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Introduction 

Streetwise® Credit and Collections is designed to be a complete work on the topic of credit and collection, covering the issues from both ends, that is, from the securing of credit for your business to the granting of customer credit.

Ever since pioneer days when traders sought to buy essential supplies with a promise to pay, people have had the need to make purchases on a credit basis. Early American settlers were able to secure the seed to plant their crops and the powder to fire their guns by pledging eventually to pay off their trade imbalances with merchants.

This “promise to pay” is the essence of buying on credit. Whether a transaction involves an informal verbal agreement or a complicated legal contract, at its core is this intention or promise. Issuing credit requires a relationship of trust, whether you are a business granting such a privilege or one that is requesting it. Establishing credit plays a critical part in every business transaction, even if many companies manage it poorly.

As this book demonstrates, extending credit is an art as much as a science. Successful businesses understand this and consequently are able to decide on what terms of lending they will allow, to formalize these in writing, and to adhere to such policies consistently. This book provides you with a step-by-step plan to put effective credit policies in place for your customers and in the process explains the why as well as the how.

For instance, offering credit to customers may act as a spur to business sales; the “no money down and set number of months to pay plan” can attract buyers who otherwise might not have sufficient funds for immediate purchases. Over time these customers presumably will be able to pay for what they have purchased. But if the payments due are not collected on a timely basis (and eventually in full), then offering a customer an installment plan may jeopardize your company’s financial future.

Determining a customer’s credit eligibility is therefore a necessary first step for your business, requiring in the process a thorough documentation of the pending transaction. Next, following through with requests for payment forms the crux of any credit policy. Finally, collection enforcement may be the step of last resort for your business to take. In other words, the entire process of extending credit costs your business money and requires more time than you might recognize initially.

Further, there are major differences between offering business-to-business credit and granting business-to-consumer credit. In operating your business, you will need to know the specifics of handling each type.

You may decide that you do not want to manage your consumercredit activities in-house. In that case, the solution is to find a third-party company to provide and administer any consumer credit sought from your business. You can then refer customers to a credit-granting agency that will fund their purchases. You will have to give up a small percentage of those sales to the lender, but you will thereby avoid the risk of nonpayment attached to credit sales.

As a credit grantor, you will need to establish policies that are customer-friendly but nevertheless firm enough to minimize your risk. After all, if you do not get paid for your sales, you won’t be in business for long.

All companies face a certain amount of bad debt, but by being careful with initial lending and by monitoring your loans periodically you can prevent major losses.

When an account does fall into collection mode because payments have not been made when due, you must act quickly and appropriately.

You do not want to offend good customers who are having temporary problems since you want to retain their business. When a customer is making no effort to pay, however, you need to take fast and effective action to protect your interests. This may involve referral to a collection agency or proceeding to small claims court. You might even need to retain a lawyer and take the matter to litigation.

In addition to an ability to set an effective credit policy for your customers, you also will need the skills to secure sufficient vendor credit as well as to borrow the bank funds to run your operations. Your company may be extended credit by other businesses, in which case the rules governing such transactions are important to understand. Fair-credit laws govern the granting of consumer credit and the process of payment collection, so an informed knowledge of these laws is vital if you are selling to individuals.

This book begins with what your business can do to establish the credit needed to maintain adequate cash flow until your revenue grows (so that you might become a credit grantor in the first place). We discuss  the sources of capital as well as the vendor credit you will require. We also cover what it takes to enter into international trade as both a buyer and a seller and explain important subjects like exchange rates.

In short, your company will confront a wide range of credit and collection issues at various times. Streetwise® Credit and Collections gives you the information and advice you need to make effective business decisions.
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The Leverage to Start a Business 

In the operation of your business, you will be not only a grantor of credit but a seeker of outside sources of capital and, it is hoped, a recipient of credit. We usually associate the obtaining of loans with banking institutions, but it is important to realize that receiving credit from vendors is also a form of loan to your company. And because banks are actually in the business of granting credit, they can serve as good models for learning the basics of how to judge the ability of a customer to pay.

Building a growing business requires capital at the outset, even before there are any meaningful revenues coming in. Often this money comes from the owner’s investment, but any business that seeks significant growth will require outside sources of credit. This means that the assets you have purchased can be leveraged in order to fund additional growth, from inventory to wages. “Leverage” means that you use future revenue to secure current needs.

The best example of this type of financing is with the purchase of real property, whether in the form of a personal residence or a business building. You leverage your current cash and future earnings to make a purchase for current use.

Understanding Leverage Ratios 

As a business owner in the position of seeking credit, you do not want to borrow more than you can pay back over time (assuming that your profits and cash flow will meet projections). And as a credit grantor to your own customers, you do not want to allow them to get in over their heads, in terms of running up debt that they will not be able to pay back over the next few months or years. Credit problems spring up more often from an inability to pay than from any unwillingness to do so. Using existing collateral to borrow cash is permissible but if the leverage (the debt to equity) is too high, the earned cash flow will not be sufficient to retire debt within its terms. When assets are inventory or material that will be sold, the leverage can be higher than with assets such as equipment or buildings.

Cash Is a Timing Issue 

Cash flows through a business on a continuing basis, although there are times and circumstances when the outflow exceeds the inflow. In a new venture, the expense of asset purchases will not be immediately returned by way of cash income. Instead, the funding for your business will likely take the form of owner investment or long-term borrowing from a bank.

You will pay back this principal from future profits.

The other challenge your company may face is from the depletion of capital due to a period of operating losses. This type of situation is unlikely to be remedied by any borrowing of funds, since banks will not fund a loan to cover losses. The cash will have to come from outside investment or from the sale of any unneeded assets. The better prepared you are for the cash flows in and out of a business, the better you will be able to meet the credit needs of serving your customers.

In circumstances in which your business cash is invested in inventory, in work in process, or in accounts receivable acquired as a result of sales, the resulting imbalance of funds may reasonably be replaced by bank lending. As the cash begins to flow in, the loans are paid down or can be paid off entirely. Bank funds are then used over the short-term to smooth out the timing of cash inflow. Such borrowing is usually through a line of credit that can be drawn on as needed.

Retaining Profits May Rebalanced Cash 

When your company has a prolonged period of profits that creates a positive cash flow, it is usually good policy to keep the cash in a money-market account that is readily accessible. Often the first instinct of business owners is to increase the salaries or draws for themselves and perhaps other managers, or to purchase some expensive new equipment. But being conservative with expenses in order to build a cash cushion is sounder business practice. If the new equipment is necessary and will offer a payback over time, consider going to your bank for a loan to facilitate the investment while conserving your internal cash to carry you through possible slow times. A business out of cash is a business out of choices. Overspending is a behavior to watch out for in your customers as well. Customers who are spending lavishly may be using up all of their cash reserves.

Turning Assets into Collateral 

Many seasonal businesses build inventory prior to their big selling season. They may buy material over a period of months and try to pay for it when the bills come due, even if that is long before any goods are sold. This practice usually strains the cash flow of your business. Instead the inventory (assuming that it is current and will be sold) can be used as collateral for a loan.

Your growing accounts receivable are also assets that may be used as collateral to secure a loan. All of your noncash items that will convert to cash within six months are eligible. This type of short-term borrowing is undertaken to add cash funding to cover slow times. As inventory is liquidated and customers pay their bills, you will be able to retire your loan. Most banks are willing to make short-term loans where there is a reliable likelihood of early payback.

Only Current Accounts Receivables Are Eligible 

Most lenders will require a current aging of your receivables (a chart of what debts are 30, 60, 90 and more than 90 days out) to determine the value of your collateral available to support a loan. Some will verify the credit worthiness of your customers as one of the criteria for the loan limit they are willing to advance. If a big customer becomes a credit problem to you, you are likely to become one to the bank. Train yourself to collect receivables promptly from your customers.

The other issue a lender will consider is the date of your customer invoices. Any charge that is over sixty days old (and assumed to be thirty days past due) will not be eligible as loan collateral. Typically, neither will any other outstanding or future sales to delinquent customers. This policy should be instructional for you since if sixty days have passed without your being paid for goods or services, there is an increased risk you won’t be paid. Banks apply these rules, and you should do so as well. You want the next sale but not if the previous one has yet to be paid for.

Using Other People’s Money (OPM) to Make Money 

A profitable business seeking to grow a larger venture will have a need for cash from outside sources to leverage its concept or skills. In  addition to working with traditional lenders, you can negotiate to partner with your vendors for extended terms of payment, which as mentioned earlier is really another form of receiving a loan. As money comes in that you would typically use to pay a vendor’s bills, you can—with the vendor’s approval—use your capital to continue building inventory in order to increase your future sales. And in turn you can increase your purchases from that vendor as a result of its forbearance.

This strategy works better for a retail or wholesale distribution company whose cash is tied up in short-term investment, that is, in selling products that will be turned back into cash in a reasonable period of time, usually less than sixty to ninety days. Consider the shelf life of your product if you are thinking about asking a vendor for extended terms. Money owed on obsolete inventory is unlikely to be paid.

OPM = Outside Investors 

When the need for capital is for purposes of longer-term investment (such as in equipment or technology development), the source to use may be an outside investor who is willing to put capital at risk for the possibility of high return. Bank loans and lines of credit are, according to their stated terms, obligations that must be retired. Investment in a business, on the other hand, is not guaranteed. Rather, an expectation of payoff may be tied to future profitability or to an exit strategy (such as a public offering or sale of the company). This ability to leverage resources is necessary for any business with an aggressive growth plan. The difference between a business investment and a loan is that the former is at risk and the latter is secured by collateral or a promise to pay regardless of outcome.

Your Bank as a Source of Credit 

Most banks offer a variety of loan products and credit services that you can use to fund your business. In addition to (typically) longer-term secured loans and shorter-term lines of credit, you may also be able to secure a bank-issued credit card that enables you to make small purchases or fund travel and entertainment expenses; you can then choose to pay the bill in full each month or over time. Careful use of such additional capital can  assist your cash flow as well. Remember, however, that the cost of this type of credit is higher than that of most others.

Your Bank May Provide Credit Processing 

Most banks are looking for business customers who will take advantage of various services on which lenders can profit. One such banking service consists of the processing of credit cards (Visa, MasterCard, etc.) that your business accepts. You pay a fee of a few percent on each credit card transaction and the purchase money automatically goes into your bank account. A benefit of using a card processing service provided by your company’s bank is that it may expedite the deposit of your money from sales. The faster you have access to your funds, the easier it is to handle your own expenses. Always ask about turnaround time on transaction deposits when you are inquiring into a bank’s credit card processing rates.

Securing Loans for Working Capital 

The most difficult type of business activity to fund is a project that takes a long time to complete and does not offer advance or progress payments. This might consist of a construction job or a large manufacturing project that does not bill until it is finished. A small company is likely to run into problems trying to fund months of expenditures without receiving any significant cash flow from the client.

A Restaurant’s Life Blood 

The issue of credit card turnaround is critical for many retail operations but particularly for those in the food business. With wages a major weekly or biweekly expense and long-term credit for buying provisions seldom available (because food businesses are often considered high-risk customers), the need for rapid access to cash is of prime consideration for restaurateurs. Some credit-card processors can offer a thirty-six-hour turnaround, which may be worth payment of an extra percentage point. Restaurants often survive by using their cash flow rather than by turning quick profits, so quickly accessing credit card transactions as ready cash is critical. With customers’ frequent use of debit cards, the cash may be available in less than twenty-four hours.

Finding the Missing Piece 

Inside Track 

Linden Electric was a small contractor primarily doing industrial repair and maintenance work. Customers respected the quality and value of Linden’s work and often offered the company larger jobs. Linden Electric had to decline these because it could not afford to purchase any increased materials and pay the ongoing wages of its workers until the job was completed. After a casual conversation with its local bank manager led to a contract loan, the business grew by 30 percent a year for several years. The financing was the missing piece. Remember: Receiving credit is a business necessity. Linden obtained financing when its lender perceived the increased opportunity available from the company’s clientele. From a bank’s point of view, a company that serves a committed customer base is a desirable customer to have.

The answer here may be to finance the entire contract through your bank. There is a Small Business Administration (SBA) program that can serve as a government guarantor for the bank, which would make its loan easier to secure. This type of loan is use-specific (meaning that the use is to fund the material and labor and overhead directly related to the contract used as collateral); it is based on the total value of the contract, and it provides the lender with collateral from any payments received. The lender may require that you have client checks issued jointly to it as well as to your company. As you complete the work, the bank allows you to draw on the credit line to pay your expenses; when you are paid, the funds available are reduced accordingly. Profit-taking may be prohibited until the project is complete, in case of any problems along the way. An unfinished contract is as much a liability as its account receivable is an asset. If your business has underestimated total expenditures, it may cost more to finish the work than there is cash available from the loan.

Arrange to Draw on Progress 

When you have a contract that extends past ninety days, whether for a supply agreement or perhaps for a construction job, you want to be able to draw on the loan commensurate with your progress. Paying debt service on the loan from the outset will add costs you may not be able to postpone paying. Arrange a financing agreement that allows you to make  draws (including profit-taking) in identifiable stages as you complete your work. This way you can meet your obligations as they become due. The final completion of your work will yield a bottom-line profit you can retain.

Selling an Account to a Factor 

In this type of financing arrangement, rather than collecting receivables from each of your customers, the accounts are sold to a third party that then will be paid by the customers themselves. This is known as a “sale of the account,” and it is done without recourse, which means that the risk of nonpayment is absorbed by the third party (known as the “factor”) rather than by your business.

Your customers continue to make purchases from you, but they send their payments to the assigned factor. You are paid a draw when the account is assigned, after which you pay a monthly interest fee based on the amount of open credit. The fee may be as much as twice the current interest rate of the bank but it includes the cost of credit administration. Your factor may decline some of your customers based on their credit ratings, at which point the determination to extend credit to these customers  reverts to you. Many of the larger money center lenders maintain separate divisions that provide factoring services. This type of financing is typically used by the apparel industry. We discuss this method in more detail in Chapter 24.

Know the Collection Policies of Your Factor 

Throughout this book we emphasize that the way you treat your customers, even when they are in collection, reflects directly on your company. For instance, situations arise that may cause a client to skip an invoice or to pay late. If this is a temporary problem, the goal should always be to retain the customer while ensuring that the account is paid in full as soon as possible. Some factors are more sensitive to this issue of customer service than others. You need to know how your factor will treat your customers in the early stages of any collection process. Ask what the factor’s policies are and review their customer correspondence, if possible, to make sure the image of your company is upheld as you would expect. Your factor is one of the public faces of your company.

Factors who circumvent good customer relations in favor of tough collection procedures may damage your business. You want future sales, if not completed ones, with these same customers.

Floor Planning Inventory 

Large banks and commercial financing companies may provide a type of credit based on the financing of your business’s floor inventory. This is most frequently used by the automotive industry and by other big-ticket businesses like furniture and appliances. The inventory is totally financed and secured by the lender, who is paid as it is sold. Your business earns a gross profit on each sale as it is completed. The lender has a completely secured investment in your inventory and may also arrange consumer financing when a product is sold. Banks are often looking to acquire dependable auto loans, for example.
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Obtaining credit is the most common way a business can leverage its assets and smooth the timing of its cash flow. Ask yourself in what ways your company can use credit to achieve this:

[image: e] Do you have assets that can be turned into cash?

[image: e]  Can you earn sufficient return to attract investors?

[image: e]  Have you considered financing long-term contracts to provide  cash flow?

[image: e]  Can you assign your accounts receivables to a factor for  current cash?

[image: e]  Have you developed a relationship with a banker to provide  financial advice and additional loan services as well  as business credit?
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Establish Credibility 

The more savvy you are as a user of credit, the better judge you will be of granting credit to others and of handling the effective collection of your money. Your best protection against unsuccessful collection is to understand how much and what type of credit is needed by a business or consumer and how to follow through with a policy that reflects that knowledge. Not all of your vendors will set terms of credit effectively; learn from their mistakes and from their successes with you. Establishing credit from vendors is a low-cost source of capital that can benefit every company.

In the days before and just after the doors first open, your new business is in need of vendors for various types of goods and services. You not only want to find the best value for your money, you are beginning to need open credit terms as well. This means that your vendor ships to you before receiving any cash, and bills the charge on terms of thirty days to pay. Although new companies should expect to pay in advance for most of their startup costs, eventually you will need vendors to give you terms for payments.

Usually the toughest policies come from businesses that have the least competition. For example, utility companies such as your phone service and energy provider often require a deposit before they will give you any service at all. Smaller suppliers who are hungrier for the sale will be far more flexible. The more established the vendor, the more formalized are their credit practices.

You will want to meet with potential new vendors in person, if possible. Invite the principals or sales representatives to your place of business or, if they are located out of town, travel to visit them. Even if your company is new, you want to show how serious your commitment is to making it a success. Establishing credit with a vendor partly depends on your making routine information available, but subjective factors often play a role, particularly if you are a new venture. Your experience, knowledge, and demeanor can influence a vendor’s decision to offer credit. An astute vendor will be more impressed by your commitment to your venture than by any business hype. After all, even established companies grow by taking risks from time to time.

Dealing with the Big Players 

When you are seeking business credit from national corporations such as American Express, Home Depot, and Staples, you will find that their decisions are often based on the personal credit score of a business owner. You will need to provide your social security number so they can obtain a credit score on you. If your score meets their qualifications (usually a number around 650), you are likely to receive an open account. They may set up the account by starting you with a minimal credit limit to see how you handle it. Paying on time will increase the open-credit line on this type of account, just as it does on personal accounts. You need to know your own credit score and to monitor it on a regular basis. Interestingly, indication of this business line of credit will not show up on your personal credit report even though the latter is its source.

When Your Company Has No Track Record 

There is no way for a potential vendor to gauge how a new business is likely to handle credit. What you need to do is make a pitch to the vendor, much the way you would make one to a bank. Write an abbreviated version of your business plan and present it along with any credit application. Make sure to include some reliable references, such as your banker or perhaps an insurance agent you have worked with over time. If you have already secured good financing, mention that fact (you don’t have to be specific) because it will add to your credibility. In the early stage of your business you are really asking for trust, so the more open and direct you are about your plans, the more supporters you will attract.

Negotiating Terms 

The normal term for business credit is net thirty days, which means the invoice is to be paid thirty days after it is issued. Some companies set the thirty days by the date of merchandise arrival, and most vendors typically follow suit. These terms are open-credit terms, which you may not receive initially.

New suppliers may ask you to pay in advance or by COD (cash or collect on delivery). Begin your negotiations on payment terms immediately. Ask if you can pay fifty percent up front and the balance when the material is delivered. Another option is to pay the balance ten days after delivery or upon completion of any work.

Convey that you want to do business with your vendor but are not willing to pay cash over a long term. Any business that operates without vendor credit will find growth nearly an impossibility. Work with any initial terms for a period of time and then try to secure a better deal until the account is completely open.

When to Ask for More 

Don’t order once or twice on a cash basis and expect that to be sufficient to motivate a new supplier to be more generous with credit. That may take months or even longer. Any changes in credit terms are also dependent on how much you purchase and how often. If you are going to be a frequent customer, it is the continual contact and the flow of payments made on time that will shorten the time span. An occasional large purchase may be more difficult to negotiate since the risk for the vendor is higher. Treat your vendors with the same courtesy you want from your customers, and you may find success.

Working with Consignment 

In a normal credit transaction, once you receive a product or material, you own it, whether you have paid for it or not. You can resell it and do whatever you like with the proceeds, even if the business assumption is that you still have to pay the vendor. Buying on consignment works differently and therefore may offer less risk to your new supplier. In consignment the supplier allows goods to be housed in your location for use or for sale while still retaining a security ownership in those goods.

The vendor will come to your business on a regular basis to check the inventory of its material and to bill you for what has been used or sold, possibly replacing what is gone as well. This arrangement allows  you to have instant access to what you need (without having to wait to place your order and have it delivered) yet not be charged for the material that remains on your floor. Your company can act like a bigger business in terms of inventory without having to pay the costs up front. Any material that has been consumed, however, must be paid for promptly. Consignment can be beneficial for many early-stage companies.

Growing Together 

Inside Track 

The Antique Barn was a small but quite successful store specializing in early American furniture and pottery. The owner rented a small storefront in suburban Pittsburgh. She always made enough money to pay the rent and utilities and to take an austere salary, but she earned little more because she did not have enough space or inventory to grow sales. When a larger space became available a few doors away, she came up with a clever idea, advertising for people who wanted to sell antiques on consignment. Soon not only was the new storefront filled, but other consignors began working in the shop and attracting new customers. This led to a third move to an even bigger location. The policy that made this arrangement work was that all proceeds for consignment goods went directly to their consignors, with only a fee taken out. Funds received for the consignors’ items were never commingled with the store funds. This method enabled each vendor’s space to take on the look of a big store while each consignor paid only a small overhead.

Consignment May Offer Fewer Choices 

Keep in mind, however, that vendors who offer consignment deals are likely to want to determine what and how much inventory you stock. They commit to a certain amount of saleable goods being housed in your company’s location with the hope the quantity will be sold. An outright sale puts money in their pocket, which is their goal. A consignment deal may only be offered for slower-moving products as well as for limited quantities. You also need to know if you will be limited to those product lines you can handle and sell. Consignment often works best when the merchandise is privately owned.

Reasons for Changing Vendors 

Every company changes vendors from time to time, either replacing ones who haven’t served it well or seeking out new sources of products to use or sell. Sometimes, though, the reason an existing business may look for a new vendor is that the old one shut it off for nonpayment. You want to address this potential concern by explaining to a new vendor why you are looking for an alternate or additional source of supply. It is your responsibility to establish yourself as a reliable business partner. Anticipating the questions that may be asked will put you ahead of the game. So let vendors know how you located them and what you expect. Likewise, you should be cautious as a credit grantor when a new business wants to do business with you all of a sudden, particularly if it has not done so in the past. Find out why its previous vendor no longer meets its needs.

The Importance of a Track Record 

New vendors will want to see by your credit report that you have compiled a credit history of some length and without incident. They are interested in how you operate your business during bad times and good.

This demonstration of a track record is something you will establish with a variety of vendors; if your record is erratic, it will eventually leave a trail. You might, then, limit the number of accounts you open in the early days of your business, working hard to maintain a good record of on-time payments and good communication. When a vendor agrees to modify terms, giving you additional time to pay, it won’t count against you since you have negotiated a new deal and are no longer delinquent on your previous terms.

Find out what your vendor considers a past-due account. After allowing for a delay in delivery of goods as well as for the time it takes to mail out an invoice and receive back a check, many businesses regard forty-five days as a reasonable period for payment due. On day forty-five, a nonresponse from you to a bill may generate a notice or a call. This will give you the kind of attention you are trying to avoid. Be sure your payment is in before someone is looking for it. When your vendor can review months of on-time payments, it is sure to make an impression and likely to encourage a more open account or a larger credit limit.

What to Do When Cash Is Tight 

Every company runs into tight periods. Business is soft, customers are very late to pay their accounts, or a major repair is needed that takes much of your available cash. No vendors will be happy to have their payments slowed down because of your financial problems, but they will be more upset if they hear nothing from you.

As soon as you realize that you are not going to be able to meet an obligation, make a phone call. Explain the situation, offer to do what you can, and keep your vendor informed. When the information comes from you early in the payment process, it carries a lot more assurance. Making a partial payment is always better than sending no payment at all. Additional information you can provide is a specific date when you will be mailing a check. You would respond favorably to the same overtures if you were in the position of creditor.

Securing Discounts for Prompt Payment 

When you are in a strong cash position or have taken a deposit for an order and can pay for your material quickly, ask the vendor for an extra discount. The time frame for paying and receiving a discount is usually ten days, and the amount of discount depends on the current interest rate (or sometimes on the vendor’s own need for cash). This type of discount is typically provided at one percent, but you may get more. Ask the credit manager what he is willing to offer. That extra discount adds directly to your profit. If the discount isn’t offered, then pay the invoice according to its normal terms.

When you are paying on a cash basis, you should be asking for a discount as well. Buying on credit costs money (interest to the bank, processing fees, etc.), so if you are required to pay up front for merchandise, either before it is shipped or upon receipt, then some incentive may be expected. You won’t know what is possible unless you ask for it, so let the owner or credit department know that receiving a discount is your expectation. Be prepared to give up any such discount if you are granted the credit you would prefer. In any case, receiving a discount for paying with cash rather than with credit affords a good lesson in the value of money.

[image: t] TEST DRIVE


A business requires credit from a variety of sources to keep cash flow going. How effectively do you handle your credit relationship with your vendors?

[image: e]  Have you taken the time to establish credibility with new  vendors?

[image: e]  Do you work with your vendors to establish open terms  they are comfortable with?

[image: e]  Are you consistent with vendor payments?

[image: e]  Do you communicate when a payment will be late?

[image: e]  Are you taking advantage of discount terms?




Part one
Part two
Part three
Part four
Part five

Chapter 1 How Credit Creates Leverage

Chapter 2 Securing Credit from Vendors

Chapter 3 Providing Credit to Business Customers

Chapter 4 Credit Takes You Global

Chapter 5 Providing Credit to Consumers


The Difference Between Consumer Credit and Business Credit 

Direct credit is granted to a customer more frequently through business-to-business transactions than through business-to-consumer transactions. For one thing, customer purchase amounts in business-to-business transactions are usually larger. Second, because companies buy goods to use for securing future revenue, they use credit as one of their timing devices for managing cash flow. Consumers, by contrast, often use their own debit or credit cards to make purchases or else they finance through third parties. As a result, smaller companies are less likely to manage direct consumer credit.

There are a number of federal regulations that your business must follow in handling credit for consumers. First of all, Equal Credit laws are intended to ensure that no company discriminates on the basis of age, race, marital status, the nature of a person’s income, and a variety of other considerations (discussed in Chapter 5). And when it comes time to collect, you need to adhere to the regulations of the Fair Debt Collection Act, a law that governs how and where you can make contact with someone to collect a debt. Considering these complicated legal controls for consumer credit, might it be easier to provide business credit exclusively?

Not necessarily. Other rules of commerce, such as antitrust laws, make it important to treat companies relatively equally (you cannot arbitrarily disadvantage one company over another based on personal bias). And when it comes to the collection side, a business (unlike a consumer) may be protected by a corporate shell designed to shelter individual owners. You may have a long fight on your hands when you try to collect from a business. Companies that have no intention of paying their bills can often hide their corporate assets as well.

For the above reasons, knowledge of credit regulations is important from the day you open the first account with a new customer, whether another business or a consumer. Any misstep on your part will make the collection process more difficult.

You Can’t Look a Business in the Eye 

Many companies open credit accounts with other businesses without ever meeting the owners in person. The business principals fill out an application, which you check along with available public records to determine whether the information is sufficient and positive enough to give you a level of comfort. The question you must ask yourself is: Are you granting credit to a faceless entity or actually to a person who owns and controls the business? Many smaller, closely held companies reflect the values and intentions of their owner. The account may be established in the name of the company, but business decisions will still be made by individuals. Take the time to get to know the principals of businesses to which you are considering granting credit. You can (and should) check the references of the business, but the reputation of the individual owner in the community is important to know as well. With easy online search capabilities possible these days, you should be able to find out if there is negative information you need to know.

Large and Wealthy Corporations Are Not Always the Best Payers 

Many business owners are enthusiastic when they receive new quotes or purchase orders from a large corporation. It is easy to assume that with corporate cash flow and access to capital, all of your invoices will be paid promptly. Unfortunately, this does not always work. Often you will find the reality is just the opposite.

Some Fortune 100 companies in the U.S. have a policy of paying vendor invoices in sixty or even ninety days, sometimes taking even longer. This goes for all invoices, including yours—unless you receive a special dispensation. The only way to protect yourself is to make contact with the corporate purchasing or disbursement department and receive specific assurance that you will be treated in a different manner. Large companies sometimes manage their cash flow through the temporary use of their customers’ money. Sometimes they use slow paperwork flow as an excuse; other times they offer no explanation than that “this is policy.” If all else fails, add in the cost of delayed payments (by which you are, in effect, furnishing credit) to your selling price. This hindrance to your cash flow has a cost to you that you need to recover.

Using Credit as an Incentive 

“No money down and thirty-six months to pay!” Such offers comprise a strategy you see in the consumer market all the time. This is a policy intended to increase business sales by motivating buyers currently lacking adequate cash to make an immediate purchase. Business vendors use this device as well, referring to it as “dating,” meaning that they date their invoice sixty, ninety, or even 120 days after the shipment of goods. When a business has too much inventory on hand, granting an “incentive in terms” may be an effective way to move the goods to consumers. There are suppliers of seasonal merchandise that ship throughout the year despite knowing that sales will be made only “in season,” which is when they actually are paid.

If your business offers such an incentive plan to customers, consider: Will you really be making solid sales that will turn into expected cash or are you encouraging your customers to take on more debt than they can handle? Don’t make a deal with business vendors unless you are confident it will eventually turn into cash from your customers for your own company. This is why understanding the financial cash flow of your business is important for making wise decisions concerning your customers. Any incentive strategy must work for your customers as well as for your business. Make sure also that your sales force understands that providing such a mutual benefit is an overriding sales objective. An aggressive salesperson might otherwise make a deal where one shouldn’t be made.
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