
Business Interruption Planning
The remains of the new independent living center dining facility are still smoldering from the massive fire that destroyed over $5 million of new construction at the ABC Retirement Living campus. Board members, management, a few key donors, and the insurance agent are all on the scene shaking their heads, wondering how this could have happened. Fortunately, no one is injured, but this addition has been three years in development and has been a dream of some of these individuals for over ten years. “At least we had property insurance on this structure,” says the Administrator. “We increased your Building & Business Personal Property limit just three weeks ago,” says the insurance agent. “Great! We’re covered for this loss,” says the Board Chair and a deep sense of relief settles over the group.

Variations of this conversation periodically occur when fire, wind, or some other peril brings a loss to our door. The primary concerns that this group had at the time of the loss were related to the destruction of the physical building and its contents.

Several nights later, the CFO (who purchased the insurance policy), wakes up in the middle of the night in a cold sweat. He suddenly remembers that he had declined insurance coverage for “Business Interruption.” That decision could cost him his job.

“Business Interruption” insurance is an additional coverage in a comprehensive property insurance program that provides coverage for the loss of income associated with the loss. The Property policy (in this case) has been well written and will address the direct damage (or replace the structure and personal property), less the deductible; however, the financial impact of the loss will not be covered because of the short-sightedness of the CFO.

What does “Business Interruption” insurance provide? When appropriately written, it will address:

· Lost “profit” that would have been made had the facility been in operation,

· Expenses that continue after the loss, and

· New “extra expenses” that come about to keep the facility operational and allow the facility to return to complete operation as soon as possible.

In the scenario described above, this facility included a dining facility and new independent living units. The dining facility could have been used by all residents on the campus and would have been something new for the existing residents. No new revenue would have necessarily come into the equation as a result of its existence; however, the 90 new independent living units would have generated $2,500 per unit per month totaling $2.7 annualized. The waiting list was long and would have allowed the fill-up on these units to be under 120 days. The budgeted revenue for the next 12 months was $2,287,500.
Lost revenue does not mean that the bond interest payments do not need to be made. The efforts made to hire new staff for this addition (who now don’t have anywhere to work) have been significant and costly. Layoffs will follow unless the organization chooses to cover the payroll. The expectation is that it will take at least a year to clean up and rebuild. By then, a reasonably good percentage of the future residents on the waiting list and those who have already moved in will have gone elsewhere and the marketing costs to rebuild the waiting list will be significant. The list could go on, but it is clear that the profit that “would have been made” will not be there for some time, some expenses will certainly continue (at least part of the payroll along with numerous other examples), and plenty of new expenses will arise to get back to what the pro-forma predicted in any kind of reasonable time frame. 
Business Interruption insurance exists to address these exposures associated with the down time that is created when a direct property loss occurs. Most property policies will have covered perils that trigger coverage for both the Real & Business Personal Property as well as the Business Interruption sections of the policy at the same time.

It is critical to consider the exposures that exist in this area. Your insurance broker can work with you to select from a wide array of options to round out this portion of your Property policy. In the process of doing this, a great approach is to work off of your Profit & Loss statement. Some general considerations will include addressing the following:

· Out of each expense line, what portion of that expense would continue after a loss? You will want to consider partial and total loss scenarios.

· Pay particular attention to plans regarding your payroll. This is one of the largest categories of expenses that you have. Consider all the expenses associated with this including taxes, benefits, Workers Compensation, etc. … You may choose to continue to employ all your staff for a short period of time (partial loss), but only a percentage of your staff (key employees) if there was a major loss.
· Contemplate the period of time that it will take to get your doors opened again. In most incidences, this will be more than a year. Don’t forget that you will have to adjust the loss, determine the cause, remove the debris, select a contractor and an architect, draw plans, get permits, etc. … all before reconstruction begins. 
· Consider deductibles, coinsurance, and other variables that will affect how much of the risk you will maintain versus transfer.

· Identify additional expenses that did not exist in the absence of the loss (increased security, marketing expenses, legal fees, etc. …)

· Assess the period of time that it will take to rebuild your census to the level it was immediately preceding the loss. Your “loss of income” (from an insurance perspective) will continue even after you open your door until this point.

Ultimately, you will determine a limit of insurance that you choose to purchase. You will want to pay close attention to the relationship of the limit you choose relative to the exposure in the event of a “worst case scenario” loss. Your insurance broker can help you assess the ramifications of under-insuring.

When placed correctly, the individuals standing around after the loss shaking their heads at least will not have to worry about the financial impact of the loss. The objective of this insurance is to make them whole as if the loss had not occurred.

In closing, it is critical to understand that insurance only addresses a sub-set of the financial losses that could result from physical loss. For example, you only have Business Interruption coverage for the scenarios that you planned for. The peril that caused the loss must be a “covered peril” on the policy in order to trigger coverage (i.e., if the peril of “flood” is excluded by the policy, no coverage will exist for the Building, Business Personal Property or the Business Interruption).
Many times, the business interruption loss can be larger than the direct physical loss. It is important to understand the risks you face and how the insurance coverage that you have addresses (or fails to address) these risks.

Insurance is available to cover many aspects of the Business Interruption exposure. Prudent Risk Management procedures require that you think through this exposure. Proper planning and execution will minimize the possibility of financial demise following an unexpected loss.
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