BUSINESS INTERRUPTION – SUPPLIERS/CUSTOMERS EXTENSION – (NO. 2)
Article by Hugh Gardner, Risk Manager at Renasa Insurance Company Limited

In the previous article on this subject, we briefly touched on the need for business interruption insurance to include suppliers/customers extensions and in this article we will consider other factors which must be taken into consideration before extending the policy.

The additional premium which will be charged for an appropriate extension of an insured’s policy to take account of “other people’s fires” will depend partly upon the degree of fire hazard at the “outside” premises.  Another factor which governs the additional charge is the proportion of the sum insured under gross profit and wages items etc. which can be fixed as the limit of the insurer’s liability in respect of a claim arising from damage at one or other of the outside locations.  Of prime importance in deciding upon these limits is the insured’s intimate knowledge of their own business; its dependency upon different outside firms and the extent to which business could be interrupted by a single incident of damage by fire or other insured perils at such premises, and for how long; whether any alternatives are available and if so the time necessary to get them into full operation and the extra cost above normal of such alternative suppliers or processors, the seasonal nature of supplies or sales; the extent to which specialized materials of limited availability are used;  and what buffer stocks, if any, are held; and similar factors.
Although a percentage of the total of the sums insured under the different items of the specification is the normal manner in which the limit of the insurer’s liability is stated, there are circumstances in which it is considered more suitable to show the limit as a fixed amount in Rands.

Extensions to insure loss resulting from reduction in turnover due to damage at other firms premises fall into the following broad categories:-

Suppliers/sub-contractors – specified customers.

Public utilities – insured perils only or extended cover.

Public telecommunications – insured perils only or extended cover.

Prevention of access.

Storage, transit and vehicle.

Contract sites.

In this article we will be concentrating on the suppliers/customers extension.  The extension wording which appears in the policy document states in effect that for the purposes of the insurance damage (as defined in the policy) at any of the situations or property specified thereunder shall be regarded as being damage at the premises of the insured.  The names of the firms and addresses of the premises or description of the property to which the extension applies are then stated together with the respective limits applicable, either as percentages of sum insured or amounts.
The material damage proviso is not mentioned in the wording because, as it is obviously inapplicable to premises outside the insured’s control where they have no insurable interest, it is considered to be inoperative with regard to such premises and property in them.

Extension covers normally apply to premises in the same geographical country as that of the insured’s own premises and it is essential when using the unspecified suppliers’ extension wording to be precise about the geographical area involved.

In this country there is developing a requirement in the larger industrial cases for what are called “overseas” suppliers’ extensions, i.e. the suppliers’ premises are outside the RSA.

In general, where an article or material is obtained from another country it is because it is not available locally.  Thus, in the event of an interruption to its supply it may be broadly considered that the risk of finding an alternative source is likely to be greater than the problem associated with finding an alternative “local” supplier.  This general assessment is even more apposite where the overseas premises concerned are not involved in merely supplying a commodity but are sub-contractors carrying out a special task.

It is unusual to give an unspecified overseas suppliers extension as the underwriter is in such event writing an almost unknown commitment.  Where there are good reasons for such a request i.e. it is to protect the insured in respect of a class of suppliers, or they are purchased through third parties, and the actual producer is not readily known or it is in the nature of a supplier’s supplier extension, it is possible at a comparatively loaded rate to meet the cover by restricting the extension to premises in named geographical areas (as limited as possible) and to supplies of a named substance or substances but otherwise not actually to specify the names of the suppliers.
It is essential under overseas suppliers’ extensions to have particular regard to the perils to be insured.  Weather conditions in many areas of the world call for special treatment and these extensions should be made to conform with such requirements as the local market from their experience apply and at rates which maintain local levels.  In some areas, such as Holland, flood may be an excluded peril and it is bad underwriting not to take heed of local decisions which have been clearly established by authoritative persons with the full facts available.  Care should be taken in granting earthquake or storm (typhoon) in areas where this hazard is present e.g. Taiwan and Japan.  It is the general rule not to give extension covers for any perils additional to those granted under the basic fire cover.  Less wide a range can of course be given by suitable endorsement to the business interruption section of the policy document.

Where the suppliers’ extension includes more than one supplier it is important to ascertain whether this involves an improvement in the interruption risk or otherwise.  For example, two suppliers of the same basic raw materials may make it possible that in the event of non-supply from one, the other can make up the shortfall to some extent.  But it may be, at the worst, that the two suppliers send different materials and the cessation of either supply will involve a complete shutdown of the insured’s production.  This aspect of interruption possibilities is discounted by the insured’s selection of percentage limit of cover adopted for each supplier.  So in deciding the limit that will be satisfactory the Insured must assess:-

1.
What percentage of his turnover and subsequently the gross profit is 
dependent on the suppliers’ premises.

2.
What accumulated stocks exist, and where overseas suppliers are 
involved what supplies are in transit “pipeline”.

3.
What degree of interruption of supplies would be involved in the worst 
interruption likely at the premises of the supplier.

4.
What alternative supplies can be obtained from other sources and what 
delivery delays would be involved.  In this assessment consideration must 
also be given to the position of competitors and whether other firms who 
also obtain goods from the same supplier would be attempting to get their 
needs met from the same alternative sources.

5.
Whether the damage at the suppliers will increase or diminish the need for 
the insured’s own products in the market.

The reverse of a suppliers’ extension is one to cover an insured’s dependence for trade upon customers, the insurance under a “customer’s extension” providing an indemnity for loss through reduction in turnover due to damage at the premises of named customers.

The expression “customers” does not mean only those to whom goods are sold but also includes the sale of services.  Firms engaged in process works or as sub-contractors are open to a loss of orders should the business of one of their customers or principal contractors be interrupted by damage  Service industries may be similarly dependant upon customers; for instance laundries with regular work for certain large hotels, hospitals or other institutions.  Or the dependency may be that of a haulage contractor working solely for one or two manufacturing concerns and so placed that a factory burn-out would leave him without alternative haulage work available.
From an insurer’s point of view there is a greater risk involved in a customer’s extension than in a supplier’s extension largely but not entirely due to the fact that there is in most trades and at nearly all times more competition to sell than to buy.  But also, in the case of a suppliers’ extension, when an alternative source of supply is found the benefit is automatically reflected in some restoration of the insured’s turnover and there is no question but that this benefits the insurers.  However, in the case of a loss under a customer’s extension if a new customer is found it is always open to an insured to think (and perhaps overstress in the claim negotiation) that such a customer would have been acquired even had there been no loss at the one at whose premises the damage occurred.  The larger the number of customers and smaller the proportion each takes of the insured’s sales the more likely is this latter problem to arise; whilst the fewer customers and the larger the trade of each one the more difficult it will be to find replacements.

Because of these factors extensions to customers are treated as warranting somewhat higher premium charges than are those to suppliers and are not given in respect of unspecified customers nor apart from exceptional circumstances to named customers for lower limits than 5%.

Hopefully, this article has highlighted some of the numerous factors that have to be taken into consideration by the insured, the intermediary and underwriter before the extensions can be granted.  There are other issues e.g. extensions to customers’ suppliers and suppliers of suppliers but that can be the subject for a further article.
