Insurance can Help Mitigate Credit Risks

Credlt insurance protects unexpected losses a lender may face due to wilful default or msolvency on the part of the insured buyer X \0,

UMANGRATHOD
The quality and availability of credit to
global buyers have takena hit due to the
European crisis and US slowdown.
Credit insurance can help protect un-
expected losses due to any wilful default
and insolvency on the part of the in-
sured buyer or due to the political risks
faced by them. Here’s how one should go
about the process of gettinga credit in-
surance.

DETERMINE THE NEED

Before deciding to go for the options avail-
able, identify if there is aneed for credit
insurance and how it will benefit the com-
pany. Therisk of unexpected default per-
sists even with customers believed to be
“asstrongasabank”. Credit insurance is
agreat tool to remove this probable un-
certainty and cap a company’s unse-
cured exposure by mitigating it.

Itisnot uncommon for customers tore-
quest for more credit than one is com-
fortable giving them, or to have new cus-
tomers oneisn’t familiar with. Orit .
could just be that one is venturing into
anunchartered territory, havingno

good knowledge about the political envi-
ronment. Unfortunately, payment histo-
ry isnot avalid predictor of default.
Credit insurance is a means to offer
competitive open credit terms without
taking incremental risk. It supports ad-
ditional sales that would not have been
made otherwise to safely expand the
global reach of an organisation.

STRUCTURING THE PROGRAMME

. Policy premium is a primary and logical

parameter toexamine. The final premi-
um that the insurer charges will be
priced based on anumber of factors, in-
cluding insurable turnover, industry
performance, past bad debts, customer
quality, and risk participation levels in
the policy. Risk participation or reten-
tion assures insurance companies that
the insured has a vested interest in con-
tinuingto manage its exposure ina pru-
dentmanner, while also allowing it to
minimise the premium payable.

Deductibles will generally be either in
the form of each and everyloss or aggre-
gate loss, which needs to be accounted
for before claim payments start.

One broad rule while designing a pol-
icy istouseaself insurance level less
than or equal to gross margin. This al-
lows the policy to atleast cover the cost

while avoiding paying additional premi-
um to insure the profit.

THEAPPLICATION PROCESS

Care should be taken in terms of what in-
formation, which has to be technically
correct, is being provided in the proposal
form, which is the most important aspect
of credit insurance policy. The policy will
be quoted based on the information sub-
mitted in the proposal form, and this will
become a part of the contract as anunder-
lying representation in the agreement be-
tween the insured and the insurer.

EVALUATING OFFERS

Each reinsurer has its ownrisk appetite,
underwriting philosophies and contract
wording. While the coverage is funda-
mentally similar, reinsurers widely dif-
fer in how they structure and adminis-
trate their policies. One should take
time tounderstand how each of them
differs on key parameters where the pol-
icy needs to be customised taking into
accountspecial terms of sale, industry
practice, seasonality, etc.

From the perspective of a buyer, itises-
sential to evaluate the reinsurers and
their offers based on three key cate-
gories—thereinsurer’sreputation,
contract wording and the policy terms

and proposed coverage. Among other
things, it is important to understand
what the claim filing deadlines and obli-
gations or reporting requirements of
the programme are, since they could be
different for each reinsurer. Comparing
premiums and deductibles and/or coin-
surance hasto be done inlight of what
the carriersare offering on coverage
limits and policy conditions.

Credit insurance isnot a commodity
product that can be shopped on price
alone. The goal is to find the programme
that best matches the needs on how the

policy should work under the given busi-

ness constraints. \

IMPLEMENTING, MANAGING PROGRAMME
One should monitor, on an ongoing ba-
sis, buyer exposures in the event where
there is aneed to add new accounts or
increase the coverage limits on exist-
ingbuyers. As a healthy practice, itis
advisable to maintain a summary of
the obligations and the key policy re-
quirements like claim filing time
frames or overduereporting and peri-
odicaldeclarations.

Credit insurance is a tremendous fi-
nancial and risk management tool.
With theright partner, the insured can
enjoy protection on one of company’s
largest assets, safely expand sales, im-
prove borrowing arrangements and
take advantage of expert credit guid-
ance. Credit management offers busi-
nesses a competitive advantage in to-
day’s global uncertain times. It ismuch
more than just an off-the-shelf product
and can do wonders if used in the cor-
rect manner. Corporates that recognise
the potential will be the ones that will
winin the long run.

(Theauthor is promoter of Origin In-
surance Brokers India, a specialised
Credit Insurance broker. He and be reac-
hed at umang.rathod @originindia.in)
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