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Common Sense

CREDIT

THES STEPS

1. Establish objectives

2. ldentify your credit
capacity

3. Select the type of credit
most appropriate for your
business purpose

4. Establish a policy for
administering credit

5. Monitor and manage
accounts receivable




“The Question Is...
What are you buying
by the use of this
asset, credit, and
will the proposed use
of this asset produce
the greatest return? ”’

STEP 1

Establish
Objectives

sales, and often, even if credit is necessary. In
application, these smaller businesses frequently
have trouble identifying the costs of administer-
ing credit and of engaging in the activities that
are required to administer credit accounts
properly. The business must identify what it is
buying by the use of credit and determine
whether the proposed use of this asset produces
the greatest return.

In earlier times, consumer credit accounts
were often called “cuff credit,” for a very good
reason. The accounts were written down on the
starched cuff of the proprietor’s shirt. This was

-not a very sophisticated system, and was subject

to the danger of the proprietor inadvertently
sending his shirt to the laundry. Unfortunately,
many smaller businesses have never progressed
beyond this point in handling their credit
transactions.

Along with the cost of money must go a
concern for the availability of funds. Funds that
are used in financing accounts receivable for
customers are not available for other purposes
within the business. For virtually all businesses,
funds are finite and scarce. There is simply not
enough to go around for everything the business
wants to do. Accordingly, choices must be
made among alternatives. In order for these
choices to be intelligent, the costs and benefits
of the choices must be measured carefully.

Many businesses do not have a problem in
evaluating the purchase of a piece of capital
equipment, the choice of a new location, or a
variety of other investments. There are method-
ologies available for their systematic analysis and
their use is without question. Yet these same
businesses frequently make decisions regarding
the extension of credit to their customers
without any evaluation at all. Along with the
cost of capital, there are also the costs of
maintaining accounting records, billing, and

collecting. These activities all take organiza-
tional resources, both time and money, and their
use must be added to the total credit cost of
evaluation.

A Five Step Approach to Credit

Credit can be an important tool, but like any
tool, to be effective, it must be used correctly.
Many smaller (and some larger) businesses have
failed because of unwise or injudicious use of
credit. In fact, industry data suggest that six
percent of all business failures are directly
attributable to the unwise use of credit or failure
to control credit once it has been extended. This
Workbook discusses various credit techniques
that are generally used. It also presents a five-
step approach that can be followed in using and
controlling credit to maximum benefit in any
business.

Step 1:
Establish Objectives

Credit is an integral part of your total
business planning system. As part of your
management planning, credit must have specific
objectives associated with its use. It is important
to know why the business is using credit; it is not
enough to say everyone does. You must
understand why credit is important to the
customers in the area. It may be discovered that
credit is not necessary. If the extension of credit
can be avoided, the business is automatically
avoiding a whole series of headaches and
additional costs as well. However, for many
businesses, credit is a practical necessity.

From the consumer’s point of view, credit
helps them bridge the gap between present needs
and future earnings. The availability of credit
effectively results in an increase in their current
buying power. In addition, credit represents a
convenience for many customers. The capability
of charging items and being billed for them once
a month means that they only have to pay once a
month.
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