BUSINESS INTERRUPTION COVER – CONSIDERATIONS AFFECTING THE SUM INSURED
Article written by Hugh Gardner, Risk Manager at Renasa Insurance Company Limited
Chris Stockton’s article headed “Critical Issues in the Determination of Sum Insured and Indemnity Period” (Cover Magazine – August 2006) explored the pitfalls of improperly determining the sum insured and indemnity period for Business Interruption cover and how to avoid these pitfalls.

In this article, we will briefly touch on the steps to be taken towards computing the amount to be insured on gross profit and the resulting figure which will appear in the Business Interruption Policy schedule.
In general, it is preferable to utilise the accounts for the last completed financial year as these give the most recent figures apart from turnover.  However, as the amount thus obtained is only to help in arriving at an estimate of future earnings which are the basis for the sum insured, it may be advisable particularly if there have been exceptional circumstances which affected the results during that period, to use the accounts of a preceding financial year.  Sometimes the accounts for two or three years may be necessary to gauge the real position and to make a reliable estimate of future earnings.  Where interim accounts are normally prepared, these can be a valuable guide and, for instance, if half-yearly accounts are produced the latest two versions will probably be the best for computing the annual amount for purposes of the sum insured.  Whichever accounts are used a figure should be computed to represent the estimated future annual amount of gross profit i.e. an estimate must be made to allow for possible alterations which may take place in the period ahead.

This, however, does not mean the period of twelve months immediately following.  Damage may occur at any time after the decision has been made about the sum to be insured, perhaps eleven months later, and the indemnity will commence on the date of damage and continue in subsequent months throughout the indemnity period.  The basis of the loss payment will be the gross profit which would have been earned during the latter period had the damage not occurred, provision for the adjustment of figures necessary to give effect to this being made by the “other circumstances” clause.  Also of considerable importance is the fact that it is on this basis – estimated post-damage earnings after adjustments for trends etc. – that the pro rata average provision is applied.  So when arranging the sum insured for a policy with a maximum indemnity period of twelve months, it is necessary to make an estimate of the gross profit which might be earned in the twelve months from the time when the next revision will be  made, that is a total period up to two years ahead.  Similarly with a longer indemnity the period in the future which must be considered as a possible time during which compensation will be payable is possibly twelve months plus the indemnity period insured and the sum insured must be based on a corresponding estimate.

Because it is impossible to estimate the future amount of gross profit with complete accuracy, as so many unpredictable factors can enter into the matter, it is generally prudent to add a good margin on top of the estimate figure.  Insurers encourage such over-insurance as a means to a full indemnity in the event of a claim, for the object of the policy is to protect future earnings.  In the event of damage occurring, a reduction in the amount claimed because of the application of the average proviso gives satisfaction to neither insured nor insurers.  Remember, the insured can be protected against the payment of unnecessary premium through over-insurance by the incorporation of a return of premium clause, for example:

 (Deposit Premium Clause). 

“In consideration of the premium for items 1, 2 or 3 being provisional in 
that it is calculated on 75 per cent of the sum insured, the premium is 
subject  to adjustment on expiry of each period of insurance as follows:

In the event of the gross profit/gross rentals/revenue earned 
(proportionately increased if the number of months referred to in the 
definition of indemnity period exceeds twelve) during the financial year 
most nearly concurrent with any period of insurance being less or greater 
than 75 per cent of the sum insured thereon, a pro rata return or additional 
premium not exceeding 33 1/3 per cent of the provisional premium paid for 
such period of insurance will be made in respect of the difference.

In the event of a claim being made under this section, the amount paid or 
payable thereon shall be regarded as actually earned.”

In general, it may be said that regular returns of premiums year by year are indicative of a well-arranged insurance as far as the sum insured is concerned because they show that a margin of over-insurance is being systematically maintained as a means to adequate protection.

In our market, however, it would seem that the Deposit Premium Clause is only utilised in policies for the large corporate risks.  Policies issued for medium to small risks usually do not incorporate the clause probably as the administrative effort of having to diarise a policy and obtain the actual gross profit figure at the end of each period of insurance has proved to be somewhat onerous.

Once the insured has calculated his gross profit and decided on the maximum indemnity period, it is important to reflect the correct sum insured on the “Business Interruption” schedule particularly where the indemnity period exceeds twelve months.  The following simple table summarises the situation.

Maximum Indemnity Period
Sum Insured Representing not less than

6 months



the annual amount of gross profit

9 months



the annual amount of gross profit

12 months



the annual amount of gross profit

15 months



1 ¼ times the annual amount of gross profit

18 months



1 ½  times the annual amount of gross profit

21 months



1 ¾ times the annual amount of gross profit

24 months



Twice the annual amount of the gross profit

30 months



2 ½ times the annual amount of the gross profit

36 months



3 times the annual amount of gross profit
48 months



4 times the annual amount of gross profit
Whilst there may be other minor considerations that will affect the compilation of the sum insured, if one follows the main issues spelled out in this article and not forgetting the “formula” set out in the table above, then an accurate sum insured in respect of “Business Interruption” will be calculated.

