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‘Bad credlt is the most serious and 1mme Jiate risk

With the brea'kdown of ma]or ﬁnanctal
institutions in the recent past, the impor-
tance one must lay on on bad debts, and
" moreimportantly, badcredit, hasonlybeen
highlighted. P Umesh, vice-president &
head-south zone, Howden India advocates
the cause of credit insurance in these tough
times. Excerpts:

How canreceivablesberealisedincaseof
badcredit?

The melt down of the likes of Lehman

Brothers and AIG was hard to believe. The
myth that things could never go wrong in
such Wall Street companies exploded, re-
minding everyone about the fragile envi-
ronment we live in. Coming on the heels of
the sub prime lending crisis, the failure of

1comccompame51saddmgtothewoesofthe ,

 global credit crisis. All those who have ren-
dered services or supplied products to the
failed companies are encountering huge
_problemsinrealisingtheirreceivables.
When the buyers of products or services
defaultin payment, the providerisleftwith
nothing except .earned and unreceived
funds. Thlsnotonlycausesaﬁnanaallossto
theprovider, butalsodisruptsthe operating
cycle and leads to confusion in the predic-
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nonofcashﬂows Accordmgtoaxecentsur— :

vey,bad credithasunseated terrorismasthe
mostseriousandimmediaterisk,and thisin

" turn, threatens the economy. It is time busi-

ness organisations seriously looked at this

" risk. Due diligence arid being choosy about
-customers can lessen the risk of bad debts,

not eliminate the risk totally. While factor-
mg, receivablessecuritisation, bankfinanc-
ing through irrevocable L/C and. credit
defaultswapsaresomeanswerstotluspmb-
lem, credit insurance is clearly the simplest
andthemostwellacceptedsolution.

Whatiscreditinsurance? ,

A credit insurance policy provides in-
demnityto aseller of products oraprovider
of services; in case of non-payment by his
client, who maybe in the same country (do-
mestic risk) as the supplier orin a different

country (exportrisk). Theinsurance covers.

non-paymentasaresult ofinsolvencyofthe
buyerornon-paymentafteranagreed num-
berofmonthsafterthe duedate (protracted
default). Typically, non-payment problems
mayarise duetocommercial riskslikeinsol-

vency of the client, protracted defaultor a, .
‘wrong repudiation of the contract by the
chent after the seller has incurred the éx-
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Being choosy about
customers can lessen the risk -
of bad debts, not eliminate
therisktotally...Bank
financing through -
irrevocable L/Cand credit -
default swaps are some
- answers but credit insurance
is clearly the simplestand the -
most well accepted solution. -

pensesforthe services.
Anotherimportantaspectofthisisthatit

ispossiblecoverpoliticalriskswithcreditin- -

surance. These are primarily outside the
country, as no insurance firm offers cover
agamstthegovemmentofxtsdormcﬂe Gen-
-erally, political risks may arise out of the op-
eration of a law or regulation restricting or

controllingthetransferofpaymentfromthe

buyer’s country to India, or war, hostilities,
civilwar, rebellion, revolution, insurrection
orotherdlsturbancesmthebuyer scountry

. Theycouldalsoemergefromtheunposmon
of any law or regulation that prevents the -

performance of the contract and finally, a

general moratorium on outwarq remit-
tances decteed by the government of the.
_ buyer’s country orby any third country cov-

ered under the contract, through which the
payment must be made. Like any other in-

'surance cover, credit msurance is not a

panaceaforallcredlt -relatedproblems. Ital-

socomeswith certain exclusions, of which,
the most prormnent ones are non- payment
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, 'ansmg dueto genume trade dtsputes, sales '

toapnvatemdmdualwhomtendstousethe
goods or service for non-professiorial pur-
poses, intra groupsalesandsalestoanasso-
ciate/subsidiary company, loss. due to
foreign currency fluctuations and also in
caseofsalesinothercountries.

What addmonal secunty does credtt in-

suranceprovide? -.

. First, it protects agamst the nsk of non-

payment.Toexpand, oreventoretaintheex-
isting business, compaies need to, buy
credit insurance. Exponerscarrsafelyoffer
creditlinesand thusenhance salesvolumes

‘ by building safeguards ‘against the credit

risksinvolved. Most firms lose more money

from delayed payments than from bad,

debts. Credit insurers also offer collection
services. The accumulatlon of claims with

an insurer, through ‘the insurer’s global -

standing and contacts, places it in a com-
manding position to collect overdue debts,
than any individual creditor separately.
Credmnsurancecompamesalsoplayanun-

portant role in developing the exporter’s ..
buyer portfolio. The creditworthiness of a :

potential client canatany time, be checked

bythe cxedtt insurer. Thus, the exporterwﬂl\
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new clients. Also, because the credit insur-

ance companyconstantfymomtorsthensksn
initsportfolio, theexporter:alﬂcelytogetthe
informationimmediatelyifthefinancial sn-‘
uationofanyofhisbuyers deteriorates..

Till recently, ,jonly ECGC enjoyed"
certain prmleges in credit insurance. But,
vide its = circular no.  RBI/
2007-08/353 AP (DIR Series) Circular No
49, dated June3,2008 ,hasstatedthatcredit
insurance claims settled by privateinsurers
would also qualify for compliance w1th for-:
eignexchangeobligations. -

Companies norrhally take care in L insur-
ing all the assets appearing in their balance

- sheet like plant and machinery, furniture

and fixtures, cash and stock etc. Given the.
emerging trends in India and the world at
large,msnowbeconungmcreasmglyneces-
sarytoprovideacoveragainst the exposure
indebtsand arrange appropriateinsurance
forthedebtors. Credltxsthehfehneoftrade, .
commerce and busmess, and an integral
part of business activity in the. contempo-
rary world. But one has to also reckon the
fact that customer insolvency; bad debts.
andoverdueaccouritsetcareapartofopera-

.tlonswhentradmgxsoncredltterms :



