I. Chapter 28: Credit Management
A. Terms of sale
1. “[discount]/[early payment days] net [due days]”

2. Credit periods

a) Differ from industry to industry

b) Must consider probability that customer won’t pay

c) Must consider size of the account

d) Must consider extent to which goods are perishable

3. Cash discounts

a) Speed up collection of account

b) Granting credit may generate higher sales and change the cost structure

4. Credit instruments

a) Open account

(1) Only instrument is the invoice

b) Promissory note

(1) Have to sign IOU to get goods

c) Commercial draft

(1) IOU signed *before* goods are delivered

d) Banker’s acceptance

(1) Banker acts as intermediary

(2) Pays for goods and collects on behalf of customer

(3) Acceptance itself is a liquid instrument

e) Conditional sales contract

(1) Seller owns goods until they’re all paid for, even if the buyer physically possesses them
B. Risk & information

1. If refuse credit

a) NCF = P0Q0-C0Q0 
(1) NCF = Net Cash Flow

(2) P = price

(3) Q = quantity

(4) C = cost

b) NPV = NCF

2. If offer credit

a) 
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(1) h = probability customer will pay

(2) 
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= Funds received one period hence

(3) 
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= Cost of granting credit

(4) rB = required rate of return

(5) Choose whichever has better NPV

C. Optimal credit policy

1. Optimal point

a) (incremental cash flows from increased sales) = (carrying costs from increase in A/R)

(1) Carrying costs = costs associated with investing in A/R

(a) Delay in receiving cash

(b) Loss in bad debt

(c) Costs of managing credit

(d) Minimize carrying costs by granting less credit

(2) Opportunity costs = lost sales from refusing to offer credit

(a) Minimize opportunity costs by granting more credit

2. Total-Credit-Cost-Curve

a) Sum of carrying costs + opportunity costs of accredit policy

b) Find the minimum!

c) Just like optimal capital structure curve

(1) Taxes

(2) Monopoly power

(3) Cost of bankruptcy

(4) Agency costs

(5) All these are important

3. Extend credit if it creates comparative advantage

a) If you have a cost advantage over other lenders, extend credit

b) If you have monopoly power, extend credit

c) If it’s hard to figure out the quality of the product, extend credit

d) If you have excess capacity, extend credit

e) If you have low variable operating costs, extend credit

f) If you have a high tax bracket, extend credit (to create losses!)

g) If you have lots of repeat customers, extend credit

D.  Credit analysis

1. Use information

a) Financial statements

b) Credit reports

c) Payment histories

d) Info from banks

e) The 5 Cs

(1) Character

(2) Capacity

(3) Capital

(4) Collateral

(5) Conditions

f) Credit scores

E. Collection policy

1. Average collection period (ACP)

a) ACP = ∑(percentage of collectibles)(days past due)
b) Also called “days’ sales outstanding” or “days in receivables”

2. Average daily sales (ADS)

a) ACP not practical in real world, because everybody pays on a different day, could be day 26, could be day 31, could be day 8 – too many days

b) ACP = 
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c) But if you have seasonal sales, your ACP may change over the course of the year

(1) So compare one period’s ACP to same period last year

3. Aging schedule

a) Tabulates receivables by age of account

b) Like an actuarial table

c) Describes probability that an account unpaid for n days will be unpaid at n+1 days

4. Factoring

a) Sell A/R to a financial institution

b) Factor buys receivables at discount

c) Debtor now owes all money to factor

d) Terms are set by firm, factor

F. Financing trade credit

1. How do you finance your A/R?

2. Secured debt

a) Use A/R as your collateral for a loan

b) Most common way of financing A/R

3. Captive finance company

a) Like GMAC

b) Large firms with good credit ratings use this

c) Subsidiary with limited liability handles all credit

d) Creditors of subsidiary have a claim on its assets and thus the receivables of the parent

e) Offers economies of scale

4. Securitization

a) Sell A/R to financial institution

b) Financial institution issues securities based on these recievables
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