The Entrepreneur’s Guideto Financial Maturity ®
Your Credit and Colledion Palicies and itsimpact on Cash Flow

If you have been in business for several yeas, by now you might have
experienced some cah flow problems. If sufficient sales are being generated,
typicdly the problem would arise when there is a build up in acourns
recevables. Cash flow often dwindles when clients or customers are paying
60 a more days past the due date. Undouliedly, if a high percentage of a
company’s acourts recavables are past due (unpaid for 60 day or longer),
unless your profit margins are extremely high, it will eventualy cannibalize
many of the cmpany’ s financial resources and credae a cah crunch.

One warning sign is when the percent of past due acourts recevables exceals
20.0% of total outstanding recavables. Management must understand the
cause of the company's poa colledions and must take crredive adions,
immediately. If the past due acourts exceals the 30.0% level the company
may have to bring in aprofessonal to develop an adion dan. Most companies
would be strugdling to survive by the time the past due acourts exceels
30.0%.

There can be severa isslies as to why significant amournts of a company’s
acourtsrecavable do nd get paid onatimely basis. For example, if there ae:

¥ Lad of customer diversificaion
o Induwstry Diversification
0 Geographicd Diversificaion
o The company’sclient base
% Customers expedations were nat met
0 Product or service spedficaion shortfall s
o Installationand/or servicing problems
o0 Unsatisfied customers
0 Miszd dealines
Y, Poor communicdions



¥ Poor Credit Policy
0 Providing credit to companies that are poar credit risks
0 Providing credit to companies that have apoa payment history
with vendars
o Failing to monitor customer acmurns recavables balances
0 Failing to addresscolledionissies immediately
% No Credit Policy
¥ Poorly drafted contrads
o Containing ambiguity
0 Containing undefined duies, resporsibiliti es and oMigations of
parties
o Failing to addresscontingencies that arise

Some of those isaues listed abowve relate to the product or service that is being
delivered. Many issuesrelate to relate to credit palicies and daumentation.

Customers might withhdd payments to gain the product or service providers
attention. For example, if operational or servicing isaues are caising acourts
recevables to swell and the isaues are nat appropriately addressed the product
or service provider (vendar) will fail. If the salespeople ae being overzedous
and owrselling the product or service this will cause unmet expedations.
Again thisissue neals to be addressed. These operational and sales isaues are
not the primary focus of this article. The primary focus of this article is the
correlation between a cmpany’s credit and coll edion pdicy and cash flow.

Establishing aCredit Policy:

Whenever a ompany is not being paid in full, in cash, at the time aproduct or
service is provided, that company is extending credit. Althowh there ae
numerous companies that provide a product or service that collea at the
delivery of the product or service today's ciety has bemme less dependent
on cash and more dependent on credit, cheds or other methods of payments.
A venda has veral optionsincluding:

¥, Accepting cash, money orders or COD

¥ Requiring a deposit or retainer prior to commencing work, ordering

materials or shipping a product



¥ Accepting cheds — with verificaion

¥ Accepting chedks —withou verificaion

¥ Accepting various credit cards

¥ Requiring automatic periodic payments by Eledronic Funds Transfer
or Credit Card

¥ Requiring progresspayments

% Billi ng terms— dscounts for ealy payments

¥ Billi ng terms — interest on late payments

% Curtailing additional work onclient until past due payments are deaed
up

¥, Exeauting contrads with appropriate provisions to cover a wide aray
of situations that may or may not occur

Obviously, before establishing a aedit pdicy, a venda must understand the
risks and their tolerance to risk, the impadions of taking too much risk or
having too stringent, too lax or no credit pdicy. A relatively small company
that does not have significant amourts of cash o capita often can na afford
the same aedit pdicy as its better capitalized competitors. Slow payment or
nonpayment by a small number of medium sized acourts can cause asmall
venda to go under. Whereas, the same number of slow payers or nonpaying
customers probably will nat have asignificant impad on the larger, better
cgpitalized vendar. Simple steps such as curtaili ng additional work ona dient
until past due payments are deaed up are often nd even considered, dten
resulting in larger losses.

Understanding the competitors credit padlicies are important. However, their
palicies can nd be aapted bindy, withou the gpropriate dient-by-client due
diligence It isdoubiful that a seasoned competitor will accept every client that
applies, neither shoud you. Failing to match a competitor’s credit terms may
put a company at a ompetiti ve disadvantage, bu it does not necessarily mean
alost sale. Often it isadifferentiator not necessarily aded kill er. The vendar
must differentiate its product or service (from its competitors) and develop
other incentives 0 that the austomer purchases from them.

It is important to recgnize the implications of having clients that do nd pay.
If a venda has an average profit margin of 20% and a astomer that owes
$1,000 des nat pay, it means that the vendar must sell at least $5,000 @
products to recover from the loss



It is important to understand if a company ladks customer diversificaion and
has more than 50% of its revenues generated from a few clients, that company
can easily get themselves in a situation where 20% or more of its acounts
recevables are past due. Similarly, when avenda attempts to acquire a dient
that is considerably larger then its average size dient; there can be asignificant
financial risk.

Vendars often try to aaquire “trophy” clients, such as clients that have agrea
induwstry reputation a cdebrity status clients that can enhance avenda’s
reputation a increase the vendars profile within a market niche. Often an
entrepreneur is blinded by the upside, withou understanding the downside of
these transadions. Often larger clients or trophy clients will require significant
discounts. What if they beaome aslow payer or worse? There ae cetain
trophy clients that take the position, “you want to get paid, sue me.”

If margins are thin, will the venda be ale to raise funds saured by the
recevable or will the venda be ale to fador the recavable and still make
money? Many of the larger companies have billi ng cycles, if a venda misses
a hilling cycle it could be dose to 60 days before the vendar gets paid. The
ladk of cash flow from a mgor client could creade maor cash flow problems,
espedally with alarge the initial order. The venda must make sure its capital
base and/or financing isin placebefore acceting the order.

Anyone involved with colledions can agree that, urlike fine wine, acours
recevable deteriorate with age. The longer it takes to colled, the lesslikely it
will be olleded (unless you have sufficient collateral). Most acourts
recevable that are 90 days overdue caina be financed o aternatively are
financed ar sold at a steg dscount. Thereis a greaer likelihoodyou will nat
recover 100 cents on the ddlar if the acourts recavable isn’'t paid within 9C
days after it isdue.

Small businesses and undrcapitalized vendas dodd proted themselves
against generating sales, espedaly large sales that have agood pdentia of
remaining unpaid for 60 days.

Anticipated Impact on the Vendor’s Revenues and Cash Flows:

Credit palicies sroud be reviewed and modified onaperiodic basis. Clealy, a
credit policy that was established duing an econamic boan will not
necessarily be gpropriate during ecnamic slowdowns.




. A credit padlicy that was established when a cwmpany was snall and could
not absorb certain risks from slow payers might be aljusted to refled its
growth, stabilit y and willi ngnessto assume increase risks.

A company’s credit poicy must be consistent with its target market. |If
someone is trying to attrad start-up companies as clients, avendar shoud have
a policy consistent with making it easy for start ups to do business with the
venda. For example, if the venda prints business cards, incorporates
businesses or provides other products or services, it shoud accept credit cards.
If the venda provides high priced services, accepting credit cards might not be
an appropriate policy, acceting deposits or retainers might be more
appropriate.

Financial Due Dili gence

Before you extend credit to a austomer, or potential customer, the dedsion
shoud be based onthe best information available. At a minimum a vendar
shoud oltain copies of credit reports and oliain credit references. Depending
uponthe size of the order, oltaining the austomer’s financial statements might
be prudent. Banks and aher financial institutions ask for financial statements
prior to extending credit, it is appropriate for many vendarsto dothe same.

Contracts:

If complex products or services are being sold, it would probably be more
appropriate to enter into a cntrad that details the terms, condtions and
payments due and their due dates. A venda might want to stipulate its rights
to dscontinue working on the projed in the erent of late payments, defaults
etc. For provisionsto beincluded in a mntrad consult an attorney.
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