
© 2019 Sedgwick

Delving into Business Interruption
Presented by: Linda Sim



2© 2019 Sedgwick 

Sedgwick Forensic Advisory Services division (Asia)
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How We Can Assist

Appointment by insurers / reinsurers

Help on reserve setting

Assist in document request list

Analysis on documents received  

Attend meetings together with adjusters

Prepare written report
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Types of Losses We Can Assist In

Business Interruption

We specialize in the provision of forensic 
accounting for business interruption claims.  
Claims Managers, captives, reinsurers and other 
insurance professionals rely on our expertise and 
experience to:
• Investigate the financial basis of a claim
• Quantify the loss of profit
• Identify and quantify increased costs and 

savings
• Provide concise reports on our findings, which 

are used as the basis to settle claims and  
assist with any subsequent recovery actions

Product Recall & Liability Claims

We have been involved in 
quantifying the losses and costs 
associated with the recall and 
destruction of product brands and 
product lines for numerous companies – including large 
national and multi-national food & beverage and 
pharmaceutical groups

Stock Loss

We are regularly appointed by insurance professionals to 
assist on stock losses. As forensic accountants, we have the 
expertise to review an Insured’s stock system and identify 
and resolve issues relevant to the quantification and 
valuation of stock.
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Types of Losses We Can Assist In

Fraud & Fidelity

We have the experience and resources to fully assess, 
investigate and quantify the costs and losses 
associated with fraud and employee fidelity claims.

Our reports clearly identify the value of the losses 
claimed resulting from the fraud and the extent to 
which they are supported.

As a result of our work, we are often asked to assist 
legal professionals and the police in civil and criminal 
proceedings

Quantification of Marine claims

Damage, contamination or loss of cargo, can give rise 
to stock throughput claims. However, it is often 
unclear whether the stock loss resulted from theft, 
natural shrinkage, or discrepancies in the recording of 
goods. We assist in the quantification and valuation of 
these losses.

Apart from loss of hire and loss of use, we also 
quantify business interruption losses as a result of 
damage to third party assets, such as quays, terminal 
conveyors or loading/unloading facilities, giving rise 
to business interruption losses.
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Role of the Forensic Accountant

• Technical expertise in numbers – for a fair outcome

• Explain how the loss should be calculated, to manage expectations at an 
early stage, for a smooth process
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Business Interruption – The Basics

The Indemnity
Basis of Settlement
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What is Business Interruption Insurance and Why Discuss It

• Traditional property insurance protects the assets of the business

• Business interruption insurance protects the profit-generating ability of 
those assets
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The Indemnity

3 Elements must exist in a direct causal relationship:

Insured Event

Relevant Damage

Insured Loss



10© 2019 Sedgwick 

Business Interruption Cover

Basic
• Loss of profits

• Increased costs of working

Common extensions
• Extend the scope of the indemnity beyond damage to the Insured’s premises or 

property

• Event still needs to be insured (i.e. not excluded)

• Examples:
◦ Premises in the Vicinity/Prevention of Access
◦ Suppliers’ or Customers’ premises
◦ Public Utilities
◦ Infectious disease
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Calculating a Business Interruption loss
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Typical Loss of Profits Calculation

Objective: Reimburse net profits + continuing expenses as if there has been 
no loss

Insurance
Terms

Standard 
Turnover

Actual 
Turnover

Saved 
variable 

costs

Increased 
cost of 

working
Indemnity

Explanation
Revenue that
would have

been earned

Actual 
income
earned

Expenses 
not 

continuing

Additional 
costs incurred 

to earn the 
revenue

Lost profits 
+ fixed costs
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Business Interruption Calculation

SGD
Expected sales units 100,000
Less actual sales units 70,000
Loss sales units 30,000

Multiplied by: selling price per unit 10
Lost sales value 300,000

Multiplied by: gross profit margin 40%
Loss of profits 120,000

Add: increased costs of working 15,000
Less: savings in expenditure 45,000

Business Interruption Loss 90,000

Less: underinsurance 12,000
Less: excess 5,000

Net Business Interruption Loss 73,000
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How to Calculate Loss of Turnover 

Step 1: Establish expected turnover if no loss occurred
- Review historical information
- consider changes in business environment/one off issues

Step 2: Calculate turnover actually achieved

Step 3: Compare the two to find the differences

Step 4: Determine the interruption period 
- Assess when turnover returns to normal; is this logical?

Step 5: Check against maximum indemnity period 
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Typical Loss of Profits Calculation

Objective: Reimburse net profits + continuing expenses as if there has been no 
loss

Insurance
Terms

Standard 
Turnover

Actual 
Turnover

Saved 
variable 

costs

Increased 
cost of 

working
Indemnity

Explanation
Revenue that
would have

been earned

Actual 
income
earned

Expenses 
not 

continuing

Additional 
costs incurred 

to earn the 
revenue

Lost profits 
+ fixed costs
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Standard Turnover

Policy refers to “Standard Turnover” to estimate the expected sales of the 
business during the indemnity period:

“The Turnover during that period in the twelve months immediately before the 
date of damage, which corresponds with the Indemnity Period”

– Why would the policy ask us to take this approach ?

– When might this approach not be valid?
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Adjusting Standard Turnover

Policy contains an “adjustment clause”:
“to which such adjustments shall be made as may be necessary to provide for 
the trend of the business and for variations in or other circumstances affecting 
the Business”

– Adjustment clause allows Standard Turnover to be adjusted so as to 
reflect:
◦ Trends in the business
◦ Variations in the business
◦ Other circumstances that occur both before or after damage 

– When might the adjustments clause be needed?
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Annual Seasonality
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Adjusting Standard Turnover for Trend
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Turnover in Value or Quantities

$1,000 10T x $100
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Elements of Loss of Profits Calculation

Expected sales units 100,000

Less: actual sales units 70,000

Lost sales units 30,000

Multiplied by: selling price per unit (USD) 10

Loss of sales value 300,000

Multiplied by: gross profit margin 40%

Loss of profits 120,000
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How do we decide on Expected Turnover?
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How do we decide on Expected Turnover?

• What documents might be relevant?
◦ Budget / forecast / plan
◦ Detailed historical turnover (daily/weekly/monthly)
◦ Sales orders / customer contracts / correspondence with customers

• What other information/assistance might be required?
◦ Information on seasonality
◦ Local knowledge on competition
◦ Industry experience 
◦ Research/statistics

• Subjective and can be a source of dispute between the parties

• Easier to look at production data???



24© 2019 Sedgwick 

Production Loss Versus Turnover/Sales Loss

Does a loss of production always 
equal to a loss of sales?



25© 2019 Sedgwick 

Production Loss Versus Turnover/Sales Loss

Sales loss

Production 
made up via 

overtime

Bought in 
material

Stock

Total production loss
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Questions so far?

Questions so far?
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Elements of Loss of Profits Calculation

SGD

Expected sales units 100,000

Less: actual sales units 70,000

Lost sales units 30,000

Multiplied by: selling price per unit 10

Loss of sales value 300,000

Multiplied by: gross profit margin 40%

Loss of profits 120,000



28© 2019 Sedgwick 

Selling Price

Which selling price to use?

Pre-incident Interruption Period

Actual Budget Actual

Unit selling price 10 12 15

1. Small vendor with commodity product

2. Medium sized vendor with contracted selling prices

3. Large manufacturer with a 70% market share
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Common Misconception in BI

No. Profit margin by customer is very 
sensitive information.

“Using average selling prices and profit margins is 
accurate enough”

No. The information you are asking for is confidential.

No. This information request is 
irrelevant to my claim.
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Impact of selling prices on Loss of Profits

Before After

Prod A Prod B Total Prod A Prod B Total

Quantity 10 10 20 8 2 10

Selling price 10.00 4.00 7.00 10.00 4.00 8.80

Turnover 100 40 140 80 8 88

Variable costs (20) (30) (50) (16) (6) (22)

Gross margin 80 10 90 64 2 66

Gross margin % 80% 25% 64% 80% 25% 75%



31© 2019 Sedgwick 

Difference in Using Average Selling Price

Loss using pre-incident average price

Expected Actual Loss

Quantity 20 10 10

Selling price 7.00 7.00

Turnover 140 70

Gross margin % x 64% x 64%

Gross margin 90 45

Is this correct?
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Difference in Using Average Selling Price

Loss using post-incident average price

Expected Actual Loss

Quantity 20 10 10

Selling price 8.80 8.80

Turnover 88 88

Gross margin % x 64%

Gross margin 56

Loss is even higher
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Difference in Using Average Selling Price

Loss analysed by product

Prod A Prod B
Expected Actual Loss Expected Actual Loss

Quantity 10 8 2 10 2 8

Selling price 10.00 10.00 10.00 4.00 4.00 4.00

Turnover 100 80 20 40 8 32

Gross margin % 80% 80% 80% 25% 25% 25%

Gross margin 80 64 16 10 2 8

Total loss = $24
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Why an Average Price/Margin may not be reflective …

• Insured tends to sell higher margin products and tends to lose the lower 
margin products – as a result selling price and margin go up after incident 
due to mix. 

• Therefore average price/mix may not be reflective and not provide indemnity 
(“actual loss sustained”). 
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Elements of Loss of Profits Calculation

SGD

Expected sales units 100,000

Less: actual sales units 70,000

Lost sales units 30,000

Multiplied by: selling price per unit 10

Loss of sales value 300,000

Multiplied by: gross profit margin 40%

Loss of profits 120,000
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Elements of Insurable Gross Profit

Net Profit

Variable Costs
(Non-Continuing) Sales

Fixed Costs
(Continuing)Gross

profits

Difference basis - vs - Additions basis ?
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Rate of Gross Profit

• In simple terms:
– Difference basis  = sales - variable costs
– Addition basis = net profit + fixed costs

• Logic: variable costs are saved when sales are reduced

• Insurance rate defined by policy:
“Rate of Gross Profit earned on the turnover during the financial year 
immediately before the damage”  (subject to special circumstances clause)

• Be aware of “Uninsured Working Expenses”

• Be careful – insurance rate of gross profit does not equal accounting rate of 
gross profit shown in financial statements
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What is the Rate of Gross Profit?

Accounting
gross profit

Sales 500,000

Less: Cost of sales

Change in stock 25,000

Purchases (200,000)

Direct labour (100,000)

Utilities (75,000)

(350,000)

Gross profit 150,000

Rate of gross profit 30%
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What is the Rate of Gross Profit?

Accounting
gross profit

Insured 
gross profit

Sales 500,000 500,000

Less: Cost of sales

Change in stock 25,000 25,000

Purchases (200,000) (200,000)

Direct labour (fixed) (100,000) 0

Utilities (fixed) (75,000) 0

(350,000) (175,000)

Other uninsured costs per policy (50,000)

Gross profit 150,000 275,000

Rate of gross profit 30% 55%
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How to Calculate Rate of Gross Profit

Step 1: Review policy to determine approach
• select appropriate period for base calculation
• identify uninsured working expenses or variable costs
• consider opening and closing stock positions

Step 2: undertake calculation of insurable gross profit
• sales plus closing stock 

less
• opening stock plus uninsured working expenses

Step 3: Calculate rate (gross profit divided by turnover)
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Questions so far?

Questions?
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Typical Loss of Profits Calculation

Objective: Reimburse net profits + continuing expenses as if there has been 
no loss

Insurance
Terms

Standard 
Turnover

Actual 
Turnover

Saved 
variable 

costs

Increased 
cost of 

working
Indemnity

Explanation
Revenue that
would have

been earned

Actual 
income
earned

Expenses 
not 

continuing

Additional 
costs incurred 

to earn the 
revenue

Lost profits 
+ fixed costs
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What is “Increased Costs of Working” under Business Interruption?

“The additional expenditure necessarily and reasonably incurred for the sole 
purpose of avoiding or diminishing the reduction in Turnover, which but for the 

expenditure would have taken place during the Indemnity Period in 
consequence of the Damage, but not exceeding the sum produced by applying 

the Rate of Gross Profit to the amount of the reduction thereby avoided.”

MUST BE

Necessarily & 
Reasonably 

Incurred

Purpose of Avoiding or 
Diminishing the 

reduction in Turnover
EconomicAdditional
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“The additional expenditure necessarily and reasonably incurred for the sole 
purpose of avoiding or diminishing the reduction in Turnover, which but for the 

expenditure would have taken place during the Indemnity Period in 
consequence of the Damage, but not exceeding the sum produced by applying 

the Rate of Gross Profit to the amount of the reduction thereby avoided.”

MUST BE

Necessarily & 
Reasonably 

Incurred

Purpose of Avoiding or 
Diminishing the 

reduction in Turnover
EconomicAdditional

What is “Increased Costs of Working” under Business Interruption?
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“Purpose of avoiding or diminishing turnover losses” – meaning in 
practice

• Hire additional temporary labour to reduce reinstatement time

• Increased overtime for work outside normal business hours

• Outsourcing : to continue parts of production that are interrupted

• Temporary equipment: to continue production

• Costs to expedite repairs and replacement: to reduce period of interruption

• Relocation to Temporary Premises

• Additional Transportation Cost
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What is “Increased Costs of Working” under Business Interruption

“The additional expenditure necessarily and reasonably incurred for the sole 
purpose of avoiding or diminishing the reduction in Turnover, which but for the 

expenditure would have taken place during the Indemnity Period in 
consequence of the Damage, but not exceeding the sum produced by applying 

the Rate of Gross Profit to the amount of the reduction thereby avoided.”

MUST BE

Necessarily & 
Reasonably 

Incurred

Purpose of Avoiding or 
Diminishing the 

reduction in Turnover
EconomicAdditional
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What is the Economic Limit?

Benefit = actual sales achieved 
from mitigation at expected 

gross profit margin

Additional costs incurred 
to mitigate



48© 2019 Sedgwick 

Example: What is the Economic Limit?

Gross Profit  $50 per unit

ICW per unit = $40 ICW per unit = $70

What is the Economic limit if:
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Example: What is the Economic Limit?

Gross Profit $50 per unit

ICW per unit = $40 ICW per unit = $70

What is the Economic limit if:

Economic Limit = $50

$40 ICW/unit is 
within Economic Limit

$50 ICW/unit capped at 
Economic Limit
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Principle methodology of ICW

Actual variable 
costs to the 

company as a result 
of the incident

Normal costs 
and/or saved costs Additional costs
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Common Problems with Additional Costs

• Ignoring saved costs

• Uneconomic ICW without AICW cover

• ICW incurred within waiting period to 
shorten interruption – covered or not?

• Penalties?
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Fixed Costs Savings
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Savings

“less any sum saved during the Indemnity Period in respect of such of the 
charges and expenses of the business payable out of Gross Profit as may cease 

or be reduced in consequence of damage”

• Need to understand how the incident has affected the fixed (or continuing) 
costs
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Savings

• Need to understand how the incident has affected the fixed (or continuing) 
costs

• What increases or decreases would have happened in any event?

• Typical savings
– Labour 
– Rent and rates 
– Utilities 
– Maintenance costs

• Depreciation?
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How do you calculated fixed costs savings

If actual costs are less 
than expected costs, 
you have a saving
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Questions so far?

Questions?
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Mitigation and Indemnity Period

0

20

40

60

80

100

120

Oct-13 Jan-14 Apr-14 Jul-14 Oct-14 Jan-15 Apr-15 Jul-15 Oct-15 Jan-16 Apr-16

USD'k

Expected

Actual

Date of incident

12 months
before the incident

9 months interruption period

18 months
Indemnity Period

Loss of Profit Claim
USD 520,000

Make up in profit not 
taken into account

Would you deduct make up if 
the interruption period ended 

after 9 months?
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Business Interruption – Value at Risk
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Example of policy wording – average clause

“If the Sum Insured by this item be less than the sum produced by 
applying the Rate of Gross profit to the Annual Turnover (or to a 
proportionally increased multiple thereof where the maximum 
indemnity period exceeds twelve months) the amount payable 

shall be proportionally reduced”

Annual Turnover: 12 months prior to loss (adjusted for trend)

Rate of gross profit: financial year closest to loss date



60© 2019 Sedgwick 

What is the Sum Insured under Business Interruption?

Establishing VAR at inception of policy

Sum Insured ≡ Expected Value at Risk 
= Expected Turnover (adjusted for trend) 
× Expected Rate of Gross Profit

• VAR is projected over the policy period i.e. the period of insurance in which 
an incident can take place and will be insured. 

• This value at risk is called the “sum insured” under the policy
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Projecting VAR at different points in time

Insured loss
01.01.2016 26.12.2016 31.12.2016 26.12.2017 31.12.2017

Renewal

VAR at policy renewal

VAR at time of loss

VAR Projection Period

Must take into account growth and increase in 
capacity for the full period you are projecting 

(often overlooked)



62© 2019 Sedgwick 

Example: Sum Insured

Annual Sum Insured = $2.5 million  
12 months Turnover = $15 million
Rate of Gross Profit = 20%

Value at Risk = $15 million × 20% = $3 million

Adequacy of Sum Insured =
Policy Sum Insured

Value at Risk
=

$2.5 million
$3 million

= 83.3%

If Insured suffers a loss of $2 million, 
Indemnifiable loss = $2 million × 83.3% = $1.66 million
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Why  the need to set a policy Sum Insured?

• To ensure that the risks that the insurance company takes on are in line with 
the value at risk

• Ensures that adequate premium is paid 

• Sum insured is NOT a maximum payable amount:

– If VAR is lower than Sum Insured – insurers pay the loss amount
– If VAR is higher than Sum Insured – insurers pay proportion; effectively 

insured retains a portion of the loss 
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Why does under-insurance occur?

• Difficulty in projecting profit forward

• Misunderstanding between insurance and accounting gross profit

• Choice of too short a period of indemnity for the business

• Failure to proportionally increase for indemnity periods < 12 months

• Underestimate losses due to envisaging only full loss with large savings; what 
are the chances of having a full loss?

• Attempt to keep premiums down 



65© 2019 Sedgwick 

Sum insured in relation to maximum indemnity period

Maximum indemnity period (MIP) Sum insured based on

6 months 12 months

12 months 12 months

18 months 12 months × 1.5

24 months 12 months × 2.0

36 months 12 months × 3.0

The sum insured, i.e. declared estimated gross profit, is proportionately 
increased if the MIP exceeds 12 months, but does not apply if the MIP is less 
than 12 months.

Beware: Even if MIP is 6 months, the declared sum insured should be for an 
annual figure, i.e.12 months. 
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Questions so far?

Questions?
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Sedgwick Forensic Advisory Services Division (Asia)

Linda Sim
FCCA
Head of Forensic advisory services
D +65 6958 6967
M +65 9728 8880
E linda.sim@sg.sedgwick.com

Vanessa Lum
ACA, BFP, Associate CVA
Manager
D +65 6958 6966
M +65 8730 4138
E vanessa.lum@sg.sedgwick.com
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