BUSINESS INTERRUPTION INSURANCE – SUPPLIERS/CUSTOMERS EXTENSIONS
Article written by Hugh Gardener, Risk Manager at Renasa Insurance Company Limited.

The dependency of one business upon another which arises from the growth of specialisation and integration in modern industry is of special relevance in the arrangement of business interruption insurances.  The motor industry furnishes probably the best illustration of this.

Motor manufacturers obtain many different components and accessories for their cars from other firms, mostly specialist firms who make their product to the car manufacturer’s exact requirements.  Consequently, if there is a fire at the premises of any one supplier, the assembly of cars will be entirely stopped as soon as the maker’s reserve stock of that particular component is consumed.  The stoppage will continue until an alternative source of supply can be contracted for and, as this may involve the special tooling-up of a factory floor, the period involved may be very prolonged.

As a matter of general interest regarding interdependency, the fire at the General Motors’ Works at Detroit which occurred in 1953 might be cited.  This modern factory, only four years old and covering thirty-four acres, was the sole producer of hydromatic automatic gears for the Cadillac, Oldsmobile and Pontiac cars of General Motors Ltd and for cars of the Nash and Hudson Companies.  Although the factory was almost entirely only one storey in height, was partly protected by automatic sprinklers and was considered by the owners to be so invulnerable to fire that only a partial fire insurance and no business interruption insurance was carried, it was completely razed to the ground.  The material damage was estimated at fifty million dollars and the consequential loss must have been on a similar scale.  The point of special relevance here is that it was subsequently reported that an immediate result was the slowing down of production throughout a great part of the American Automobile Industry.
Generally speaking, it may be said that, where a motor manufacturer is buying components and accessories from other works, there may be 100 per cent dependency upon the safety of the premises of each of the suppliers.  It becomes essential in such circumstances to arrange for an extension of the business interruption insurance of the motor manufacturer to include the risk of loss which would result from damage by fire or kindred perils at the premises of any one of the component and accessory makers.

In our local market, an extension of cover of this nature is a normal feature of the business and generally only a relatively modest additional premium rate is charged for it although the potential risk shouldered by the insurers can be very substantial.  For example, in the case of a motor manufacturer if there is total dependency on each of a dozen component suppliers, the insurers will carry the risk of a corresponding loss if damage occurs at the premises of any one, which means a 1 200 percent potential liability.
The reverse of this position applies to the firms who make the components and accessories.  They are faced with the risk of losing valuable orders, probably irreplaceable, if the car works are badly damaged by fire.  To meet this eventuality, each of these firms can have their business interruption insurance extended to include loss consequent upon damage at the premises of the motor manufacturer and those of any other customers who take an appreciable proportion of their products.

Whilst the motor industry furnishes a good illustration of the problem of interdependency, similar circumstances apply to many other trades in large or small degrees.  Where they do apply, business interruption insurance is not complete unless it provides protection in respect of the contingent loss attaching to “other people’s fires”.

Many firms are confident that, because their premises and trade processes are of a non-hazardous nature and the fire prevention and extinguishing arrangements are so efficient, the risk of serious damage is very remote.  But their Achilles heel may be the possibility of a serious fire at the premises of a substantial supplier of materials or components, a sub-contractor or processor or even an important customer.  This contingency can in many cases carry a much more serious risk of consequential loss for them than that of damage at their own premises.   For instance, a merchant occupying a fire resisting and sprinklered warehouse may be dependent on supplies of a substantial proportion of the goods he sells which are supplied by a manufacturer whose factory risk is a very heavy one.

Whilst most businesses are to some extent dependent for their normal functioning upon some outside concern, there is great variety in the form and extent of this dependency and in the effects on turnover which would result from damage by fire or kindred perils at another firm’s premises.  Imagination as well as considerable thought and inquiry may be necessary to decide upon the potential risk involved and the best arrangement to make for adequate protection.  This feature of business interruption insurance is not only extremely interesting but when a loss occurs as a result of damage at outside premises, if it is insured under an extension of the policy, there is a rewarding sense of satisfaction for both the insured and for the person who recommended and negotiated the cover.
Some insured are apt to think that the contingency is not worth insuring if they cannot suffer to a really substantial degree of, say, more than 10 per cent through damage at any one outside firm’s premises, overlooking that a 10 per cent loss of turnover may result in a 50 per cent loss of net profit.  In this respect it might be useful to mention that many firms consider it well worth while.  The writer recalls when working in London that there were firms who requested the extensions with limits at some locations responsible for as little as 1 per cent of the releveant interdependency. At any rate, for large insurances, even 1 per cent interdependency is not an inconsiderable amount.

Generally speaking, large firms will experience more difficulty in obtaining new sources of supply or processors capable of doing their work than will small businesses.  Nobody wishes to go to the expense of laying out factory space and installing plant and machinery in order to meet a temporary need knowing that the orders may well dry up when the burnt-out supplier whose place they are taking is once more back in production.

A further point to be kept in mind is that whilst alternative arrangements might be made within a certain length of time for new suppliers, processors or customers, as the case may be, they cannot necessarily be made on terms as favourable to the insured as those which they were previously enjoying.  This difference in terms can amount to a substantial sum which, if an extension cover is operative, can be claimed under the relevant clause as increase in cost of working.
Finding new customers to make up for the loss of trade which will result if the premises of a sizeable customer are badly damaged by fire will often present greater difficulties than obtaining new suppliers or processors.  In this matter of finding new customers, large firms will generally be in a more unfavourable position than small ones.

The foregoing reasons for an established business insuring against loss due to “other people’s fires” may apply equally to firms having new or extended premises constructed for a major project who arrange their supplies and sales outlets in advance of the planned date for the start of production.  In such circumstances, an extension to their Advance Profits Insurance is a necessity.
In the next article we will be discussing the costs and factors to be considered before providing the extensions cover.
