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ABSTRACT

This research report examines the current practice of granting and controlling
credit withfn the Republic of South Africa.

Companies taday are experiencing 1iquidity problens largely because of high
interest rates and the effects of high rates of inflation. A high fnvestment in
debtors can cause or compound }iquidity problems. Unco)iectable or bad debts
may even cause @ company to go into liquidation. Sound credit management is
vital for the successful survival of any business.

This research report identifies the factorc considered before credit is granted
to a prospective customer, the responsibility for the credit control decision,
the overall performance of the debtors department, and nethods used to enforce
the credit control decision,

Questionnaires were sent to 100 South African public companies or their
subsidiaries to determine their credit praciices. These companies sre
considered successful and thus have or should have successful credit practices.
Answers to the questionnaire were analysed and where possible compared to
results obtained from similar surveys abroad.

The research findings show that most of the companfes surveyed have tight credit
contral procedures and have developed praitices tu ensure that their bad debts
remain within acceptable Timits,

Successful credit menagement is an ongoing procedore beginning from the credit
sale to the payment of the debt. 1In order for it to be effective it must be
guided by policy, nourished by information, facilitated by structure, monitored
with prescision, and supported by al) concerned![10],
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LHAPTER 1
INTRODUCTION

Debtors normally represent a significant portion of a company's assets
and as such their effective control {s an extremely important component
of sound financial management.

The credit policy of a company can have a significant {nfiuence on its
sales, A relaxation of the credit policy normally brings with it an
increase in sales, and therefore an tncrease in debtors. Experience
indicates that nigh interest rates and the current economic climate in
South Africa are forcing many companies to re-examine their credit
policy. Bad debts and the cost of financing these debtors are taking
their tol) on companies, yorcitg many companies into liquidetion.

PURPOSE OF REPORY

The purpose of this report is to examine the credit procedures adopted by
successful companies and to determine whether any trends exist for
successful credit management.

The report examines:
1. The reasons why companies grant credit,
2. Requirements for successful credit management,

3. The manner In which the credit decision is made and the factors
cons{dered when making that decision,

4, Collection of the debt,
5. Evaluation of the credit department.

6. Training pragrammes for credit management,
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.respondent. RNo incentive for answering the questiornaire could be

RESEARCH METHODOLOGY : Destgr of the survey !

DEVELOPMENT OF THE QUESTONNAIRE i
Method of data collection

The initial decision made was that data was to be collected via &

questionnaire, Erdos (1] states that mail guestionnatres afford the 5

researcher 1ittle contro) in securing a response from the intended

offered other than the possibility of obtaining & better understanding '
of both the credit control functfon and how this is related to the
company's overall financial position, +

Nonetheless, in view of the geographical location of many of the
companies and the extent of detall required, a mail questionneire was
felt to be the only alternative. The mai) guestionnaire afforded 1
respondents the opportunity to be more frank on certain sensitive issues
as anonymity was promised. H

The letter to the participants gave the writer's telephone number to
enable participants to contact the writer to ciscuss any of the issued
raised in the questionnaire, Many participants did in fact telephone
and gave valuable insight into the reasoning behind certain of their
answers.

DEFINITION AND NATHRE OF THE POPULATION SAMPLED
The population

For the purposes of this study the population was defined as the top 100
companies as determined by Financial Mail (1984). These companies are
all gquoted on the Johannesburg Stock Exchange. Many of the companies
surveyed were, however, investment holding companies, with 1ittle or no
trade debtors, Where this was the case, questionnaires were sent to
thelr largest trading subsidiary or subsidiaries.
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PREYICUS WORK

A pilo* survey on “Methods of Assessing Creditworthiness" [4] was
undertaken in Dacember 1984 as an exploratory study for this
research, The objectives of that study were :

- to determine why compantes give credit

~ to determine the methods used by companies to assess the

creditworthiness of their customers when they applied for credit
Tnitially

~ to assess these methods against specified criteria. N

The research techniques employed to achieve those objectives were ; i

~ a "guestionnaire® survey covering 16 Witwatersrand-based companies !
~ & literature survey on methods of assessing creditworthiness. '

This survey provided an indicut on of results to be expected from the
bresent survey,

SURVEY OF THE LITERATURE ON CREDIT CONTROL

From the literature survev it appears that mich has been written on the
sybjecl of credit control and how a credit operation should be organised
and"contralled, and on the apparedt inadequacy of an effective credit
attitude on the part of many senior compuny executives. However, very
Vittie 1iterature of significance coulu be found on the way South
African companies actually organise and centrol their credit operation,

The Department of Statistics keeps certain information and statistics on
companies going into lguidatien, Certain crecit management
organisations publish in the daily press interpretations of these
statistics, These statistics present a gloomy pic-ure and show that
tight credit control with emphasis on cash flow is essential 1f busines
expect to be arcund at Lhe beginning of 1985, when an upswing in the
econamy is expected [147,




A pumber of overseas surveys have deen carried out regarding cradit
management practices. Results from Lwo of these surveyed are compared
t0 the results of the survey in tiais study. These surveys are :

1. Kirkmen P.R.A. Modern Credit Managemeny, Great Britain George Allen
& Unwin, 1877 ("UK SURVEY"™)
UK Credit Management practices were surveyed. A book on the study
of the management of trade ¢redit under inflationary conditions was
produced.

A detailed questionnaire was sent to most of the companies Included
in the Times 1 000 1ist of leading UK compariies.

2. Benz 6.V. International Trade Credit Management Great Britafn Gower !
Press 1975, (“NORLO SURVEY"} !
The effective credit practices of 22 countries were surveyed, 429
questionnaites were sent to companies in 22 countries, These
countries included the United States, Great Britatn and South
Africa.

90 companies completed the U.K. survey and 149 companies completed
the world survey,

The objective of both the above surveys was to produce
theoretical and practical framework to be used by companies when
establishing or reviewing their credit operations. .



TH SURVEY QUESTIONNAIRE ('S.A. SURVEY')

The questionnaire contained 31 questions an credit management and
related operations. {Appendix A).

Questions I - 6 obtained general fnformation regarding the following:

1. Classification of company

2, Total sales

3. Percentage of turviser represented by credit sales

4, To'.1 trade dabtors

5. The size of trade debtors in relation to the essets of the company

6. Mumber of active customers, '

Questions 7 - 11 obtained information as to the credit administration of
the company. These questions estab?ished:

7. Responsibility for sstablishing overall cresit policy N
8. The most important prerequisite for successful credit management

9. The mannmer in which the credit policies were recorded

10, The nurher of credit managers employed

11, Cther duties performed by the credit manager

Questions 12 - 21 covered the credit decision of the company and factars
cans.dered when granting credit, These questions established:

12, Credit terms

13. payment guarantees

14, The reliability of information obtained from banks, competitors,
customers, informetion agencies and saiesmen,

15, Wnether a standard credit avaluation form was used,

16, The basts on which & customer's credit facility was evaluated and
established,

17, Factors considered when aranting credit

18, Percentage of customers with credit Vimits

19, The visk of the company debtors

20, Hnether credit insurance was used

L1, Whether c.ih discounts were granted
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Questions 22 - 25 considered the overall performance of the debtors
department.

22, Days sales autstanding
23, % of debtors overdue
2. %o d debts to sales
7. Cause of bag debts

Question 26 considered the various collection tools used to collect
outstanding debts,

Guestions 27 - 30 considered general management issues.

27, How the credit and collection function was measured

8, Whether debtors were computerised

2. Reports generated

30, Top management's Snvolvement in the debtors department.

N

Question 31 covered the importance stiached to training programmes for
credit personnel.

In analysing the answers to these guestions it was found that certain
questions were more appropriate under other headings and therefore
answers to these guestions were included in other sectiuns.

ANALYSIS OF SURVEY AMSWERS

£ach guestion in the questionnaire had a number of alternatives:

1. Mhere the respondents were 1fmited to answering only one of the
stated alternatives, the number of respondents answering each
alternative was translated fnto a percentage, being the ratio of
the number of respondents answering that alternative over the tatal
of respondents answering that particular question.




2. Where the respandents answered more than one alternative, the
alternatives were ranked from 1 upwards, with 1 being the most
topular alternative answered, and so on,

- 3. Certain of the questions required the participants to rank the
alternatives on a scale of 0 to 10, 10 being a very positive
response with O bafng a very negative response.

Where this was required, these rankings were 'narrowed' into 5 i
alterastives. Answers were ‘narrowed' as follows: !

' RANKING OF
. ALTERNAT[VEY

NARROWED TO

WEIGHTED AS
FOLLONS

01,2

1

3,8
5,6
7,8

- 9,10

o fon oo fro

2
3
4
5

Here 1 represents a very negative response and 5 a very positi.e
response. These responses were then aggregated as fo)lows:

For each alternstive, the number of responses falling into a

specific range was multiplied by the relevant weighting, This gave i
a score for each alternative, and the alternatives vere then ranked

as fn 2 sbove.

Comparison of this ("5.A."} to U.X. Survey and World Survey

Where possible the resuits ohtained from this survey were compared to !
the UK, and Horld Surveys.

Certain questions fn the U.K. and World Surveys were adapted for South
African copditions and thus 1t was not possible to compare these results
to the U.K. and World Surveys,
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CHAPTER 2

RESEARCH F INDINGS

INTRODUCTION

WHY COMPANIES GRANT CREDIT

Companies grant credit in order to sell to customers who have not the
immediate facilities to pay cash for the merchandise offered, but who,
at some time, either in the immediate or distant future, or over a
periog of time, are going to be able to settle the account. [23

Se114ng on credit also provides a convenience to the customer in that he

can purchase goods when the need arises, but only has to pay for the
goods at a later more convenient date.

Selling on credit has the following sigeificant advantages.

30)

(i)

(ifdy

Increase in turnover

The facility of credit brings within the business sphere of
operations 2 conpletely new range of customers.

Increase in size

With an increase fn turnover, businesses grow in size. Such an
increase in size should lead to an increase in productivity and
thus the business is able to provide the customer with a better
and wider variety of merchandise and services.

Increase in buying power

By increasing turnover, the buying power of the business is
automatically increased, and such increase in buying power can

Jead to bulk buying ¢iscounts and vther more favourable terms.

These benefits can efther be retaingd by the business or passed
on tu fts customers.[2]

Today there is an ingreasing acceptance of the use of cregit.

|




AMALYSIS OF THE RESPONSES RECEIVED FROM COMPANIES SURVEYED
(Appendix 8)

Guestionnairas were sent to the top 100 companies in South Africa a5
determined by Financia) Ma3] (1984). Where these companies responded
indicating that they were holding companies with littie or no trade
debtors, questionnaires were them sent to Lheir lorgest trading
subsidiary or subsidiaries.

Quest fonnaires originally sent 100

Answers received from fnvestment holding companies

with little or no trade debtors 8
9

Questionnaires sent to subsidiaries 14
108

38 responses were received. These responses covered s broad spectrum of
companigs. In order to indicate the respective sizes of the companies
surveyed, the turngver figures have been provided for each industry
classification.

{% = percentage of respondents falling into the respective categories).
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('No. of companies' represent responses receiveg from S.A. Survey).

Yo. OF TURNOVER (R miTtion)
cuassIFIcATION | 88 D0 o % T N
-1 | 1050 | s1-100] >100

Mholesale [ 15 i 2 1 2
Finsncial 4 1 1 1 2
Motor 3 g 3
Costryction 2 5 2
Mapafacturing 9 2 2 3 4
Hotels 1 3 1
Fuel 2 5 1 1
Pligrmaceut jeal 2 5 1 1
Engineering 5 13 1 4
Packaging 1 3 1
Shipping 1 3 1
Fishing 1 3 1
Furniture 1 3 1

38 109 5 7 6 26

Questions 2-6 in the questionnaire requested survey

following informatdon:

Total sales

Sates ¥
R million

0- 10 13
11 - 50 18
51 - 190 18

1100 53

participants to nrovide the
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Percantage of Turnover represented by credit sales

% %
0.-30 3
30 « 60 3
61 ~ 90 8

30 86

The above two tables indicate the turnover of the respondent companies and the
percentage of that turnover represented by credit sales. B86% of the companies
surveyed sold more than 90% of their products/services on credit.

Total trade debtors

Trade Gebtors | g
R _million
4. 10 28
11 - 50 47
51 - 100 1
2100 13
Relative size of the “trade debtors® asset
size % |
The biggest asset 2
The biggest current asset 42
The second biggest current asset | 3¢
A small asset

The value of total trade debtors and the relative size of this asset fndicates
the functipna] importance of trade debtors to the respondent companies.

|
i
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Humber of active vustomers
Number of active customers % '
¢~ 500 37
501 + 1 000 11
1001 - 2 500 13 '
>2 500 39

The number of active customers indicates the importance of the credit-granting f
end credit-controlling functions.

The above information was requested:
(1) 1In orger to gain a perspective into the size of the companies surveyed.

(1) To determine whether answers obkained ware linked to the size of the
compentus surveyed.

No correlation could be found between the size of the companies surveyed and any
of the other survey answers. This indicates that the credit control decision
and the credit function are not dependent on the size of the company,
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CHAPTER 3

LREDIY ADMINISTRATION

For most companies, debtors are an extremely important investment.
Indeed none of the companies surveyed indicated that their trade debtors
represented a smail asset. 13% of the companies surveyed actually had
trade debtors in excess of R100 000 000,

One hears daily about tragic company failures caused by bad debt losses.
Cash management s an important part of financial management and thus
the administration end collection of the company's debtors plays a vital
role in the survival of the company. It was therefore deemed
appropriate to determine the levels of seniority of persons responsible
for the credit function,

BESPONSYBILITY FOR ESTABLISHING OVERALL CREDIY POLICY

PERSON RESPONSIBLE S.h e
The managing director 42 ] 30
A company director Az 33
Ihe credit manager i oq i
Other 5 {20

This decision {s mainly made at director leve! in both South African and
U.K. companies, which indicetes that bots Jocal end U.K. companies
recognise the {mportance of the company's credit policy. Other bodies
responsitle for establishing credit policy include marketing committees
(2) &nd a management committee (1).1.

1. (Numbers in brackets represent number of responses received),
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REQJIREMENTS FOR CREDIT MANAGEMENT

According to Benz (1976 fu addition to expertngss in al} the technical
phases of credit, dynamic credit management requires the ability to :

1§

Analyse, plan and develop objectives, polities and programmes.
{it) Build an organisation.
(i19) Delegate responsibility and maintain sccountability for results.

{1v) Review standards and practices, and effect remedial action
wherever and whenever required

v

Tnspire confidence, motivate teamwork and maintain growth. [3]

The vizes of the respondents were sought as to the most important
prerequ sites for credit mapagement.

Prerequisites for successfu) credit

PREREQUIT ITE S.A UK

Knowledgeable, crestive :=d innovative
credit executives

1 1
Top suppert Z 1.2
Competent credit manageme-t by competitors, 4 3
Other. 3 4

* = Ranking

Knowledgeable, crestive and fnnovative credit executives

An individual in every organisstion has the ultimate responsibility for
granting and contrelling credit, High interest rates and tight money
market corditions have enforced 2 need for companies to employ credit
executfves who are resgurcefyl and alert so as to expedite collections,
eliminate delay, and ensure that the company’s average collection period
is o reasonable length of time. More than 50% of the S.A. survey (U.X.
72%) felt that this was the most important prerequisite for successful
credit management ,




Top management support

Although most respondents indicated that top management suuport is not H
as important as knowledgeable, creative and innovative credit

executives, optimum support by top management is nonetheless a most E
important prerequisite for successfu) creci’ management. Top managemens
support does not only have to be active, but can be passive 1n that

important decisions are left to credit managers and provided they !
perform their duties effectively, management does not have to interfere.
Competent credit managers can function effectively knowing they have
full support of top mansgement.

Top management s, however, still responsible for basic policy outline, i
defining the authority, relationship and decision power of the credit
department, and the giving of recognition and credit for the
department’s achievements [3]

Competent credit management by competitors N

Many companies try to match their competitors, This includes credit
practices [8). Concessions granted by 2 competitor may have to be
copied in arder to retain existing business. This invariably Teads to a
breakdown in the firm's credit standsrds. Fortunately this was not
considered an important prerequisite for successful credit managament in
both the S.A. Survey and the World Survey.

Other preraquisites
Competent staff (2)

Hard work (39

HUMBER OF CREDIT MANAGERS EMPLOYED

The snswers to this question varied from 1 to 20, As no correlation
could be found to answers to this question, and the size of the
companies surveyed, the managing director of a promingnt firm of credit
management consultant was telephoned to try and establish the reasons
for the disparity of the answers. Three types of credit managers were
identifigd.
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[S8)

(i)

(1)

- 16 -

Credit manager at executive level

This credit maneger is responsible for making decisions and, as
such, has a fafr understanding of the credit contro) procedures
and how such procedures are related to the company’s overall
financial position.

The day-to-day credit manager administrator

This person makes no decisions but merely manages the day-to-day
affairs of the credit department.

The clerk ‘credit m agert

This person does 1ittle more than reconcile accounts and request
outstanding payments,

Thus the companies surveyed could have interpreted this question
in any one of the three ways above. [t was therefore not
postible to draw a correlation hetween the number of 'credit
managers’ employed and any of the other answers provided by the
respondents.

ADDITIONAL GUTIES PERFORMED BY THE CREDIT MANAGERS OR PERSONS WITH THE

QUTY OF CREDTT MAKAGER IN ADDITION TO TREIR OTHER DUTIES

DUTIES S
Finance a7
Marketing [
Purchasing Y
Other 8
None 34
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The credit department s generally part of the accounting fuaction (47%
above). This has traditionally been the most popular jecation for the
credit department, espectally . the sma)ler business organisation where
it may not be possible to justify a senior credit appointment [8). The
recespt of funds from credit sales is also an important part of the
cash flow management of the organisation and many accourtants are
reluctant in give up complete control over those receipts.

JIf it is considered that the smaller business organisation is sn

organisation with sales below RB1 milion. 67% of such companies have
the credit department as part of, or 1alling under the responsibility of
the accounting department.
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CHAPTER 4
THE CREDIT DECISION
The Survey attempted to identify how the credit decision is made in

South Africa. In this regard the following questions were asked.

Are company credit and collection policies and procedures:

COMPANY'S CREDIT AND COLLECTION POLICIES 5;‘“- “iK‘ “”2"
Written il nl w
Verbal sl ol &
A combingtign of writtep and verba] 61| 58| 38
Non-gxistent 1

A credit policy is the basis upon which plans are formulated and
decisions taken in line with the goals set by management., A eritten
policy is obviously the most prefersble; mevertheless, many
organisations ds not take the time to document their policies, or, if
their policies are documented, they are not always up to date, Only 34%
of the 5.A. Survey and 33% and 35% of the U.K. and World Surveys
respectively had a written credit policy. However, 61% of the S.4,
Survey, and 58% of the U.K. and World Surveys gid have 3 combination of
written and verbal credit policies and procedures, Written policies
promote delegation of authority, management by exception, consistency,
continuity, planning, teamwork, undersianding, training and good human
relations. (8]

Are credit ferms determined by:

S. Al

+

Competitors terms 3
Proguct _availabilit 4
i

5

2

4

The credit standing of the
buyer

The company's Financial

pos ftion

The company's marketing and
pricing policy

Otter |

* = Ranking
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Responses revealnd that credit terms are primarily determined by the
credit standing of the buyer and the company's marketing and pricing
policy.

Other factors determining credit terms are current trade practices, the
current cemand situstion and negotiation. If there {s a low level of
demand, credit terms granted tend to be more generous.

Bn_what basis do you evaluste and establish a customer credit facility?

S.AJ LD .
R b
Character, capacity of custoner 3 [ 3] 5cs | i
Liquidity, activity, profitability,
potential 1§ 2 | Lnee :
past experience, with a general ;
impression about the customer 2|1
Other . 4| a
* = Ranking

(1) Character, capacity of customer :

Weston and Brigham (8] prapose five "C's" that are considered
relevant in the avaluatiun of credit risk and which should
consequent 1y be exanined when evaluating creditworthiness {and
the establishment of a customer credit factlity).

CHARACTER - This attempts to measure the probabilfty that a i
customer will try to pay, a5 opposed to the other four “C's" |
which measure his ability to pay. :

CAPACITY - Involves & judgement decision on the basis of past
experience or business potential on the customer’s ability to
pay.

CAPITAL - An objective measure of the gemeral financial position
of the customr's business by way of ratio analysis or some other
means.
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Responses revealed that credit terms are primarily determined by the
credit standing of the buyer and the company's marketing and aricing
policy.

|
P

Other factors determining credit terms are current trade practices, the
current demand situstion and negotiation. If there {s & Tow level of
demand, credit terms granted tend to be more generous.

On what basis do _you evaluate and establish a customer credit facility?

S. A WLD {
L 1

{herecter, capacity of customer 3 3 5 "glst

Liquidity, activity, profitabi)ity, i

potentisl 1 2 | _Lape

Past experience, with a general

impression about the customer 2 1

Qther . 4 4

* = Ranking

(i) Character, capacity of customer

Weston and Brigham (5] propose five "{'," that are considered
relevant in the evaluation of credit risk and which should
consequent 1y be examined when evalusting credituorthiness {and
the establishment of a customer credit facility).

CHARACTER - This attempts to measure the probability that a '
customer will try to pay, as cpposed to the other four %C's"
which measure his ability to pay.

CAPACITY - Involves a judgement decisfon on the basis of past
experience or business potential on the customer's ability to
pay.

CAPITAL - An objective measure of the gemeral financial positiun
of the customer's business by way of ratioc analysis or some other
means,
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COLLATTRAL - Constitutes any security or pladge of assets the
customer can provide to secure the credit.

CONDITIONS - Refers to external economic factors in the
customer's business environment that will affect his ability to
pay.

Both the S.A. and World Surveys ranked the 5 “C's” third when
evaluating and establishing a customer credft facility.

Liquidity, activity, profitability, potential

This was the most pupular basis for evaluating and establishing a
customer credit facility., This basis entails the following:

LIQUIDITY - Cash is more important than profit. What are the:
current assets compared to current liabilities; current assets
Tess inventories compared to current Tiabilities; and debts
compared t0 owner’s equity’

ACTIVITY - More sales reguire more funds through efther debt or
equity financing. What are the: sales compared to the total
sssets; cost of goods sold compared to the average inventory;
(i,e. the inventory turnover) and the number of days' sales and
days' purchases outstanding?

PROFITABILITY ~ Shareholders' :rime interest is profit and the
maximisation nf their equity. \hat ere the: gross end met profit
compared to sales; profitability in relation to the investments;
and effective use of assets and equity?

POTENTIAL - The potentia) of a company lies in the future.
Examine; the management ability; human resources; the product
mix; the factlities; the financia) resources: the market
penetration; the contracts and relatianships.
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This analysis, therefore, is based on financial as well as
non-financial factors; an evaluation of the balance sheet and
incame statement versus an evaluatfon of the future development
and growth possibilities of the company.

Past experience with s general impression about the tustomer

The Wor1d Survey ranks this basis number } while the S,A. Survey
ranks this number 2. Past experience implies that a dishonest
buyer will be prevented from obtaining & credit facitity, Credit
managers can with a Jittle effort find out what 'others' have to
say sbout the customer and any had reputation will soon emerge.
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FACTORS CONSIDERED IMPORTANT WHEN CONSIDERING THE GRANTING OF CREDIT
Thgendix C.00

FACTORS CONS IDERED S.A.* | USA
WHEN GRANTING CREDIT SURVEY [6]
Financtal statement ratios b 1
Agency costing/reports 13 2
Bank reparts 1 3
Trade references 7 4
Paying experience 1 5
Persenal visit - major
aecounts 2 8
Customer requirements 14 7
Salesman's opinion 17 8
Major suppiier i1 Ed
Profitability of
products 16 10
Competitive conditions 12 i
Degree of need for the
customer's businass 15 22
Customer's reputation 4 13
Character of management 5 14
Years in busingss 7118
Growth potentia) of
customers 10 16
Seasonal factors 18 18
Area and industry economic
conditions 7 13

'USA! represents the priority sequence mentioned by credit managers in a
Unfted States Survey by Eckstrom (6],

In the S.A. Survey participants ranked on a stale of 0 to 10 the factors
they congidered relevant when granting credit.

* = Ranking
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The S.A. Survey revealed the following:

Paying experience

The participants consider paying experience to be ane of the mosi
important factors when granting eredit.

Paying experience for new customers can be determined from
infarmation provided by fnformatian agencies such as Dun and
Bradstreet, or trade references.

Many Susiness organisations insist that all prospactive credit
customers should F111 tn & credit application form, which generally
asks for 2 trade references,

Among the questions asked of the references are maximm credit
&ilowed and norma) speed of payment. These guestions give an
indication of paying experience.

For existing customers paying experience is easily determinable.
Companies are sble to establiish the paying history of each customer
at the end of each month and can therefore re-evaluate their policy
of granting credit to a particular customer.

Bank reports

Bank reports are also one of the most important factors considered
when granting credit, However the S.A. Survey did not rate the
tnformation obtained frum this source as high as information
obtained from customers or informatfon agencies. (See chapter 5).

Personal visit

The next most important factor considered §s information obtained
from a personal visit by sales or credit personnel, The
information obtained as ¢ result of personal visits includess
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° Size and status of the organisation
° Length of time fa business

° Conditions of premises and equipment
© Type of business

° Size of stocks

° Competitive situation

This tnformation con be of great assistance when considering the
granting of credit,

Customer's reputation

This speaks for itseif. Customers with bad reputations are not
1ikely to change and titerefore should not be granted credit.
A good reputation can assist the credit dectsion.

Character of management

This goes hand in hand with the customer’s veputation.

SUMMARY

In contrast to the 5.A. Survey, the USA Survey found financial
statement ratios, agency costings, bank reports, trade referances
and paying experfence the most fmportant factors {in that order),
The S.A, Survey and the USA Survey had only bank reports and paying
experience in common in determinfng factors considered important
when granting of credit,

The least important factors were seasonal factors, salesman's
opinion, profitability of products, and degree of need for the
customers business, The low rating of the salesman's cpinion is a
surprising factor. Perhaps companies feel that their salesmer are
more interested in making a sale than in whether the customer is
actually creditworthy and able to pay for that sale.

Path Surveys felt seasonal factors to be the least imuortant factor
cons {dered when assessing tne granting of credit,
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The above items include both financial and non-financial factors.

Paying experience, bank reports, personal visits, customer
reputation and character of management were considered by the S.A.
Survey to be the most important factors in the credit control
decision, The last 3 factors sbove depend on good judgement.
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CHAPTER &

SOURCES FOR OBTAINING INFORMATION WHEN INVESTIGATING CREDIT WORTHINESS

In the United States, almost wnlimited sources of credit information are
normally available. Over 2 period of many years these sources have
steadily expanded on the basis of a relstionship of mutual confidence and
respect among credit mansgers themselves, and among customers and credit
managers, In EFurppe the quantity, quality, extent and sources of credit
iofurmation are of & far lower standard than in the United States, [31

The Surveys tested perceptions as to the guality of information provided
by the following sources,

RANKING
SOURCES

SA JUK | WLD
Banks 3 4, 1
Customers, 2| 2| 4
Competitors | 5| &] 6
Information
ayencies i1l 2
Selesmen 4 sl sl

The S.A. Survey indicated thet most companies relted upon credit ~ef- .ncay
abtained from tnformation agencies, customers and banks. The U.. Susvey F..nd
informastion agenctes to be the most reliable, while the World Survey consit:red
fnformation obtained from the banks to be the most reliable.
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Banks.

3] In the United States, banks, on request, normslly provide a
detalled report on the customer, indicating the customer's average
bank balance expressed as @ medium five figure balance or high six
Figure balence, as well as the following:

Customer's credit line

Type of loan

Manner tn which repayments are handled
Company history

Antecedent information

Conduct of business, etc.

In contrast to this, South African banks normally only give the
followiag information to their own clients: They reply to a
question as to whether & customer is goud for a certain amount of
credit as follows:

A = Undoubted for enguiry
B = Good for amount quoted

€ = Good for amount guoted (1f strictly In way of business)
D = Fafr trade risk

£ = Figure to high

F = Financial position unknown

& = Paper occassionally dishonoured

H = Freguently dishonoured

Occasstonally, 1f requested, the bank may give additional limiteg
information on the history of the customer. Bank references,
although usually reilable, can be misteading, as many firms who
behave badly towards creditors behave impeccably towards tnefr bank
managers,
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The S.A. Survey rates the information obtained from banks only the

third most relisble source. In an interview with ¢ manager of &

bank, the manager stated that majority of references given are

‘goed for amount quoted' {if strictly in way of businessh. This is ko
very limited information and does not give a company any resl

indication of the customer’s financia) nosition.

Customers 3

Obviously the best source of credit information 1s {or shoutd be)

t 1 customer himself. Customers, if they have nathing to hide, are
only too pleased to talk about themselves if given the chance. The
S.A. Suryey and the U.K. Survey found the customer to be the
second best source of fnformetion, The World Survey did not fing
the customer to be a particularly good source of iafurmation.

References given by the cus?-mers themselves are often misleading \
as customers would never supply the name of a reference with whom
they have had a bad account,

Compet itors

An uncommon source of credit information s competitors or other
suppliers. Nevertheless, other suppliers probably know the
customer and may be willing to supply the information needed. The
exchange of credit information may prove fruit"ul and help keep
potential losses to a minimum.

Information sgencies

Information agencies are professfonal organfsations providing
credit information on prospective customers,

Information agencies were rated highly in all th*  surveys. The
4.k, and S.A, Survey vated information agencies mumber ane while
the World Survey rated information anencies second.
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The most well knows of the Information agencies is Dun and '
Bradstreet. They provide the following information about
prospective customers,

© Names and functions of directors, owners or partners
® Holding and associste companies

® Financial status, where available

© Line of business

© Qperations and histary !
® Court record

°© payment habits ;
© Credit ruling

© Bankers and branch.

The information is usually available within a week of the request,
and enables a company to assess the creditworthiness of a i
prospective customer.

(v} Salesmen

Salesmen should be used more often to obtain tredit information
about prospective customers. The salesman often has direct contact
with the customer, as he normally visits the customer's premises
and 1s therefore able to observe the manner in which the customer
conducts his business.

Sunmary

In an faterview with a bank manager, it was found that although the banks
normally had access to client's financial statements, cash flows, ete.
they did not want to give this {nformation to the publfc for fear of
breaching the confidential relationship between them and their clients and
thus harming their reputation.

Information agencies are reliable sources for obtaining credit information
&S shown above, The demand for services provided by infermation agencies
is likely to increase as these agencies (unlike the banks) are willing and
becoming increasingly more able ta provide information required by
companies.
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CHAPTER 6

LIMITING THE RISK FACTOR '

'No ome's credit 15 as goud as his money is' [15]. o

In any ~redit business there are different grades of risk. The risk
catergory that custamers fall iato should be derived from the credit

evaluation of the customer. The participants were asked to grade their
custamiers into the following risk categories: i

Risk categories [ 58] :
Very high risk 2,6 :
High risk 7,5 :
Medium risk 40
Low risk 52

Most participants considered their customers to be MEDIUM to LOW risk.
The participants who graded their customers high and very high felt that
this was mainly due to the type of industry their customer operated in.

METHODS OF LIMITING THE RISK FAGTOR

cREQIT LTS

A credit Mmit 15 the maximum amount that 2 seller is prepared to fnvest
in o buyer by way of trade credit, '

Percentage of debtgrs with credit limits?

% OF DEBTORS WITH]| S.AJ U.KJ|
CREDIT LIMITS % %
0~ 20 25| 54
[ 21 50 19] 16
TR nl s
76 - 1 sl 2
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Credit limits 1imit the amount of risk the seller is willing to allow a
buyer ta present.

The U.K. Survey presented & sharp contrast to the S.A. Survey, It 1s not
sure why the U.K. companies did nat give most of their customers credit
limits as no reason was given in the U.K. Survey. [n $.A. most companies
give most of their custemers credit limits, There is 21s0 a considerable
degree of flexibility in the credit 1imit depending upon the menner in
which the customer conducts his account.

Credit Jimits, 1f operated efriciently, shot)d speed up decision-making
and reduce or contain the bad debt loss to the amount of the Timit.

PAYHENT GUARNNTEES

Other methods of linfting the company's exposure to bad debts are payment
guarantees.

Payment guarantees | S, A.l

requested
Yes 51 |
No 4s]
TYPES OF GUARANTEES S, A

Letter of credit
Bill, promissary note

Bank guarantees
Post dated cheques
Prepayments ¢
Personal gusrgntee of owners
Persgnal property pf owners
Cession of accounts recefyable
Rgtention of ownership

Other

oo i foo fon

oo fon fon fea boe

* = Ranking
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(1) Persons) guarantees

The most gopalar form of payment guarantee was usuzlly personal
guarantee of the owners, Thus, If the customer is unable to pay
its debts, the directors will then become personally Jiable.

In a survey conducted by Brett [4] none of the comparies surveyed
attempted to establish the personal worth of the sureties. They
(the companies) feit that the main benefit of having a director
sign surety was a deterring one as they presumed that any person
who hed signed surety would ensure that 311 debts personally
guaranteed were settled prior to the company being !iquidated.

{11)  Letters of credit

Letters of credit are usually only used in international trade,

ti11) 8i1ls, promissory notes, post dated cheques

Post-dated cheques and bills and promissory notes do not normally
guarantee payment 2s these may be dishonoured when presented for
B payment. The only reason for obtaining these fs that the
. collection process is made easder &5, in the event of court
action, the cheque or promissory note is adequate proof of the
debt,

{iv) Retention of ownership

In the survey conducted by Brett {41 6 out of 10 companies
surveyed had a standard clause on their credit application form
stating:

"Notwithstanding that all risks in and to 211 goods sold by the
seller to the customer shall pass on delivery as herein dealt
with, ownership fn all goods sold and delivered shall remain
vested in the sedler unti) the full purchase consideration in
respect thereof shall have heen pald,”
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In a UK. case Aluminium Industie Vaassen BY and Romalpa Aluminium
Limited (Court of Appeal, January 1976} it was decided that a
seller of goods may validly reserve his title to the goods, ta
other goods produced from them, and even to the proceeds from
resaje of those goods, unti? they have been paid for by the
immediate buyer.[16]

The question of 'retention of ownership' has also come before the
South African courts. In Dakland Nominees Limited v Gelria Mining
and lnvestment Company Limited 1976(1)S.A. 452(A) the South
African Jaw of estoppel in regard to ownership was discussed. In
this case it was stated that the owner wi1l be prevented from
reclaiming his goods if the following requivements are satisfied:

(a) There must be a representation by the awner, by conduct or
otherwise, that the person who disposed of his property was
the owner of 1t or was entitled to dispose of it,

(b) The representation must have been made negligently in the
circumstances.

(c) The representation nust have been relfed upon by the person
who acquired the goods.

(d) The person who acquired the goods would not have done so
were it not for that representation.

Thus, 1f 2 company 'sells' goods to a 'customer' who it knows is
buying those goods for vesale, the company will be prevented from
clatming its goods from a third party who subsequently buys those
goods on the grounds that by allowing the 'customer’ to display
its goods, 1t knowingly misled the third party into believing that
the ‘customer! was the awner of the goods.
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Many companies inseri this term retaining ownership on their

application form so that, if a customer goes into liquidation,
they are shle to retrieve any unsold stock. The Romalpa case i
above would support this position.

The registration and obtaining of guarantess is s delicate aspect |
of credit management. However, certain companies attempted to get
85 many guarantees as possible. Where the company had very few
competitors in its products, guarantees were easier to obtain than
where the products were freely available,

49% of the companies granted credit on the basis of mutual trust
and requested no payment guarantees. Many of the companfes who

i requested payment guarantees atso indicated that guarantees were |
only requested in specific instances.

6.1,3 CREDIT INSURANCE

Credit insurance policies protect a supplier against default by trade !
customers.

Percentage of custaomers covered by credit insurance

B A

0 7

1 3

2 3

5 5

) 10 3
50 3

100 9
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The cost of insuring outstanding debtors is on average 0,28% per wonth of
the outstanding book debts at the end of each month. The insurance
company requives a credit application form for each customer of the
insured, with the amount of cover requested. 1f the customer is
appraved, the company is imsured apainst any default in payment by that
cystomer. Most of the companies surveyed did not insure any of their
trade debtors. Bad debts and the cost of insuring cutstanding debtors
should be regularly compared. Where the bad debts exceed the cost of
insurance, companies should take the necessary steps to insure their
debtors and thus 1imit their losses to the cost of the insurance.
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CHAPTER 7 i

7. COLLECTION POLICIES AND PROCEQURES i

Inadequate collection procedures often result in considerable delays in
payment by debtors. Companies offer cash discounts s an incentive to
customers to pay more quickly than would otherwise be the case. Personal
experfence has shown that if businesses offer cash discounts for prompt
settlement or 30 days net, most customers either pay within the period i
required for obtaining the discount offered, or pay at the last possible H
moment thereby siretching the terms to 60, 50 days or more. The early |
receipt of the cash thus helps a business reduce its financing cost. The |
settlement discount is thus:

(a) an incentive for the customer to pay within a stipulated period;

(b) a method of reducing bad debts, as honest custamers are normally
able to pay for goods soon after delivery. Circumstances may ; &
however chinge making them unable to pay for the goods at a mach
Tater date.

7.1 Cash discounts

72.1,1 Are cash discounts offered?

S A UK

%% !

‘ Yes 64| 40 }
' kit 361 80

7.1,2 ¥hag discount is offered?

[ BISCOUNT | . Al
% % i
1 13
2 9
24 &5
1 4]
s o]
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DAYS TAKEN TO COLLECT OUTSTANDING DEBTORS

DAYS S’.‘/\‘ WLO [« K.

30 12f 11 12

80 631 42| 50

1) 1l 31} 36

120 [ g 2
150 3 3
over 150 1

Although esch company surveyed provided the actual mumber of days debtors
ere outstanding, these responses were classified as above into 30, 60,
90, 120 and 150 days. Where the number of days exceeded say 30 days but
was less than 60 days this was categorised as o 60 day debt.

From the ahove most companies took an average of between 30 and 60 days
to collect outstanding debts. [S.A. Survey 63%. World Survey 42%. U.X,
Survey 60%]. South African companies appear to collect their debtors
more rapidly than companies in the World or U.K. Surveys.

PERCENTAGE OF DEBTORS OVEROUE

¥ S
1-20 [ 78
2 - 40 |14
4 .60 | 1
over 60 | -|

In 75% of the companies surveyed, less than 20% of their debtors were
overdue.
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PERCENTAGE OF SALES OVER THE PAST YEAR THAT RESULTED JN BAD DEBTS

S A UK
[ B |

0, - 0.1 ] 55 79|
02-05 | 19] 37
06-1,0 ) 14 3
1,0-25 [ 6f 1
over2,5 | 6l 0

55% of this Survey and 79% of the U.K. Survey had bad debts of less than
0,1% of sales. Thus, most of the S.A. and U.K. companies surveyed are
able to 1imit their bad dabts to satisfactory levels.

CAUSE OF BAD DEBTS
TAppendix C.3) °

RANKING
CAUSE
S.A WORLD

Dishonesty 8 §

equity 2 3
Inadequate working
capital 1
Lack of experience 7 1
Competition 5 7
Insolvent trade
debtors 4 4
High ovarheads 6 8

misfortuneg 3 k3

Bot# §,A. and World Surveys considered inadequate working capital and
inadequate equity to be major ceuses of bad debts,




Equity is permanent funds put in the business by its owners. These funds
can be used for any purpose such as the acquisition of fixed assets or to
finance working capftal. Working capital is used to fund the day to day
aperations of a company.

Unexpected misfortunas and insolvent trade debtors are also high on the
Tist of reasons for bad debts. Companies do not expect Targe customers
to go insolvent, It has been recently reported in the press that many
large companies have experienced large losses. As a result these
companies have been unable to pay their debts. This can cause a ripple
effect, in that if a company's debtors go insolvent, this can lead to the
company's own faiiure,

The World Survey considered lack of experience to be the major reason for
bad debts, Entrepraneurs with 1ittle esperience begin businesses they
are not qualified to run, and soon learn the error of thelr ways,
Unfortunately, other companies suffer as a result of their inexperience.
The S.A. Survey considered this the most minor cause of bad debts, The
reeson for this is possibly the buoyant economic conditions that have
prevailed during the Tast few years. Unfortunatsly, the econcmic
conditions have changed anu fack of experience may soon be & major reason
for insolvencies,

Surprisfagly, both surveys did pot comsider dishonesty and high overheads
to be major causes of bad debts. Perhaps most companies feel that paople
are imherently honest, or that most companies make genuine attempts to
settle debts before the business goes insolvent.

COLLECTION TOQLS USED TO COLLECT OUTSTANDING DEBTS

n
=

COLLECTION TOOLS

Further statement

Reminder letters

Telephone calls

Visits by sales reprasentatives
Visits by credit personnel

Debt rollection agency

Court action

CEFRRER

N

* = Ranking
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Further state

Further ¢ + considered by many companies to be &

cellection ~ompan‘gs avtomatically sent out further

statements unti( che . was paid or written off.

Reminder letters

Most business organisations send out reminder letters when the
account is overdue. Reminder letters are most effective when a
debt has just become overdue, However it ¥s unlikely thet there
would be a satisfactory response if a debt is many months overdue
as 'mony months overdue' indicate a greater problem such as
nability or unwillingness to pay the debt rather than
forgetfulness on the part of the customer.

Telephone calls

Credit menagers meke extensive use of the telephone system when
debts are overdue. An experienced credit manager is likely to
have 2 contact person such as the purchasing officer or a senior
member of the accounting departm:at to whom contact cam be made
when there are problems with the account. Telephome calls provide
a sense of urgency, ang 1t can 2)s0 produce previously unknown
information e.g. non-arrival of goods, It may a)so produce a
frankness regarding cash resources that would naver be possible in
written communicatior,

Visit: by sales representatives

In many instances sales representatives receive commission. This
commission may be reduced by any bad debts, or only paid on
receipt of payment from the customer. In Such instances the sales
staff may be keener to ensure that payment {5 actually received.

Visits by credit personnel

(redit personne) usbally visit large debtors to arrange quitker
payment of outstanding amounts. The visit may also provide a
better picturs of the premises, equipment and background of the
customer,
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Debt coilection agency

Very few of the companies surveyed use debt cellection agencies as
2 collection tool. Many companies prefer using the services of
lawyers to collect outstanding debts. The lawyer is able to
vesort to 1itigation if the debtor woes not pay.

Court action

If all the above debt collection proced. .3 do .ot produce the
desired results, court action becomes the only altermative. 1If
the size of the debt is sufficient, most companies sur.eyed would
resort to the courts to collect long outstanding debis,

Sumnary

In order to reduce bad debts companes can resort to many
collection tools. The most popular of these are telephone calls,
reminder letters and visits by credit personnel, These are
cheaper and more pleasent methods of collecting outstanding debts
than resorting to debt collection agenctes or caurt actiom.
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HAPTER §

EVALURTION OF THE CREDIT CONTROL FUNCTION

METHODS OF MEASURING THE EFFECTIVENESS OF THE CREDIT AND COLLECTION
FUNCTICN

MEASUREMENT S
Aged analysis of accounts receivable 59 46
Average collection period B 36
Movement of debtors versus sales 6] 12
Percentage of bad debt Josses to total
sales s

fFrom personal experience it is found that most companies would like to be
able to assess the efficiency of the credit control department A

measur ot of the department's efficieacy wovld be valuable to both
executives and credit managers. Certain reports, such as the reports
named above, can be valuable alds fn measuring the credit and callection
function.

(1} Aged analyses of accounts receivable

Today almost all computerised debtors systems produce an aged
analysis of accounts recelvable. This report usually provides a
detaileg monthly breakdown of fndividual debtor accounts and the
tota) amount outstanding from debtors. The outstanding debtors
balance §s usua)ly broken down into current, 30, 60, 90 and

120 days and over. Compendes usually examine all debts over 30
deys to determine the reasons for the outstanding debt. The type
ot action taken to collect the debt wil) normally depend on the
periud for which the debt has been outstanding.
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(i1) Average collection period

The average collection pericd is normally defined as

Average debtors X 365
Rverage Gaily credit sales

The result of this cafculation can be compared with agreed credit
terms. Management are then able to determine the efficiency of
their credit department. It is noted that averagss should be
calculated by category of product or customer where trade terms
differ

(114) Movement of debtors versus sales

Oniy 2 companies surveyed actually vsed this as a means of
measuring the credit and collection function,
{iv} Percentage of bad debt losses to total sales

The S.A. Survey did not use this rotio, No ressons were givem.

Bad debts normally take place months after the actua) sale took
place and timing differences can distort the results obtained.

COMPUTERISATION OF DEBTORS

AW the companies surveyed had their debtors computerised. In the world
survey anly 50% of companies surveyed had their debtors compulerised. 1t
must however be remembered that the Warld Survey was in 1975, which was
10 years ago. The advent of micro-cumputers has made computerisation
cost-effective. If the same World Survey is carried out today, it is
probable that the number of companies having their debtors computerised
would be higher than the 50% obtained above.

‘{ithout computerisalion credit managers and top management would only be
abile to receive basic reports. Computerisation has enabled managewent to
obtyin sophisticated reports, thus enabling them to znalyse their debiors
and to take prompt and corrective action against delinguent debtors.




.
8.2.1 Reports received
RANK ING
REPORTS RECEIVED ¥ -
YOURSELF* | MANAGEMENT*
Customers statement 3 5

Lollection reminders §
Qverdua account repert 2
Aged debtor analysis 1
Credit 1imit review report [}
3
7

Discrepancy reports
Customer history reports

o ba Joo o I fon

i * = Ranking

. The aged debtors analysis was received by the credit manager and top
T mapagement in most of the companies surveyed,
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CHAPTER 9

JOP MANAGEMENT'S AWARENESS OF THE INVESTMENT I¥ DEBTORS

Do top management: YEN)
‘ YES/NO L
Agree that neither 3 higher |
price nor additional sales are

needed to compensate for longer Yes 63| 20

payment terms No 27| 80
Know the approximate cost of

the company's Investment in Yes 100] 91
debtors No 9
Have a good idea abaut the

financial standing of the top Yes 971 75
150_custoners to Il

Compensation for longer payeent terms

Longer payllent terms represent a larger investment tn debtors ang
therefore the additional cost of carrying these debtors. This cost is
either interest on Joans used to tinance these debtors or, where the
company has sufficient cash resources, opportunity cost of interest lost,

27% of companies surveyed as compared to 80% of Lhe world survey felt
that a higher price or additional sales were necessary to compensate for
Tonger payment terms. 1t could rot be esteblisbed why there were such
blg discrepancies in the Surveys. Possible explanation for the low score
by $.A. companies could be:

(1) & lack of awareness of the real cost of debtors (despite responses
to the contrary in the following question).

{41) High Tevels of competitiveness i South Africa which prevent price
or sales increases.

It 5 not believed that the Scuth African economy is more competitive
than the economies of the countries in the World Survey. Therefore, the
tack of awargness of the real cost of debtors could be » cause for
concern. Future research could ~efully address this issue.
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Cost of company's investment in debtors and financial standing of top 50
customers

Top management should have a knowledge about the cost of the company's
investment in debtors and the financial standing of its top 50 custemers.
The top management of 411 (but one) of the S.A. Survey knew this
information, as did most of the management of the companies in the Worlid
Survey. Top management would thus appear to be sware of the important
contribution debtors make to the overail financial position of the
company. However the validity of responses to this type of question may
bz suspect in that vespondents may be unwiiling to reveal their
sgnorance.
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cuAPTER 30

TRAINING PROGRAMMES

THE IMPORTANCE ATTACHED TO TRAINING PROGRAMMES FOR CREDIT PERSONNEL

ORTANCE | S.A
Very important | 23
Important 28
Average 32
tot_considered| 16

524 of the companies surveyed felt that training programmes for credit
personnel were either important or very important, however as far as is
known there are no univer.ity or technican courses on tredit management,

South Africa has 2 professional associat.ons for credit managers.
are 'The United Association of Credit Management', and 'The Institute of
Credit Manajement'. The 2ssociation, have less than 1 000 members, but
they offef varfous courses such as a natlonal certificate course in
credit administration and & national diploma in credit management.
courses ore offered both by the sssociations and by certain edutstional

colleges,
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The national certificate course in credit administration contains the
following courses:

Theory and practice of credit terms

Commercial credit bureaux

Credit insurance

Organisational structure of credit and collaction departments i
credit sates policy i
Credit department's operationa) manua}

Establishing new accounts

Risk assessment and credit approval '
Analysis of financial statements

Lredit timits

Negotiable {mstruments

Insolvency and credit management

Securing accounts receivab'e

Collaction principles and prucedures
Mathematics of credit management,

Management reporting

Keasuring credit department's effectiveness,

The course §s designed to turn a credit manager into a orofessjonal
manager and the course lasts approximately 4 months.

The national diploina in credit management teaches:

Credit management
Financial accounting
General pinciples of law
Economics

Conmercial Yaw
Management.

This diploma 15 the highest 'credit’ gualification that can be obtained,
and enables successful candidates  become assuciste members of both
profess fonal associations,

Varigus other organisarions also offer une or two day seminars on credit
management. '
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In view of the camplexity of successful credit management, it is
therefore felt that training {s an {ndispensable requirement for
obtaining professional credit managers who are able to manage debiors !
successfully as without training credit managers can never be fully
effective, no matter how strongiy motivated they are.

REASONS FOR INSOLVENCY

in an article by Mills [13) 'The easy path to the graveyard' ten reasons
related to untrained credit managers are given for insoivency.

1. Unqualified staff making investments in trade cebtors which the
company cannot afford,

jad

Expanding sales to financiaily weak customers, theraby cresting
serfous cash flow problems.

~

Mismanagement of debtors.

>

Granting credit to customers without knowing if the customers are H
able to service thefr incressed purchases. {

5. Ingressed sales to existing customers. This may indicate that the
salesmen are supsr-salesmen or other supplfers have stoiped
supplying,

6. Not coliecting psyments from debtors fast enough

Not ceconctling debtors regularly and the late jdentification af
sutstanding and overdue invoices.

<

Hot recognising the risk category of each debtor.

=

Having credit department jobs for people and not people for credit
department jobs.

10, Credit staff not being thoroughly trained in their jobs,

Any of the above reasons can cause a serious cash flow crisis, and the
insolvency of the company. Successful credit training and therefore
successful credit management can therefore eliminate many of the cavses
of company insolvencies.
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CHAPTER 11

SUMMARY AND CONCLUSIONS

Companies grant credit to grow in size and thereby to increase profits.

CREDIT ADMINISTRATION

The persen responsible for establishing the overall credit policy is
norma)ly the menaging director or company director. This indicates the
velative importance placed on this decision.

The most important prerequisite for successful crediy management fs
knowledgeable, creative and Snnovative credit executives. Successful
credit managers should be sensitive to the psychology of the consvmer,
have 2 keen understanding of sound credit fundamentais, and be #rformed
on effective collection techniques. Above &1, they must be flexidle and
able to adjust their actions and maintain control of individua)
situations.

47% of the credit managers surveyed have finance duties in addition ta
cregit dutfes. The accountant or the financial ¢irector 15 usually the
person respensible for credit management and control.

JHE CREDIT DECISION

Company’s credit and collecton policies ave normally o combination of
written and verba) policy statements. The verbal part of the policy can
create problems, and lead to frustration and misunderstandings. Verbal
polictes may not result in flexibility, but can result {n confusion,

Credit terms are determined primarily by the credit standing of the buyer
and the company's marketing and pricing pelicy, Credit terms are
normally the length of time that a customer may take to settle nis
actount, In certain instances, the credit Standing of the buyer e.g,
Targe chain store might eneble hip to gain more Favuirable terms than
ather customers.
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The most poputér basis for evaluating and establishing a custamer's
credil facility is on the customer's liguidity, activity, profitability
and potential i,e. an evalvation of the customer’s ability to pay and of
nan-financia) infurmation such as management ability, human rescurces,
cantracts and relationships,

Factors considered important when formulating policies on the gramting of
credit are, in order of importance:

Bank reports i
Paying experience

Parsonal visits

Customer's reputation H
Character of mansgement, i

SOURCES FOR OBTAINING INFORMATION WHCN INVESTIGATING CREDITWORTHINESS i

The S.A, Survey rated the vailue of iaformation obtained from the
following sources in the following order:

Information agencies

Customers

Banks

Salesme: .
Lompetitors,

Although bank reports were one of the most important factors corsidered
when granting credit, the information contained in these reports was not
sutficient, Information agencies and customers provided more valuable
snformation,

LIMITING THE RISK FACTOR

#ost customers of the comparies surveyad fell into the megium risk
category.
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Methods of limiting the risk factor nclude:

Credit Timits
Payment guarantees
Credit insurance.

Most comp.ries surveyed 1imited the amount of credit available to each
company by assigning the customer with credit lmits which should not be
excended,

Where possible, the companies +» d to obtain payment guarantees, wsually
in the form of personal guarants gwners, bank guarantees, or personal
property of owners.

In cantrast to the above, most companies did not avail themselves of
credit insurance, even though the cost of the premium may have proved to
be cheaper than the loss from the bad debt,

COLLECTION POLICIES AND PROCEDURES

In o der to collect debts more quickly, cash discounts were offered as an
incentive to pay on due date. Most companies did not take advsntage of
cash discounts offered as they paid after the time allowed for the
discount ta be granted,

The average time taken to ¢ollect outstanding debtors in the S.A., World
and UK. Surveys 1s 60 days. 63X, 42% and 50% of the 5.A., World and
U.K. Surveys respectively fell within the 31 to 60 day category.

very fow of the companies' debtors were overdud with their payments and
the companis surveyed had & very low percentage of bad debts in velation
to sales.

The most frequent cause of bac debts are considered to be inadequate
working capita), inadequate equity and unexpected misforiunes,
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. . 6.5  The telephone is regarded as the most popular collection tool. This
entails a person phoning all overdue debtors, to ascertain why the
payment is late or when the cheque Can be expected. Other popular

- collection tonls are reminder letters and visits by cre.:t personnel.

1. EVALUATION OF THE CREDIT CONTROL FUNCTION

7.1 The most {mportant measurement of the credit and collection function is
the aged analysis of accounts receivable. The printeut fs reviewed both
-~ - by credit manegers and top management and appropriste action is taken
against outstanding debtors.

8. TOP_MARANGEMENT

8.1  Almost all the top management apparently know the approximate value of
the company's tnvestment in trade debtors and have a good idea about the
financial standing of its top 50 customers. This indicates they are thus

T involved én the management of the business and are informed about the
debtors of the company.

8. TRAINING PROGRAMMES

Virtually half of the companies surveyed felt that training programmes
for credit personnel were important, while half felt they were not that
important. This may correspond to the fact that many of the credit

. managers had a knowledge of finance and probably felt that their
knowledge was sufficient for successful credit management.
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LONCLUSTON

Credit policy involves a trade-off between the profits on sales that
bring in debtors, and the cost of carrying these debtors plus any bad
debt losses. The credit policy becomes a failure when the profit from
each additional sale is exceeded by the cost of carrying that debt or the
bad debt foss that results because of the relaxed credit standards.

The ratio of bad debts to sales may be misleading, as a company with very
low bad debts might have restrictive credit policies that prevent it from
obtaining sales that may not prove to have a unacceptabie risk. The
S.A. Survey indicated that the companies surveyed had few bad debts and
overdue accounts, However the average number of days outstanding is in
Tine with international norms so that it would appear that credit
policies are ot ynduly restrictive. It would therefore appear that the
credit policies of South African companies may be taken 2s acceptable.
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CHAPTER 12

PRINCIPLES TO ENSURE THE SUCCESS OF CREOIT POLICIES

Leave the responsibility for establishing overall credit policy to a
senfor executive preferably a director.

Ensure credit managers are knowledgeable, creative and innovative.

Request as many customers as possible to provide personal guarantees for
thair debts.

Where possible, offer cash discounts for prompt payment.

Where 2 customer doas not pay within a stipulated period, contact the
customer by telephone to ascertain reason for nan-payment, ask when
payment wili be made and, if possible, arrange for collection of the
cheque,

Use aged analysis of accounts receivable to analyre the debts and obtain
information of all debts that are overdue.

Keep top management informed of the company's investment in trade debtars
and the financial standing of its top customers.

Where credit manangers are not financial executives, ensure that they are
adequately trained to fulfil their duties responsibly and competently.

H
i
i
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UNIVERSITY OF THE WITWATERSRAND, JOHANKESBURG
DEPARTMENT OF ACCOUNTING

RESEARCH QUESTIONNAIRE

PLEASE ANSWER THE QUESTIONS BELOW
BY CIRCLING THE APPROPRIATE ANSHER/S

( .G Ay OR BY SPEC[FVING ANSHERS
THE SPACE PRO!

1. WHAT CLASSIFICATION MOST CLOSELY DESCRIBES YOUR COMPANIES ACTIVITIES,

£.6. Food, Tobacco, Furniture

2, TOTAL SALES AMOUNT TO?
R'Mi1Yion

) 0-10
8) 11-580
) 51-100
D) over 100
3. WHAT PERCENTAGE OF THE TURNDVER IS REPRESENTED BY CREOIT SALES?
)0 30
B) 31 - 60
&1

[ - 80
D) over 80
4. TRADE DEBTORS AMOUNT To7
R'Million
Ay 0-10
8) 11«30
€) 51 - 100
0} over 100
TRADE DEBTORS REPRESENT?

A) the biggest asset
8) the biggest current »

C) the second biggest cirant asset
0} asmall asset

6. HOW MANY ACTIVE CUSTOMERS DO YOU HAVE?

A} 0 - 500
B) 501 - 1000
€) 1001 - 2500

0] over 2£00
7, W0 1S RESPONSIBLE FOR ESTABLISHING OVERALL CREDIT POLICY?

A} The managing director
B) A company director
C) The credit manager
b} Other - please specify

APPENDIX A v
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WHAT IN YOUR OPINION IN THE MOST IMPORTANT PREREQUISITE FOR
SUCCESSFUL CREDIT MANABEMENTT
A) knowledgeable, creative and fnnovative credit executives
8) top management support
) competent credit management by tompetitors
D) other - please indicste

Al

E COMPANY CREDIT AND COLLECTION POLICIES AND PROCEDURES

A) written

verbal
C) a combination of written and verba?
D} mon-existent

HOW MANY CREDIT MANAGERS ARE EMPLOYED BY YOUR COMPANY?

WHAT OTHER DUTIES D0 YOU HAVE IN ADDITION TG CREDIT MANAGER?

A} finance
8) sales
€) marketing
8} production
E} purchasing
F) other

ARE CREDIT TERMS DETERMINED BY

A} competitors’ terms
B) product avaflability ({.e. huyer’s ar sellars’ market)
C} the credit standing f the
D) the company's financial mnumnn
£) tng company's marketing and pricing policy
¢

L 1 T R T T R T AT

ARE CUSTOMERS REQUESTED TO PROVIDE PAYMENT GUARANTEEST YES NO

IF YES IS THIS GUARANTEE:

A} letter of crecit
8) bill/promissary note

C) bank guarantee

0) post dated cheques

£) prepayments

F) Dbersonal guarantse of owners

) personsl property of owners

H) cession of accounts recaivable
1) retention of ownershis of goods

) OEREr  iihr e e e




14,

- 59 .

HOW DO YOU RATE THE INFORMATION CBTAINGD FROM THESE SOURCES?

0 = No value
10 = Outstandlng
{Below 5 indicates unsatisfactory)

Banks N

T177 §7EI
Custoers

TTZ5756°8910
Competitors

Information agencies

23956789
Salesmen
9123 89

DO YOU HAVE A STANDARG CREODIT EVALUATION FORM?
IF YES, PLEASE ATTACH A COPY (‘-—"_ lj

ON WHAT BASIS DO YOU EVALUATE AND ESTABLISH A CUSTOMER CREDIT FaCILITY?

A} character, capacity of customer
B) 1ligquidity, activity, profitability, potential

£} past experience with a general impression about the customer

D) OEREI/DIEESR SBECIEY «uaveresnerecunassarsrretensesensssansssoeserns

WHEN CONSIDERING THE GRANTING OF CREDIT WBICH FACTORS DO YOU CONSIDER
IMPORTANT. RANK ON A SCN.E OF O T

0 = NOT IMPORTANT

10 = EXTREMELY lMPURTANT

A} financial statements ratios

B) agency costings/reports

£) bank report

B} trade referances

E} paying experience

F) personal visits - major accounts

G) customer reanirements

H) salesmen's epinio

1) major supplier

profitability of nrodu:ts

competitive condition.

degree of need for the customer's business
customer's reputation

character of managa“em

years in busines

growth potential of customer

seasonal factors

ares and Industry economic conditions

i

TOTo=zEr e
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WHAT % OF YOUR DERTORS HAVE CREDIT LIMITS?

Ay 0-20

B) 21 - 50
€ §1-75
0 76 - 100

DO YOU CONSIDER THE MAJORITY OF YOUR CUSTOMERS
A) very high risk
B} high ris

C) medium risk
D) low risk

WHAT % OF YOUR CUSTOMERS DO YOU COVER BY CREDIT INSURANCE?

00 YOU OFFER CASH DISCOUNTS? (1]
WHAT %7

HOH NANY DAYS ON AVERAGE DOES YOUR COMPANY TAKE TC COLLECT
OUTSTANDING DEBTORS?
i.e. WHAT ARE YOUR DAYS' SALES OUTSTANQINGT

WHAT % OF DEBTORS ARE ON AVERAGE OVERDUE?

B) gver B0
WHAT % OF fOUR SALES OVER THE PAST YEAR WERE BAD DEBTS?

] 5
£} over 2,5

WHAT WAS THE CAUSE OF THE BAD DEBTS?
RANK ON SCALE FROW D - 10

0 = NEVER OCCURED
10 = MAKY CUSTOMERS
RANCING

A) dishonesty
B) inadequate equity
C) tnadequate working capital
0) lack of exueri ence
E) competitio
Fl insolvent tv"ade debtors
&) high overheads
H) unexpected misfortunes
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WHICH COLLECTION TOOLS ARE USED BY YOUR COMPANY?

MARK MORE THAN ONE IF APPLICABLE.

A) Further siatements

B) Reminder letters

€} Telephore calls

D) Visits by sales representatives
£) Visits by credit personnel

F) Debt collection agency

&) Court action

WHAT IN YOUR OPINION IS THE MOST IMPORTANT MEASUREMENT OF THE CREDIT AND

COLLECTION FUNCTION?

A) " aged analysis of accounts recsivable
B) average collection period
C} movement of debtors versus sa

D) percent of bad debt losses to tota] credit sales

ARE YOUR DEBTORS COMPUTERISED?

WHAT REPORTS ARE RECEIVED?

A) customers statements

8} collection reminders

C) overdue account report

D} aged dabtors analysis

E} credit Timit r:dew report
F} discrepancy report,

&} customer MsZary reparts

00 TOP MANAGEMENT ¢

R} agree that nelther & higher price
noi additional sales are needed to
compensate for longer payment terms

8) know the approximate cost of your
company’s investment in debtors

€ have a good fdea about the Financisi
standing of your top 50 customers

FOR CREDIT PERSONNEL?

A} very important
B) fmportant

C) average

B) not considered

WiE ]

BY YOURSELF

5]

TOP MANAGEMENT

[

)

YEs !
)

WHAT IMPORTANCE DOES YOUR COMPANY ATTACH TO TRAINING PROGRAMMES
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MY OTHER COMMENTS |

NAME®

POSIIAN IN COMPANY:

DATE:
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APPENDIX C.1

When considerirg the granting of credit which factors do you consider important?

[FRCTORS CORSTOERED WAEW | wwwxe| wwwn] wwx | #% | * | SCORE| SAs ]| USH
GRANYING OF CREDIT SURVEY €61
Heighting 5 4 3 2 1
Financial statement ratios b} 13 4 1 £ 120 ] 1
Agency costing/reports_ N 8 {5 e yaez | 13 ] 2
Bank reports 3 [12 |10 7 4 | aw 1] 3
Trade references 4 {12 110 7 A us | vl s
Paying experience 12 18 5 1 q 137 1 5
Personal yisit - major :
accounts i I 1 3| 134 3] 8
Sustomer reguirements 3 i 3 12 99 | 14 7
Salesman's opinion 2 2 10 80 17 8
Major supplier 4 1z 9 1 in 107 11 ]
Profitability of products 2 1 13 1 13 92 16 10
Competitive conditions 2 11 13 1 2 104 12 1n "
Degree of nead for the
customer's business 2 8 | s |20 | es | 15[ 32
Customer's reputation 8 13 10 3 2 130 4 13
Character of 8 113 6 a s | te3 | 5114
Years in business s {12 | s0 3 s | us 2 |18 '
Grawth potentia) of
Lustomer's 3 13 11 2 8 1z 10 16
Seasonal factors 3 ] 8 4 15 85 18 18
Area and industry economic
L.senditiany 7 12 5 3 8 115 ? 19

Hrkk EXTREMELY IMPORTANT
*xkk IMPORTANT

*Wh - AVERAGE

i CONSIMERED IN PASSING
* NOT CONSIDERED



How do_you rate tha information obtained from these sources?

ouTsTANDING |  VERY GoOD 000 SATISFACTORY | UNSATISFACTORY |
SCORE RANKING ;
WE 16HTING 5 4 3 2 1
STRVEY -
A Juk [wofsa fuk [wofsa {uk {wo(sa {u {uofsa fuc {wolsa | [wplsa fuk wo
SOURCE
Banks <) 5] 8} ss| 17) 20] o 38 a0l 8f 18l a5 3l 12| 23s06zesjas| 3| 4 1 |
Custoners v)val a1l 1| o) 8l 2] 22| a3] 9| 12| aof 1| 21] a5in08loeslen| 2] 2| 4l o
@
Cometitors | -1 ol 30 &) 22] 10} 15) 22| 0] 5| 71 %j ol .| so| ealaarfes| 5| s| s| v |
Information ;
agencies 3t 10) 3| a9l as| wry af sl su| 3| sl aal o] - z2|utsfaeoims] 3] 1i 2 .
Salesmen 1l sl 2l 7] 13l 1e] ef asl 3s{ 13l 10] 43] i - 45| evlpsofesaf a| 3f 3]

. 27 xIoNTadY



What was the cause of bad debis?

NUMBER OF COMPANIES
VERY | oo Less RAK (NG
CAUSE worLp L eRe- b atenn o | AveRaGe | THaN SELDOM | SCORE
QUENTLY AVEWAGE s | voato
WE IGHTING 5 4 3 2 1
Dighonesty 3 - - ] 5 2 50 8 3
equity 18 2 12 [ 1 18 94 2 3
Tnadequate working
capital 23 3 13 [} 2 10 114 i 2
Lack of experience 32 - 4 1 3 |2 66 4 H
Competit jon 4 ] 4 8 3 2 7 5 7
Ingolvent trade
btors 15 4 8 3 5 17 88 4 4
High overheads 0 1 5 5 4 22 70 ] ]
misfortuned 9 4 7 3 ] 13 9t 3 5

e

-
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