage. Each of the excess
policies is written in excess of $3 million. Because
these two excess policies do not overlap temporally,
each requires a distinct $3 million of underlying loss
in its policy period in order to be reached. Thus, $6
million of underlying loss is needed to attach both
excess policies. However, the limits of the underlying
insurance total only $4 million. The discrepancy
between the $4 million in underlying limits and the
$6 million of underlying loss required to attach the
two excess policies results in a $2 million gap in
coverage.

Any policy with a single limit for more than
12 months of coverage can result in a gap in
coverage.

Variants of this scenario are commonplace. In parti-
cular, any policy with a single limit for more than 12
months of coverage can result in a gap in coverage if
there are nonconcurrent policies in lower and/or
higher layers and its policy period attachment point
is strictly enforced. In addition to multiyear policies,
single-year policies that are amended to extend the
term of the policy without reinstating the limits for
the additional coverage period fit this fact pattern.
These policies frequently have durations of 13 to
18 months, subject to a single, per-occurrence or
aggregate limit for the entire period.

General Case

To illustrate the general case, we return to the Carter-
Wallace example from Section 2. For ease of refer-
ence, Figure 8 replicates the Figure 2 policy chart—a
three-year coverage block in which the policy periods
for the umbrella policies overlap with those of the
primary and excess policies. Table 9 through Table
11 below display the Carter-Wallace allocation of
loss to this policy chart for three distinct levels of
loss. These two illustrations highlight where the
tension exists between the policyholder’s expectation
of $10 million of seamless coverage under Carter-
Wallace and the insurers’ expectation that their
contract language will be honored. The first situation
highlights how nonconcurrent policy periods can
result in the policyholder reaching “blue sky” (i.e.,
exhausting all insurance for a specific time period)
more quickly than expected. The second situation
highlights how nonconcurrent policy periods can
generate gaps in coverage.

The first row of data in Table 9 displays the share
of loss assigned to each six-month period under the
Carter-Wallace allocation formula. Recall that
because the allocation is proportional to the amount
of insurance purchased for each time period, the
percentage of overall coverage within a particular
period grows as the height of the policy chart
increases. In particular, the policy chart increases
from $1 million to $3 million between the first and
second six-month periods. Thus, the percentage in

$3M xs $3M

$2M xs $1M

$2M Xs $1M

$1M ‘ $1M ‘ $1M
Year 1A Year1B Year2A Year2B Year3A Year 3B

Figure 8: Three-Year Coverage Block with
Overlapping Policy Periods
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Table 9: The Policyholder May Reach “Blue Sky” Earlier than Expected

Step 1 Year 1A Year 1B Year 2A Year 2B Year 3A Year 3B
Shares 5% 15% 30% 30% 15% 5%
Policyholder $250,000 $750,000 $1,500,000 $1,500,000 $750,000 $250,000

first runs out
of insurance
for select
periods

remains for Year 1A and Year 1B

First and third year primary exhaust (Year 1A + Year 1B = $1 million); no insurance

the second six-month period (15 percent) is assigned
three times the loss of the first six-month period
(5 percent). Similarly, the chart increases again
from $3 million to $6 million between the second
and third six-month periods. Thus, the third six-
month period is assigned twice as much of the loss
(30 percent) as the second six-month period
(15 percent). The remaining time periods and
assigned percentages of total coverage continue to
mirror the height of the policy chart. Although the
assignment of loss to time periods remains relatively
straightforward, the allocation of loss to policies
within each period is more complicated than before.
The process is analogous to filling a tub with multiple
faucets. In this analogy, view the first-year primary
policy as an empty tub and the losses assigned to
Year 1A and Year 1B, respectively, as the faucets.
The first faucet, Year 1A, is filling the tub from one
end (the first six months of Year 1). The second
faucet, Year 1B, is filling the tub from the other
end (the second six months of Year 1). Despite the
fact that the second faucet is flowing at three times
the rate of the first, the tub continues to hold the water
from both faucets until it is full. Furthermore, once
the tub is full, additional water from either faucet will
cause it to overflow (i.e., be borne by the umbrella
policy or the policyholder).

With this analogy in mind, we turn to the second
row of Table 9, which reflects the allocation at the
moment the first-year primary policy exhausts.
Exhaustion occurs when the policy has been allo-
cated $1 million. At this point, $250,000 of loss
assigned to Year 1A has been allocated to the

policy (through faucet one), and $750,000 of loss
assigned to Year 1B has been allocated to the
policy (through faucet two). Thus, the first-year
primary policy covers three times the loss associated
with Year 1B as associated with Year 1A, because the
faucet associated with Year 1B is flowing at three
times the rate.

This illustration demonstrates that the first-year
primary policy will exhaust when the policyholder’s
aggregate losses triggering this three-year coverage
period reach $5 million. Thus, for any losses in
excess of $5 million, the policyholder lacks insurance
for Year 1A. As a result, despite having purchased
$10 million of insurance limits, the policyholder will
bear any portion of the loss allocated to Year 1A if its
overall liability exceeds $5 million. Similarly, the
third-year primary policy exhausts when the policy-
holder’s aggregate losses reach $5 million, leaving
the policyholder to bear any additional losses
assigned to Year 3B.

In addition to reaching uninsured status sooner
than a policyholder may have expected, nonconcur-
rent policy periods can create gaps in the middle of
the policy chart. Table 10 helps illustrate this situa-
tion in our current example by stopping the Step 2
allocation at two critical junctures.

First, the allocation depicted by Table 10 cuts off
at the moment the second-year primary policy
exhausts. At this point, $500,000 of loss has flowed
into the second-year primary policy from each of
Year 2A and Year 2B. Thus the second-year
primary pays a total of $1 million and is exhausted.

Table 10: The Policyholder May Have Unexpected Gaps in Coverage

Step 1 Year 1A Year 1B Year 2A Year 2B Year 3A Year 3B
Shares 5% 15% 30% 30% 15% 5%
Commencement  $83,333 $250,000 $500,000 $500,000 $250,000 $83,333

of a potential
gap in coverage

Termination of  $111,111 $333,333
the potential

gap in coverage

Year 2 primary policy is exhausted (Year 2A + Year 2B = $1 million); the umbrella policies
are not attached (Year 1B + Year 2A = $750,000 < $1 million)
$666,666

Umbrella policies attach (Year 1B + Year 2A = $1 million); $333,333 gap (Year 2A +
Year 2B = $1,333,333 and primary pays only $1 million)

$666,666 $333,333 $111,111
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Table 11: Carter-Wallace Allocation of $10 Million

Step Year 1A Year 1B Year 2A Year 2B Year 3A Year 3B
Step 1 $500,000 $1,500,000 $3,000,000 $3,000,000 $1,500,000 $500,000
Step 2

Primary $1,000,000 $1,000,000 $1,000,000

Umbrella $2,000,000 $2,000,000

Excess $1,444,444

Policyholder $250,000 $361,111 $166,667 $166,667 $361,111 $250,000

To satisfy the policyholder’s expectation of seamless
coverage, the umbrella policies would need to start
paying any additional losses assigned to the time
period occupied by the second-year primary policy.
However, the underlying loss amount for the
umbrella policies is not satisfied. This disconnect
occurs because the primary coverage periods under-
lying each of the nonconcurrent umbrella policies are
assigned only $750,000 of loss (e.g., $250,000 from
Year 1B and $500,000 from Year 2A combine for
$750,000 of loss underlying the first umbrella
policy). Therefore, it is impossible to simultaneously
maintain seamless coverage and strictly honor the
contract language of the umbrella policies.

This potential gap in coverage persists until the
underlying loss amount of each umbrella policy has
been satisfied. The third row of Table 10 stops the
allocation when that occurs. The umbrella policies
attach when $1 million of loss has been assigned to
the primary coverage periods underneath them.
Considering the first umbrella policy, this condition
is met when one-third of $1 million has been assigned
to Year 1B and two-thirds of $1 million has been
assigned to Year 2A. Thus, between the time the
second-year primary policy exhausts and the
umbrella policies attach, there may be a gap in
coverage. In this example, that gap would cost the
policyholder one-third of $1 million.

Table 11 reflects the allocation of a full $10 million
loss when the contract language of the relevant
umbrella and excess policies is honored. The over-
lapping policy periods and resulting misalignment of
underlying limits with the attachment points of
higher-level policies causes the policyholder to pay

a portion of the loss assigned to every time period,
despite the policyholder’s intent to purchase and
belief that it had purchased $10 million of seamless
coverage.
Although many practitioners and courts would
endorse as correct (and fair) the allocation reflected
by Table 11, others would endorse the alternative
allocation depicted in Table 12 as correct (and fair).
The approach depicted in Table 12 is often referred to
as partitioning policy limits. Note that in Step 1, the
assignment of loss to time periods remains the same
under the partitioning limits approach. However,
Step 2 differs. The key difference in Step 2 is that
the latter allocation artificially treats each time period
as though it contains distinct policies subject to
distinct limits that are unaffected by the other time
periods. Returning to the analogy of the faucets, divi-
ders have been placed in the tubs such that each time
period is a separate receptacle. For example, the $1
million first-year primary policy is two distinct tubs
of $500,000. The first tub accepts water (allocated
loss) only from faucet 1A, and the second tub
accepts water (allocated loss) only from faucet 1B.
Thus the second tub that corresponds to Year 1B can
be full (exhausted), and water can flow up into the
next level (attach the umbrella policy), even though
the first tub that corresponds to Year 1A is not full
(i.e., the primary policy has limits remaining).
Under this treatment, the first-year primary policy
pays the first $500,000 of loss assigned to each of
Year 1A and Year 1B. The second-year and third-
year primary policies also pay the first $500,000 of
loss assigned to each six-month period comprising
their constructive policy periods. Similarly, the first

Table 12: Carter-Wallace Allocation of $10 Million (maintaining seamless coverage)

Step Year 1A Year 1B Year 2A Year 2B Year 3A Year 3B
Step 1 $500,000 $1,500,000 $3,000,000 $3,000,000 $1,500,000 $500,000
Step 2

Primary $500,000 + $500,000 $500,000 + $500,000 $500,000 + $500,000

Umbrella $1,000,000 +$1,000,000 $1,000,000 + $1,000,000

Excess $1,500,000 + $1,500,000

Policyholder $0 $0 $0 $0 $0 $0
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Table 13: Carter-Wallace Allocation of $6 Million (maintaining seamless coverage)

Step Year 1A Year 1B Year 2A Year 2B Year 3A Year 3B
Step 1 $300,000 $900,000 $1,800,000 $1,800,000 $900,000 $300,000
Step 2

Primary $300,000 + $500,000 $500,000 + $500,000 $500,000 + $300,000

Umbrella $400,000 + $1,000,000 $1,000,000 + $400,000

Excess $300,000 + $300,000

Policyholder $0 $0 $0 $0 $0 $0

umbrella policy pays the next $1,000,000 of loss
assigned to each of Year 1B and Year 2A. Thus the
primary and umbrella policies cover the entire loss
assigned to Year 1B. In contrast, the primary and
umbrella policies cover only the first $1.5 million
of loss assigned to Year 2A, causing the remaining
$1.5 million assigned to Year 2B to be allocated to
the excess policy. The lower half of Table 12 reflects
the outcome for this step.

Reducing the loss amount back to $6 million
demonstrates the conflict between this alternative
allocation and strict enforcement of the contract
language. Table 13 depicts this allocation. As
before, each primary policy pays up to the first
$500,000 of loss assigned to each six-month period
comprising its policy period. Thus the first and third
primary policies each pay $800,000 ($300,000 for six
months and $500,000 for the other six months), while
the second-year primary policy pays its full limit of
$1,000,000 ($500,000 for each six-month period).
Similarly, the umbrella policies pay up to the next
$1,000,000 of loss assigned to each of six-month
period comprising their policy periods. Thus, each
umbrella policy pays $1.4 million (the remaining
$400,000 for one six-month period and the next $1
million for the other six-month period). Finally, the
excess policy pays up to the next $1,500,000 of loss
assigned to each of six-month period comprising its
policy period (Year 2A and Year 2B). Thus the
excess policy pays $600,000 (the remaining
$300,000 in each of Year 2A and Year 2B).

This allocation results in three policies paying
losses while the policies underlying them have
limits remaining. First, the excess policy pays
$600,000, despite the fact that neither of the umbrella
policies underlying it are exhausted (each has
$600,000 of remaining limits). Second, the first
umbrella policy is paying losses assigned to Year

1B, despite the fact that the corresponding primary
policy for this time period is not exhausted (it has
$200,000 of remaining limits). Similarly, the
second umbrella policy is paying losses assigned to
Year 3A, despite the fact that the corresponding
primary policy for this time period is not exhausted
(it has $200,000 of remaining limits).

The ability to attach an excess policy when the
policies immediately underlying it have limits
remaining is not unique to this example. In practice,
it is a common outcome when the limits of noncur-
rent policies are partitioned into separate towers of
coverage, each with its own limits.

Conclusion

Allocation of long-tailed losses to policy periods has
been adjudicated in many jurisdictions. The adoption
of a continuous trigger-of-coverage theory has been
nearly universal. The application of a continuous
trigger as the basis for allocating loss, under circum-
stances in which the insured’s coverage profile
includes nonconcurrent policies in different layers
of coverage, may create a conflict been the policy-
holder’s expectation of seamless coverage and the
insurers’ expectation that the coverage provisions
stated in their policies will be enforced in accordance
with their terms. To date, the courts have provided
little guidance on how to resolve such conflicts.
Indeed, the examples used to illustrate the allocation
results reflected by most judicial opinions disregard
this potentially complex problem by using policy
charts with concurrent policy periods. This article
offers suggestions for the possible resolution of
some of the challenging, real-world allocation
complexities that the cases, for the most part,
simply do not address.

1 See generally Carter-Wallace, Inc. v. Admiral Ins. Co., 154 N.J. 312, 712 A.2d 1116 (1988) (adopting a modified form of pro rata
allocation that takes into account duration of time on the risk during the trigger-of-coverage period as well as magnitude of available
policy limits to the extent the amount of coverage maintained by the insured varied within the trigger period).
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