EDITOR’S NOTE

Advisor. Consultant.
Prognosticator. Trusted friend.

Today’s insurance broker wears
many hats while assuring

that his or her client has the
best protection possible. As
business insurance grows more
complex and the stakes get
higher every day, never has this
service been more crucial—or
the consequences for failing to
provide it, greater. This issue

of Adjusting Today examines
two areas in which a broker’s
expertise can be invaluable to a
client.

Our first piece discusses how
business income (business
interruption) insurance can be
critical not only to a company’s

prosperity, but to its very survival.

This post-loss perspective offers

unusual insight into a coverage
that too often doesn'’t get the
attention it deserves.

Complementing this article is
an equally informative piece on
the broker’s role in settling a
claim, by Richard Niestrom of
the HNI Company in Milwaukee.
Having had experience as both
a broker and professional loss
consultant, Niestrom suggests

how the broker can play a key
role in helping a client recover
from a loss, and why that role is
so important in the broker-client
relationship.

We think you'll find it interesting
and valuable reading.

—Sheila E. Salvatore, Editor

ADJUSTING

Business Income Insurance

Having and Understanding this Coverage Can be
Essential to a Company’s Survival

A metals manufacturer suffered

a fire loss to key machinery in its
manufacturing process. Although
operations were interrupted for
less than three weeks, the company
incurred more than $1.5 million in
lost earnings and extra expenses.

Fortunately, this manufacturer—uwith
due credit to their insurance broker—
had purchased adequate business
interruption insurance before the
potentially devastating event occurred.
Equally important, perhaps, the client
sought outside professional assistance
that proved to be critical when an

impasse was reached with the carrier
over the true value of the claim.

Many companies are not as
fortunate as this one. Because
when it comes to property
insurance, the real and personal
property are often the principal
concerns. In fact, the key to
surviving a disaster may very well
depend on the firm’s loss of income
protection.

Over the years this coverage has
evolved and undergone several
name changes—being known
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as time element, loss of use,

and loss of use and occupancy
(U&O) coverage, as well as by the
more familiar name of business
interruption insurance. The
current ISO commercial property
forms refer to it as business income
insurance.

This article discusses the key
components and considerations

of this important coverage—
primarily from an adjusting point

of view. The postloss perspective
provides excellent food for thought
for any business that is realistic in
contemplating its insurance needs.
We like to compare this approach
to preparing for a disaster to that
taken by the accomplished golf
professional who plays each hole
in his mind backwards, visualizing
the putt, the approach shot, and
the drive in reverse order! In
much the same way, good risk
management planning involves
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creating various scenarios of what
might happen if a debilitating
loss occurs—preparing for all the
“hazards” that lie ahead

Whether it be preloss or postloss,
a business interruption loss
calculation requires a good
understanding of the key
fundamentals. Following are
several areas that should be
considered when evaluating a
potential business interruption
exposure or actual loss.

Protecting the Lifeblood
of a Business

Let’s begin by reviewing why
business income insurance is so
important.

The necessity of insuring tangible
assets like buildings, machinery
and equipment is readily accepted

by business owners and managers,

with firm reinforcement of the

coverage requirement by the
banks when mortgages exist.

What is not appreciated in all
cases—even by mortgagees—is the
critical need for business income
insurance to protect the lifeblood
of the business when a disabling
loss occurs. One of the most
important advantages of owning
any asset is the right to its use and
to the revenue it generates. If this
revenue stream is not properly
insured when a loss occurs, the
results could be catastrophic to
those having rights to the property.
(In addition to the obvious effects
on the owners or lessees, the
unfavorable impact extends to
others: employees, customers,
vendors, mortgagees, etc. All could
suffer economic loss as well.)
While it’s proper that the value of
the asset itself be insured, losing
the ability to generate revenue
could easily force an owner out of
business.

Gross Profit—The Basis

of the Coverage

The aim of business income
insurance is to provide a business,
whose operations have been
interrupted by a loss, with income
equal to what the firm would
have earned if the loss had not
taken place. The gross profit or
earnings—the primary source for
meeting operating expenses—is
the focus of the coverage.
According to policy language,
coverage applies to reduction in
“gross earnings” less “expenses
which do not necessarily
continue.”

A mistake often made in
evaluating a potential business
income claim is considering only
the net profit. This approach is
woefully incorrect. For example,
let’s say a business had $7 million
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in sales per year, gross earnings

of $5 million, and a net profit

of a respectable $500,000; and
management expected that six
months is as long as the company
would be out of business. It would
be foolish for the firm to buy
$250,000 of coverage at 100 percent
coinsurance since it would collect
only five cents on the dollar! A
quick look at the formula by which
such a business interruption claim
is calculated shows why:

Business Interruption Calculation

Amount of Insurance

Coinsurance % X
Gross Earnings

$250,000

100% x
$5,000,000

X loss = claim

X $250,000 = $12,500

Consequently, business income
insurance is generally sold on a
“gross profit” (or “earnings”) basis
rather than a “net profit” basis.
The industry changed the general
definition of coverage from “gross
profit less discontinuing expenses”
to “net profit plus continuing
expenses.” Since the policy form
writers insist there is no intended
diminution in coverage, the
calculations will have the same
result.

Period of Interruption

The period of interruption is
defined as the “reasonable amount
of time necessary for the insured
to resume business.” Obviously,
the time required will vary not
only by the amount of damage
suffered but also by the nature of
the company’s operations. Most
policies will not cover the entire
period needed to rebuild the
business to the level that would
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have been enjoyed had the loss
not occurred, but only to the point
where goods or services are being
produced again—presuming

the markets are still there.
Consequently, under the standard
forms quite a void could exist

for many insureds. For example,

a restaurant forced to close for
repairs over a lengthy period may
need additional time to rebuild

its popularity and gain back its
clientele—beyond the period it
takes to just repair the damage
and open its doors again. To
prepare for such an eventuality, an
extended period of indemnification
may be obtained for an additional
premium.’'

The business income claim is
one of the most difficult to prove
because of its theoretical nature.?
As the period of interruption is
analyzed, other factors can occur
that the insured might want

to consider, such as changes in
marketing and pricing.

Projecting Sales

The first consideration is
determining what sales would
have occurred had no loss taken
place. To project sales, trends must
be established and supported

by the results of previous years’
experience and market conditions,
as well as by factors that might
influence sales and production
achievements. Some adjusters
review sales trends and assume
that if sales had fluctuated by

five percent over the previous
three years, the same trend

will automatically continue

in the fourth year. It would be
disadvantageous to the insured not
to consider the positive impact of
recent changes—like the addition
of a second shift, the introduction
of an additional product line,

The business income
claim is difficult
to prove because
of its theoretical
nature. As the period
of interruption is

analyzed, other factors
can occur that the
insured might want
to consider, such as
changes in marketing
and pricing.

or even the modernization of
equipment and systems that
impact the trend. Changes in

the marketplace must also be
considered when making such
projections. Remember: Business
interruption policies are based on
sales that would have occurred,
not sales that could have occurred!

For example, if a snow storm
occurs during the interrupted
period, affecting sales in the local
market, the insurer would be
correct in calculating its effects on
the claim settlement. The storm
would have occurred whether or
not the business sustained the loss.
Depending on the type of business,
however, the results could vary
greatly. A snow storm would have
helped the insured if the company
sold snow blowers, but hurt them
if it sold bathing suits! On the other
hand, if a new competitor emerged
in the marketplace as a result of the
insured’s loss, the carrier would
not be correct in taking this into
consideration (the event would not
have been triggered had the loss
not taken place).

In the claim of the metals
manufacturer cited at the
beginning of this article, the

1. For a discussion of this coverage see “The Extended Period of Indemnity Endorsement: A Good Investment in a Complete Recovery” by William G. Rake, Adjusting Today.
2. In Beautycraft v. Factory Insurance Association 431 F. 2d 1122 1970, the court held that “under the provisions of the policy ... a theoretical as opposed to actual replacement time was provided as the

basic time standard of a business interrpuption loss....”
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The insurance company is primarily concerned with the business during the interrupted
period, whereas the insured must consider the livelihood of the business for years to
come, and must make the decisions that are best for the business.

insured ultimately received a
settlement virtually three times

the insurance company’s opening
valuation. Key to the business
interruption claim presentation
was establishing realistic
production/sales projections,
based on the company’s sustained
growth over recent years, using
accepted statistical methods for
projecting those results forward. In
addition, recent modernization and
equipment changes had improved
the company’s production
dramatically.

Deducting the Cost of Goods,
Establishing Value

Should the policy contain a
coinsurance or contribution clause,
the calculation of insurable value
is a very important consideration.
Sales, minus the cost of goods
sold, yields gross profit, which

is the true starting point of the
claim. Once sales are projected,

a

the anticipated cost of goods/
services must be subtracted. In
most industries this factor is
generally constant over a long
period of time. However, if the
insured has made or plans to make
changes to become more profitable,
corresponding changes in the gross
profit percentage would certainly
be in order.

Except in cases involving
independent contractors, labor
expense is not taken into account
in calculating gross profit under
most policy forms. An ordinary
payroll exclusion—which lowers
the amount of insurance needed
for an insured to meet the
coinsurance requirement—may
be purchased for an additional
premium. However, if the insured
needs to retain non-key employees
during the period of interruption,
such an exclusion would not be a
wise purchase.

If a firm is out of business for only
60 days, for example, it may opt
to retain all its employees. Being
out of business for 180 days might
make that choice impossible.
Consequently, 60-day payroll
coverage might be appropriate.

Under the old forms, projected
gross earnings (gross profit)
formed the basis of the claim, with
payroll not considered an expense,
and the projected 12-month gross
earnings period calculated from
the date of the loss. The current
ISO forms, however, leave less
exposure for the insured, allowing
the insured to calculate the
projected gross earnings from the
inception date of the policy. This
point has great significance for

a growing business. Otherwise,
every month the insured might
have to re-evaluate the amount of
business income insurance they
should be carrying.
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Considering Discontinuing
Expenses

A key, if not the most important
calculation in a business income
claim, is subtracting expenses
which “necessarily” discontinue.
The word “necessarily” appears in
most policies and its importance
can hardly be overrated.

Consider the case in which an
insured is forced to shut down
permanently as the result of a
devastating loss. Many insurers
would attempt to stop (or
discontinue) most expenses.
However, the insured would need
to calculate expenses that would
have occurred if the company had
returned to business. For example,
if the company had been operating
from a leased location, rental
payments might actually cease for
only nine months out of 12. The
insured would need to continue to
lease the property while renovations
were made and the merchandise
restocked. Therefore, in making
these calculations only nine and not
12 months rent would be saved.

Depreciation is another factor

that can often be used to the
disadvantage of the claimant
because many insurers prefer to use
the insured’s income tax return for
the depreciated value of property or
equipment it reflects. Values on a tax
return are often highly misleading.
The IRS policy of allowing an asset
to be depreciated over an accelerated
period of time does not necessarily
reflect the actual life span or value of
that asset.

To cite an example, from an IRS
perspective an oak conference table
may be depreciated over a five-year
period and, as a result, have no
value at all if it was over five years
of age. In actual practice that table
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3. Alegal decision (Grevas v. United States Fidelity and Guaranty Company 152 Ill. 2d 407, Dec. 1992) holds that depreciation on tax returns is merely a tax credit and should not be considered when

calculating net profit.
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would probably last at least 20 years,
so depreciation taken on this asset
should be one-twentieth per year
rather than one-fifth. This will affect
not only the property claim but the
business interruption claim as well.
Using one-twentieth per year would
yield a higher business interruption
claim because the actual expense of
doing business would be less than
using the one-fifth amount reflected
on the income tax form.?

We thoroughly agree with the
insurance accountant who, during
an industry seminar, noted that

the first thing the prudent adjuster
needs to do is recast the profit and
loss statement normally used for tax
purposes, to meet the manner in
which the insurance policy covers
such operations.

Expediting and Extra
Expenses

The insured has a duty to minimize
the business interruption exposure
and resume all operations possible
under the circumstances. However,
the insurer does not have a right

to force the insured to operate the
business or deal with competitors
in ways the insured feels do not
reflect wise business decisions. The
insured must remember that the
insurance company is primarily
concerned with the business
during the interrupted period,
whereas the insured must consider
the livelihood of the business for
years to come. As a result, the
insured must make the prudent
decisions that are best for the
business. Expediting and extra
expense coverage can provide the

insured with the latitude to make
those decisions.

Expenses to reduce a loss—also
known as “expediting expenses”—
will have a substantial effect on a
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business interruption claim. For
example, if the insured were to
have parts flown in rather than
delivered by truck, in order to
reduce the business interruption
loss, the increased cost would
be covered under expediting
expenses. They are covered
only to the extent that

they actually reduce

the loss. For example,

if it costs $1,200 to

save $1,000 of business
interruption, the

insurer would pay

only $1,000 as

expediting .
expense.

However, if

the $1,200

is spent
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lose their markets completely.

Other businesses must resort

to subcontracting work to

maintain their market position

and reduce their loss of earnings.

This is precisely what happened
to our metals

conditions. This often involves
not only hourly employees but
salaried personnel and officers as
well. If part of an officer’s time
is needed to plan strategies for
operating under the interrupted
conditions, additional time should
be calculated in the claim
settlement.* If after a loss
officers must concentrate

reasonably
in an effort to

resume operations,

the $200 difference

would be covered

under “extra expenses.”

The prudent business

person might actually spend $1,200
to save $1,000 when the long-term
benefits in protecting market share
justify the additional expense.

Extra expense coverage which
expands the basic business
interruption coverage can provide
benefits for many businesses,
especially those that can ill afford
to be closed for any amount of
time. Banks, newspapers and

the like must try to operate
regardless of cost, or they could

manufacturer, who had to use
the facilities of a competitor—at
substantially higher costs because
of variances in production
standards and procedures.
However, the firm recovered
nearly $800,000 in expediting and
extra expenses as a result of the

detailed analysis and calculations.

Executive Overtime

Another point to be considered
in business income claims is

the time spent by staff trying to
resume operations under adverse

on minimizing the
business income claim
instead of handling
their normal tasks, such
loss of expertise needs
to be addressed in the
calculation of the claim.
(It should be noted that
carriers normally resist
this type of claim by
maintaining that unless
additional compensation
is actually paid, there is
no actual loss.)

Advanced Payments

May Speed Recovery
The manner in which the business
interruption claim is handled,
and the business’s recovery effort
made, will have a profound impact
on the company’s ability to thrive
after the loss. Immediately after a
loss, expenses generally skyrocket
as revenues plummet. To prepare
for the cash flow problem the
insured should be cautious and
plan for every eventuality when
initially estimating their business
interruption claim, and based
on those calculations, request a
meaningful advance payment.

Expediting expenses will have a substantial effect on a business interruption claim... If
the insured were to have parts flown in rather than delivered by truck, in order to reduce

the business interruption loss, the increased cost would be covered under expediting
expenses. They are covered only to the extent that they actually reduce the loss.
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property around the clock to protect inventory ... ignoring their usual responsibilities.
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The manner in which the business interruption

claim is handled, and the business’s recovery

effort made, will have a profound impact on the

Most insurance carriers will

respond to a reasonable request
for an advance payment because
it is in everyone’s best interest for
the insured to invest monies to
limit the claim to the fullest extent
possible.

Understanding the
Coverage is Paramount
When trying to control financial
risk, insurance is the cornerstone.
And business income insurance

ADJUSTERSINTERNATIONAL.COM

company's ability to thrive after the loss.

can prove to be the foundation

for survival of a business whose
operations have been interrupted
by a devastating loss. If the
insurance policy will not cover
losses the business might incur, the
owners and managers must
re-think their strategies.

What’s more, just having business
income insurance isn’t enough.
Understanding it—both when the
coverage is purchased and when

a claim is adjusted—is every bit
as critical. Misunderstanding it
cannot only magnify a loss, it
can be a fatal blow when such a
loss strikes an otherwise healthy
business.
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The Broker’s Role in Claims Settlement:
Make It Your Advantage

By Richard M. Niestrom, ARM
HNI Company — Milwaukee

Today’s insured who has
experienced a loss usually turns
tirst to their agent or broker for
help. After all, the broker led

the client through the complex
insurance-buying process;
therefore, he or she must be
equally capable of handling the
complexities—and potential
problems—associated with settling
a claim. At the very least, the
insured expects that the broker can
guide them through the process,
providing sound advice along the
way.

Sometimes that expectation is
realistic. Frequently it’s not. Too
often the insured finds that their
broker, while an expert on the
coverages, is not as skilled in

the area of claims. In fact, some
brokers never even become
involved in any way in the claims
process. That’s unfortunate,
because that process presents a
significant opportunity for the
broker to help deliver a crucial
service to their client—the
indemnification and restoration
promised when the policy is sold.

The broker’s involvement makes
sense in other ways, too. In the
insurance marketplace, good
brokers are always looking to
differentiate themselves from the
competition. Demonstrating a
better-than-average understanding
of the claims process can help

a broker retain valued existing
customers and impress new
prospects.

A Missed Opportunity
Historically, in lieu of taking an
active part in the claims settlement
process, many brokers have
operated merely as a liaison
between the insured and the
company adjusters. That role has
usually been an informal one, with
the broker following up with the
carrier to expedite settlement while
keeping the insured informed as
the process unfolded. Here are
some reasons why the role has
been so limited:

* Many brokers are unfamiliar
with the details of the claims
process. While they
genuinely want to help a client
settle a claim quickly and fairly,
that task is usually left to the
claims professionals, including
accountants, engineers and
other experts. The broker’s
experience with claims is
normally limited to occasional

contact with insurance company
adjusters. Also, some firms have
a separate claims staff. In the
event of a loss, the broker’s role
is simply to put the client in
touch with that staff.

* While he or she certainly does
not want to alienate a client, it is
assumed that a claim is being
handled satisfactorily unless the
broker hears otherwise.
Therefore, most of the broker’s
time is spent prospecting or
developing new business, a task
essential to his or her livelihood.

Now let’s look at some things the
broker can do to take advantage of
this opportunity by helping your
clients prepare and settle a claim
successfully.

Be Ready

Remember that when they make
the initial call to you to report

a loss, some insureds will have
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the situation more under control
than others. Some may simply be
seeking your advice, while others
might be expecting you to become
actively involved. You should be
able to tell your client the basics
of what to do and what not to do,
including what will be expected of
them and some of the options that
are available. The better and more
complete your counsel and/or
assistance is, the more your

client will be convinced that their
insurance program is in capable
hands.

As you proceed, keep in mind
that damage to an insured’s
operations can affect a company
in many ways—some of which
won’t be obvious to the insured.
Assume nothing! What may seem
obvious to you as an insurance
professional may not be to a
harried or distraught insured after
a fire. Consequently, make sure
your client understands that the
first thing they should do is protect
the property from further damage.
Remind them that expenses

for mitigating damages are
covered under the “preservation
of property” section of their
policy and that these expenses
must be carefully recorded and
documented.

The carrier will promptly contact
or visit the insured, so make sure
your client knows what to expect
during that visit. The insurance
company might suggest that
certain contractors begin repairing
the damage or removing debris.
While these firms may be used,
the insured is not bound to do so.
Let your client know that they
are free to choose the firms that
will be involved in the property
restoration.
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Above all else, make sure they
understand the importance of
preparing their own claim in a concise,
comprehensive and detailed fashion.

It is very important that the client

takes the time to identify the full
scope of loss and does not put the
claim together hastily.

Maintain Control

This raises a major point: Before
the client even begins to deal with
their insurance company,
emphasize with them the
importance of maintaining control
over the situation. Control is the
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Historically, in lieu of taking an active part in the claims settlement process, many brokers
have operated merely as a liaison between the insured and the company adjusters.

key to settling a claim successfully
and returning a business to its
preloss state. Too often the insured
and broker follow the carrier’s
timetables instead of actively
determining their own course

of action and maintaining focus
on what’s best for the business
overall.

Along the same line, it is
imperative that you make the
client understand the importance
of developing and maintaining a
strategy for pursuing the claim.
The following are examples of
questions that can help you form
the basis for such a strategy—and
as a result, help control not only
the claims process but the client’s
expectations.

10

Strategic Questions

1. What are the insured’s plans
for resuming operations?
Often an insured will make
decisions regarding the timing
and restoration of operations
based solely or in large part
on their conversations with
the insurance company
adjuster. Instead, the insured
should decide first on how
they want to restore the
business, and then review
how their policy will respond.
With building losses, for
example, insureds often believe
that their only viable option is
to rebuild the damaged
structure, especially if they
have replacement cost
coverage. But it could be
advantageous for them to

rebuild elsewhere, or accept

a cash settlement in lieu of
rebuilding. The company
adjuster does not necessarily
make the insured aware of all
the options; the broker should
help identify them.

Advise your client to assess
their situation thoroughly and
then decide on an overall claim
strategy.

What about advance funds?

It is important to remember
than an insurance carrier often
does not settle a claim as
quickly as the insured would
like. As a result, the insured
should have realistic
expectations. Unless it’s small,
the claim probably won’t be

ADJUSTING .COM
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settled immediately, so an
advance should be requested.
The amount of an advance is
negotiable, so the client should
be prepared to offer some type
of loss or expense verification
to back up their request.

How will the loss be valued?
What's covered? These seem
like obvious questions, but
many insureds fail to ask them
before preparing a claim. And
even when they do ask,
insureds often don’t really
understand the answers.
Review their policy with them
to identify what coverage is
available and what conditions
apply. The total amount of
loss, including uninsured
portions, should be considered.
The possibility of subrogation,
in which the insured can
participate, might exist. All
applicable policy clauses and
conditions must be reviewed.
Some items might be insured
under sublimits included in the
policy limits, some may be
outside the policy limits, and
others might not be covered at
all. A variable to consider is
how the items should be
valued under the policy
conditions (i.e., replacement
cost, actual cash value, selling
price clauses, etc.):

¢ Should their building
be valued with or without
depreciation?

¢ Is their stock valued at cost,
or what they would have
sold it for?

* How should they value their
machinery?

¢ Are their warehouse racks
valued as part of the
building or as contents?

ADJUSTERSINTERNATIONAL.COM
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Involving a competent loss consultant can provide
several benefits to your client. Such a professional
not only acts on the insured’s behalf and can assist

in interpreting the terms of the policy, he or she is
an expert in evaluating damages and understanding

insurance company claim tactics and tendencies.

R

,.
B A
: S T

M

s A

T
L AR

i
SN T T
~f SR

Should a professional loss
consultant be involved?
Involving a competent loss
consultant can provide
several benefits to your client.
Such a professional not only
acts on the insured’s behalf
and can assist in interpreting
the terms of the policy, he or
she is an expert in evaluating
damages and understanding

insurance company claim
tactics and tendencies. The
participation of a public
adjuster also allows the insured
to openly discuss their
situation as well as the
available options and resulting
consequences without
jeopardizing the claim
settlement. Most importantly,
the public adjuster takes

"
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the burden off the insured,
allowing them to concentrate
on maintaining the business
and restoration. Public
adjusters can be especially
helpful to brokerage houses
that do not employ a full-
time claims staff. The adjuster
can supplement a broker’s
claims experience and provide
expertise as needed, allowing
the small brokerage firm to
have the same claims
settlement capabilities as a
larger house. The public
adjuster’s role is to support the
broker in the claims process,
not replace him or her.

TODAY

Every claim is unique, due to

the circumstances of the loss,

the insurance policies involved,
and the characteristics of the
insured and carrier. What remains
consistent is the fact that the
insured should submit the claim
proactively to facilitate a quick and
equitable settlement.

Your Advantage

Just who are your clients going

to look to when they have a loss?
Armed with a good working
knowledge of the claims process,
you can hope it will be you. You
are a valuable asset in this process!
As the insured’s representative,

and with your firsthand
knowledge of how the client’s
policies were designed at the
outset, you are in a special position
to help your client recover—and
perhaps even survive—should a
loss take place.

As your client’s trusted insurance
expert, you've helped them
design the best insurance program
possible, and now you're ready to
make it work for them when it has
to. That’s an advantage for your
client—and in today’s competitive
insurance marketplace—a big
advantage for you!
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