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The Incentive Effect of Trade Credit Insurance on Suppliers Providing Financing

WANG Wen-li*">, LUO Jian-wen'
(1. School of Management, Sino-US Global Logistics Institute, Shanghai Jiao Tong University, Shanghai 200030, China;

2. School of Economics and Management, Taiyunan University of Science and Technology, Taiyuan 030024, China)

Abstract; Capital constraints keep retailers from engaging in product purchasing from their suppliers, thereby reducing their
suppliers’ sales. Therefore, suppliers have the incentive to relieve their retailers from capital burden by providing trade credit. Trade
credit, as a short-term financing mode, can be used to reduce the influence of retailers’ capital shortage on the operation of supply
chain. However, the suppliers who provide trade credit financing will probably bear some credit risks because of demand uncertainty.
Trade credit insurance can transfer some credit risks to the insurance company and stimulate suppliers to provide trade credit financing.
In this paper, we study the incentive effect of trade credit insurance on financing from suppliers.

We consider a risk-averse supplier that sells a product through a retailer which has no initial capital over a single selling season.
The supplier has only one chance to produce the product before the selling season. The market demand during the selling season is
uncertain. The supplier has to decide the trade credit amount before the selling season. After the demand is realized, the retailer sells
the units that the supplier provids and pays for the units. If the market demand turns out to be high and the retailer’ s selling revenue
exceeds the promised payment, the supplier will receive his account receivable in full. On the other hand, if the market demand is low
and the retailer’ s selling revenue is insufficient to pay for the units in full, the supplier will force the retailer into bankruptey to
acquire the residual value of the retailer. We compare the risk-averse supplier’ s optimal trade credit quantities, expected utilities and
insurance premiums among non-insurance policy, full insurance policy and co-insurance policy. We assume there is a perfectly
competitive insurance market in which the insurer provides insurance at a fair price.

It is shown that the optimal trade credit quantity that the supplier gives the retailer under insurance policy is larger than that
without insurance policy. It is also shown that the optimal trade credit quantity that the supplier gives the retailer under co-insurance
policy is increasing in the proportion to the premium covered by insurance company. The optimal trade credit quantity that the supplier
gives the retailer under co-insurance policy is between the quantity that the supplier gives the retailer without insurance policy and the
quantity that the supplier gives the retailer under full insurance policy. The optimal trade credit quantity that the supplier gives the
retailer under full insurance policy is independent of the supplier’ s risk-averse degree, while the optimal trade credit quantities that
the supplier gives the retailer without insurance policy and under co-insurance policy are decreasing in the supplier’ s risk-averse
degree. Besides, it is the supplier’ s optimal choice that when its risk-averse degree is high he buys a full insurance policy;
otherwise, it buys a co-insurance policy and asks for a lower coverage proportion when its risk-averse degree is lower.

Finally, the numerical study provides suggestions for suppliers of the supply chain to choose proper insurance policy in order to
reduce its trade credit financing risks.

Key words: trade credit; risk aversion; full insurance; co-insurance
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