


A depressed recovery in respect of a loss
of Gross Profit may be exacerbated by
the application of the Uninsured Standing
Charges clause discussed below.

Potential solutions

Purchases could be more specifically defined
as ‘purchases of stock, raw materials and
components (and/or consumables)’. Some
policies already do this, and this brings
clarity, albeit there is still the potential risk of
the term Purchases including other things in
the accounts. Sub contracted manufacturing
processes are the most likely area of
difficulty given that the owner of a business
may view those costs as purchases in the
same way as raw materials. The definition of
Purchases could be extended to include sub
contract manufacturing processes.

Given the significant number of businesses
which do not use the term Purchases in their
accounts at all, there may be merit in having
a slightly wider and more flexible wording to
include ‘purchases of stock, raw materials
and components (and/or consumables) and
other third party sub contracting costs’. Andrew King, Marsh

The current position

Many policies include an Uninsured
Standing Charges Clause, to the effect
that if an insured business fails to
insure fixed costs, and thereby takes on
the risk of part of the Gross Profit of the
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business themselves, then the policy will only
pay a proportion of increased costs incurred
to mitigate loss. Some policies omit the
Uninsured Standing Charges Clause.

What’s the problem?

The term ‘standing charges’ is not one
in every day commercial use, and the
application of the Uninsured Standing
Charges Clause may not be clear at first
reading. To make matters worse there
is seldom, if ever, a definition of the
term ‘standing charges’. This also begs
the question as to whether there is any
relationship between ‘standing charges’
and ‘working expenses’ used in the
definition of Gross Profit.

What are the consequences?
Difficulties with the term ‘standing charges
are likely to arise as consequence of the
difficulty in establishing what is variable
and what is not. Over the course of a micro
second, all costs are fixed (you couldn’t
stop spending any money that quickly even
if you wanted to); over the course of 100
years, all costs are variable.

It seems almost inevitable that
applying the Uninsured Standing
Charges Clause will prove problematic.
The process of debating which costs have
been shown to be fixed (even though they
were assumed to be variable when the Sum
Insured was declared) will inevitably take
time. Any lack of clarity over the meaning
of ‘standing charges’ will be seized on
when a Policyholder, having incurred
additional expenditure in good faith to
mitigate their loss, finds it will only be
partially covered.

’

Potential Solutions

The term ‘standing charges’ should be
abandoned since it is not a term in
general use and thus has no generally
accepted meaning. The issue that the
current clause seeks to address is that of
working expenses that have specifically
been uninsured but which are not truly
variable costs.



A number of topics have been identified
that represent clarification of methodology
or approach rather than a clarification

of the scope of the cover. All but one of
these require the more detailed level of
consideration anticipated for second phase
of this project and have not been included
in this initial report.

The current position

Declarations for twelve month periods or
less are required to be based on annual
(twelve month) Gross Profit figures.
Periods of over twelve months require the
declaration to be increased proportionately
(double for twenty-four months, treble for
thirty-six months etc).

What’s the problem? Diane Jenkins, AON
With regards multipliers for Maximum

Indemnity Periods other than twelve

months, there is inconsistency between the

approach for a shorter period (the annual

sum is still required), and longer periods

(which use an increased multiple). This can

cause inadvertent errors in the Declared

amounts.

What are the consequences?
Shortfalls in declarations (or sums insured)
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are regularly caused by a failure to increase
the annual declared amount by the
appropriate multiplier. Any measure to avoid
this uncertainty would benefit all parties;
Insurers benefiting from the appropriate
premium without the insured business being
unexpectedly exposed to a shortfall through a
failure to appreciate the necessary disciplines
in calculating and declaring amounts for
longer Maximum Indemnity Periods.

Potential solutions

With regard to multipliers applied to annual
Gross Profit for periods other than twelve
months, it would be far simpler from the
Policyholder’s perspective if they merely
had to declare annual figures in all cases.
Insurers could then make any adjustments
to reflect Maximum Indemnity Periods

not set at twelve months. This would not
present any difficulty in the vast majority

of cases, albeit the insured businesses

are at liberty to insure for more than twice
the annual gross profit for a twenty-four
month cover (for example), which they
might choose to do in anticipation of a
steep upward growth trend. Some facility to
retain that option could still be maintained
within the context of the declaration of
annual amounts.

CILA members and others have identified

a number of occasions where existing
wordings would, they believe, benefit from
an element of clarification. Thus, in the
following examples there is no intention

to change the underlying meaning of the
current wording. But in an age of “contract
certainty” it can surely do no harm to have
greater clarity over the meaning of the
contract words themselves.

The current position
Bl Cover may be bought in the form of an
Increase in Cost of Working (ICOW) policy




on its own (i.e. there is no parallel cover for
Loss of Gross Profit). However, the majority
of these policies do not have a Savings
clause. Whilst ICOW (only) covers do not
include an economic limit requirement, the
rest of the wording is likely to largely follow
ICOW wordings within Revenue or Gross
Profit covers.

What’s the problem?
Where a business incurs (new) expenditure,
e.g. temporarily relocating to alternative
premises, the ICOW cover, at face value,
may respond to the whole of the cost of the
alternative premises. It may be argued that
the whole of the cash outflow only arises
because of the insured event and is all
therefore additional. In response to the view
that only the net additional cost should be
claimed, it may be argued that there is no
specific facility in the ICOW policy wording
to deduct costs saved (in terms of rent or
rates for example) at the premises suffering
damage. Were the policy to pay out the
whole of the new cost, the insured business
might benefit from a cessation of some
expenses such as rent and rates that would
have been incurred but for the fire.
Assuming that the intention of any
such wording would be to provide an
indemnity (i.e. the Insured is in no better or
worse position than they would have been
had the incident not occurred) then only the
incremental amount should be payable.

What are the consequences?

Most Policyholders are seeking only an
indemnity in respect of their loss. Experience
shows, however, that the existing policy
wording can serve to increase Policyholder
expectations when, say, under stand alone
Increase in Cost of Working cover, alternative
premises are located. A claim is submitted
for the additional expenditure, but excluding
any deduction for savings, such as cessation
of rent, or maintenance costs at the affected
premises. The insurers, or their appointed
adjuster, may be able to persuade the
Policyholder that only the incremental

cost is covered, but this may prove to be
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a time consuming process. Worse still the
Policyholder may be antagonised by this part
of the process and this can then impact on
other aspects of the settlement process.

Potential solutions

In relation to ICOW only covers, and on
the assumption that only the incremental
amount is intended to be covered, the
introduction of ‘net’ or ‘incrementally
increased’ before the term ‘additional
expenditure’ would clarify that only the
additional amount is to be paid (assuming
that is the policy intention). Whilst Gross
Profit covers include provision for the
deduction of savings, the committee
believe that there would still be benefit in
similar wording clarification being adopted
for these policies.

Thought has been given to the
recommendation that a savings clause might
be included, but this presents difficulty in the
case of a stand alone ICOW cover, given that
some savings may arise as a consequence
of aloss of Gross Profit (which would not
be insured) rather than as a consequence
of increased costs being incurred (such as
moving to alternative premises). Thus, it
would at face value appear to be inequitable
to take a saving in relation to a gross profit
stream which is not itself insured. Separating
out savings which arise from a loss of
Gross Profit as opposed to a new additional
expense would be difficult.

The current position

Policies currently allow for savings in costs
that would have been paid or payable had
the insured incident not occurred.

What’s the problem?

The term ‘paid or payable’ is generally
undefined. There is a question as to whether
this should represent only cash reductions
which arise because of an insured event,

or whether the term is sufficiently broad

to encompass all costs and expenses
charged to the profit and loss account.
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This is essentially a question of whether or
not the intention of the policy is to restate
accounting net profit to a level most closely
similar to what it would have been had the
damage not occurred, or whether the policy
is primarily relating to cash flows.

This is a complicated area which
has been debated many times and the
arguments on both sides are summarised
in a technical note on the Bl SIG web site.
After several decades of debate, it appears
to be the case that no easy consensus will
be reached in respect of this issue, and
this may give rise to inconsistency in the
approaches taken by claims staff, loss
adjusters, forensic accountants and others.

What are the consequences?

The Insured cannot predict Insurer’s
attitude and thus the ultimate amount
payable and may be left with a serious cash
flow shortfall.

There is no contract certainty for
this aspect, since the intentions of both
parties are not clear at the outset /
subsequent renewals.

At the time of a significant claim, if
appropriate, the issue will be raised by the
loss adjuster; this can upset expectations
and impact on goodwill when more
significant matters require addressing.

Risk managers do not understand
why the insurance market has been
debating this matter for years without a
resolution. This impacts on the credibility
of all stakeholders.

There is no consistency of approach to
this issue.

Potential solutions

It is recommended that the intention

of underwriters be explicitly drawn out

in respect of depreciation savings (no

other expense gives rise to the same

level of debate with regard to the savings

calculation) by amending the savings clause

to explicitly note whether savings either

should or should not include depreciation.
Underwriters would benefit from a

premium reflecting the risk and both brokers



and their insured clients would understand
the scope of the cover pre-incident.

It is acknowledged that there are a number
of different ways to calculate depreciation
savings. For those wordings that confirm that
the term ‘savings’ includes any reduction in
depreciation charges, different calculations
methods may be adopted. Thus, whilst some
element of uncertainty may remain, the key
issue will have been addressed.

The current position

Many policy wordings allow for cover for
businesses entering liquidation or receivership
to terminate at that point (These are pre
incident changes in circumstance, and it is
incorrect to apply the terms of this condition
to changed circumstances post incident).

What’s the problem?

Existing policy wordings would benefit

from updating the terminology to include
administration, administrative receivership
and various conditional voluntary
arrangements (CVA's) currently available.
What is more, existing policy wordings

are presently out of date. It may be the
intention of Insurers to cease cover when
these modern forms of corporate insolvency
response are in place, but the wordings may
not currently reflect the intention.

What are the consequences?

Insurers may, in extreme cases, conclude
that policies are voidable, depending upon
the nature of pre incident changes in the
circumstances of the business. In these
cases no recovery under any section of the
policy will be achieved post incident.

Potential solutions

It is recommended that the Alteration
Condition in wordings be updated to
include modern voluntary arrangements
to the extent that such changes reflect
the intention of broker and underwriter in
respect of the scope of cover. These may
include administration, administrative
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receivership, conditional voluntary
arrangements, or a term encompassing
all such developments.

In discussing potential clarification on existing
wordings it has become apparent that some
amendments are of such significance that we
have identified these as being fundamentally
important. For this first wording review

report we are commenting on one of these
fundamental matters given that there appears
to be a general consensus in respect of
Declaration Linked policy estimates.

The current position

Declaration linked policies generally

allow for a maximum recovery of 1333 %
of the declared amount. There is no facility
for any proportionate reduction should the
declared amount be too low. In some cases
declarations are not requested or offered.
Surveys in respect of this matter confirm
that the shortfalls are both widespread

and significant.

What’s the problem?
In the absence of any allowance for
proportionate reduction, Insurers may
not be receiving an adequate premium to
reflect the risk being underwritten. Legal
opinion has been expressed to the effect
that a very significant under declaration
may constitute a failure to adequately
disclose the nature of the risk presented,
which might support voidance of the
policy. Notwithstanding this view, there are
dissenting legal opinions which suggest
that such an approach may be seen as a
heavy handed response, particularly where
the Bl element of a claim in a specific
instance may not be large.

When there is a serious under declaration,
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compromise arrangements can be reached,
whereby proportionate reduction is
voluntarily imported, or where the implied
definition of Gross Profit suggested by

the calculation of the insurable amount is
adopted rather than the policy definition.
Those are compromises on merit which
might not be possible to achieve in all
circumstances. Insurers may be dissatisfied
with a choice between a potentially

heavy handed response impacting on the
relationship both with the insured client and
the placing broker, or meeting a claim in
respect of which a proper premium has not
been achieved. In some cases this can be to
a very substantial degree.

What are the consequences?

The Insured is at risk of claim payments
being less than the losses sustained
whether by policy voidance, application of
underinsurance or restriction by limit.

In situations where declarations are
substantially below what they should be,
and there is a major or total loss, the
Insured may well be out of pocket because
1333 % of the Estimated Gross Profit will
be less than the loss suffered.

The Insured will receive even less if
proportionate reduction is imported.

Possible solutions
Clauses could be included in policies to the
effect that, if the declared amount is less
than 50% of what it should be, the policy
reverts to a sum insured basis, subject to
proportionate reduction.
Some other threshold could be used —
many material damage covers allow an 85%
adequacy on sums insured prior to applying
proportionate reduction, and a similar principle
could be imported with regards to Bl wordings.
Insurers would benefit it is suggested
from the protection of a collar arrangement
which provides some protection in cases
of significant under declaration without
requiring the avoidance argument to be
presented. Policyholders who have paid
an adequate premium would not be
compensating for those who have not.



Richard Henton, Willis
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he CILA was tasked with

producing this initial report

as one of the outcomes of

the June 2009 Bl Wording

seminar. The constituency

of that seminar included a
wide cross section of claims presentation
professionals, brokers, underwriters,
forensic accountants, loss adjusters, loss
assessors and others. This CILA project
seeks to embrace anybody with something
relevant to add.

We are very mindful of the fact that
Bl policies reflect a contract between
the Insurer and Insured/broker. We are
not, given that fact, attempting to be
prescriptive in dealing with any of the
issues arising. Notwithstanding that, it
would be remiss of us, in identifying issues
and problems that may benefit from review,
not to offer potential ways of addressing
those problems. Our suggestions are not
the only way to address the problems
identified, and the omission of any
alternative should not be seen as detracting
from any merit that it may have.

We are aware that a number of Insurers
are currently reviewing aspects of their
wordings and that a number of the topics
that we have identified and commented
upon are already being considered by
working groups in advance of this report
being finalised. To the extent that we are
able to support Insurers in addressing
problems we are very pleased to be able
to assist.

FUTURE PROGRESS

The topics discussed in this report do
not represent an exhaustive list of problem
areas that might benefit from detailed
consideration. They did appear to us to be
both the least contentious and those most
easily addressed in most policy wordings.

We are currently discussing with the
IIL the scope of the next, more detailed
review of wording issues, and we hope to
be able to produce a report in the medium
term that benefits from the study group
structure and disciplines that the IIL
already has in place. This is likely to include
a review of policy wordings available in
other parts of the world, particularly the
United States.

We have attached a (non exhaustive)
summary of the topics that are currently
identified as being likely to benefit from being
part of the next report for completeness.

As we stressed at the June seminar, and
in communications since, we are happy
for anybody with a relevant concern to be
involved in this process. This is a project
undertaken at the request of the market
generally, and led by the CILA.
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APPENDIX

1 Material Damage Proviso - review required of existing wordings,
to include impact of material damage under-insurance, loss
flowing from undamaged propery etc

2 Address issue of Peril/Damage, including
consideration of Wide Area Damage

3 Requirement for clause re production of information/explanations
4  Clarify commencement of Maximum Indemnity Period

5 Clarify fines and penalties position

6 A Payment on Account clause would clarify the basis
on which interim payments will be made

7 ICOW - confirm in the policy that once a course of

action is agreed between all parties, there will be
no retrospective application of economic limit

8 Redefine ICOW criteria - reasonable, solely necessarily

9 ICOW paid beyond Maximum Indemnity Period - clarify coverage

10 Consider specifically refering to the Bl/Stock (and Bl/
general Material Damage) overlap issue in the wording
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Avoid existing uncertainty eg whose property has to be
insured, what consitutes use by the business etc

Ensure consistency, and address issue of windfall profits
and losses

Currently claim and support is typically only required 30 days after end
of Indemnity Period

Is this the date of Damage or Date of interference? Relevant to
commercial subsidence claims; Coromin v AXA Re is relevant

Currently, there is a technical difference between contractual

and non contractual penalties - is this the intention?; Are fines/
penalties an ICOW or is there a need for a separate item of cover?
Should there be a requirement to flag trading relationships with
this issue (where significant) at inception and/or renewal?

Parallel this with the need to specifiy what information/documentation
is required prior to payment, aim for cash neutrality etc

There must be a parallel requirement for the business
decision to be evidenced in advance

Is there a better alternative?

Eg relocation costs and ongoing rent; see Bl SIG note already issued;
contrast commitment to expenditure and timing of cash spend.

Manage expectation about overheads paid in stock which may
be deducted from Bl, likewise for payments for staff cleaning
assets etc where wage costs are insured under the Bl cover.
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14

15

16

17

18

19

20

21

CIL

Deal with BI/MD overlap generally eg labour costs for clean up
Auditors’/accountants’ costs - be more

specific about what is covered

Is it helpful to define ‘vicinity’ as a distance from

the Premises. Otherwise improve/clarify the

definition, eg degree of hindrance required, etc

Denial of Access/Loss of Attraction -review/clarify

covers; consider differences/overlap; Does this

cover include denial/hindrance of exit also?

Suppliers - better definition required

Premises - better definition required

Interest - clarify policy entitlement (may be none)
Consider greater emphasis to defining the
Maximum Indemnity Period as that during which

the results are affected (not just depressed)

Engineering BI - clarify application of time excesses/franchises

Replace Gross Profit with Gross Revenue as
the standard rating

Compensate for any unreasonable delay
on part of insurers
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Clarify whether costs paid as MD should be automatically

deducted from Bl; what if different Insurers, underinsurance etc

Expand/detail what is covered - advance agreement in writing,
restricted to auditors only, reasonableness of hourly rates etc.

Ensure consistency and manage expectation

Ensure consistency and manage expectation

Physical goods only? Internet Service Providers?
Suppliers of Suppliers. Etc.

Are the Premises the Buildings or the whole site, etc; would
it be appropriate to link this to the terminology in the
material damage section of the policy more closely?

Ensure consistency and manage expectation

Ensure consistency and manage expectation

Ensure consistency and manage expectation

Easier for the Insured to understand and to produce

This is likely to become an issue in the forseeable future and

Sprung v Royal Insurance UK Limited [1999] is likely to be overturned
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