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Abstract 
Effective credit management is an invaluable factor or tool for efficient management 
of developed economies in the West. This tool, if effectively utilised in developing 
economies also holds a lot of potentials for improving the ailing economies of 
countries of the third world of which Nigeria is chief. It is in this direction that this 
study puts forward a general overview of what credit management entails and how 
its effective application can improve the management of business enterprise. In 
achieving this objective, heavy reliance is placed on secondary data extracted from 
accounting texts, journals and magazines. The study concluded that countries of 
the third world are not positively disposed to using credit management as an effective 
tool for managing business enterprises. 

Introduction 
It is not all business transactions that involve credit. If for instance, goods are produced to the 

customer's specification or substantial delivery costs are incurred, then, it will be sensible to ask for cash 
before delivery (CBD). If goods are also supplied to a wide variety of irregular customers, you may require 
cash on delivery (COD). So also, if the firm's product is expensive as in the construction industry, a formal 
sales' contract will be signed and in most cases, such contracts provide for progressive payments as work 
is carried out. 

Ramamourthy (1976) observes that trade credit is the most prominent force of the modern business. 
It is considered as an essential marketing tool; acting as a bridge for the movement of goods through 
production and distribution stages to consumers in the final analysis. A firm grants trade credit to protect 
its sales from the competitors and to attract the potential customers to buy its products at favourable terms. 
When the firm sells its products or services and does not receive cash for it immediately, the firm is said to 
have granted trade credit to customers. Trade credit, thus, creates receivables or book debts, which the firm is 
expected to collect in the near future. 

Credit management is therefore concerned with the efficient management of accounts receivables 
to achieve an optimum level of debtors in the firm's working capital investment Olowe (1998). The optimum 
level of debtors represents a balance between two factors: 

* Increased sales and increased profits associated with extending credit sales. 
* Interest and administrative cost of carrying debtors' costs of bad debt. 

The above mentioned factors will enable management to determine the profitability of a credit policy. 
In the formulation of a policy for optimum level of debtors by the management of a company, the following 
should be considered:- 
• Establishment of a credit policy in relation to normal credit periods and overall credit control. 
• Establishment of a policy on individual credit limits. 
• Debt collection management. 

Brealey and Myers (1991) equally noted that credit management involves five main steps: 
i. Determination of the terms on which the firm proposes to sell goods. How long it will take 

the customers to pay their bills? Are you prepared to offer a cash discount for prompt  
payments? 

ii. Decision as to the evidence required for the indebtedness i.e. whether to ask the customer to 
sign a receipt or to insist on some more formal evidence of credit sales, iii.         Consideration of the 

customers that are likely to pay their bills. What constitutes the basis for 
the consideration, whether to judge from the customers'  past records or past financial 
statements or whether to rely on bank references? 

 

Decision on how much credit that the firm is prepared to extend to each customer. An 



assessment of playing safe by turning down any doubtful prospects or an acceptance of the 
risk of a few bad debts as part of the cost of building up a large regular customer, 
v. An assessment of the procedure for collecting the money when it becomes due, keeping track 

of payments and what to do with regular payers. 

Having given this elaborate background, it is important to state that the sole objective of this paper is to show 
how effective credit management in developing economies of which Nigeria is one can assist in building vibrant 
business enterprises in Nigeria. 

Towards achieving this objective, the study adopts the descriptive method of analysis whereby the 
data for the study were largely extracted from secondary sources and personal observations, and also from 
relevant texts, published financial statements and other related scholarly articles. 

Literature Review 
Wood and Sangster (1999) observed that any organization which sells goods on credit should keep a close 

check to ensure that debtors pay their accounts on time. If this is not done properly, the amount of debtors can grow 
to an amount that will make the business short of cash. According to them, trade credit is the most prominent force 
of the modern business. It is considered as an essential marketing tool; acting as a bridge for the movement of goods 
through production and distribution stages and finally to the consumers. 

Ramamoorthy (1976) identifies three characteristics in book debts or receivables arising out of credit 
transactions. 

• An element of risk which must be carefully analysed; 
• It is based on economic value, this economic value in the goods or services passes to the 

buyer immediately at the time of sale, while the seller expects an equivalent value to be 
received later on; 

• It implies futurity, i.e. the payment for the transaction shall be made in the future. 

The customers from whom these book debts have to be collected in future are called trade debtors and 
represent the firm's claim or asset. 

Establishing Optimum Credit Policy 
The amount of firm's investment in accounts receivables is a function of volume of credit sales and the 

collection period and this investment in receivables may be expressed in terms of costs instead of sales value. The 
volume of credit sales is a function of the firm's total sales and the percentage of credit sales to total sales (Pandey, 
1952). 

Total sales depend on market size, firm's market share, product quality, intensity of competition, 
economic conditions etc. The financial manager hardly has any control over these variables. There is however, 
one way by which the financial manager can affect the volume of credit sales and collection period and 
consequently, the investment in accounts receivable. That is through the changes in credit policy. The firm's credit 
policy is used to refer to the combination of three decision variables. 

1. Credit standards. 
2. Credit terms. 
3. Collection efforts on which the financial manager has influence. 

Credit standards are requisite to decide the types of customers to whom goods could be sold on credit 
(Beckman and Foster, 1969). If a firm has more slow-paying customers, its investment in accounts receivables will 
increase. The firm will also be exposed to higher risk of default. Credit terms specify the duration of credit and 
terms of payment by customers. Investment in accounts receivables will be high if customers are allowed 
extended time period for making payments. Collection efforts on the other hand, determine the actual collection 
period. The lower the collection period, the lower the investment in accounts receivables and vice versa. 

 

A firm may follow a lenient or a stringent credit policy. Any firm following a lenient credit policy tends to 
sell on credit to customers on very liberal terms and standards; credits are granted for longer periods even to those 
customers whose creditworthiness is not fully known or whose financial position is doubtful. In contrast, a firm 
following a stringent credit policy sells on credit on a highly selective basis only to those customers who have 
proven creditworthiness and who are financially strong. 

Solomon and Pringle (1977) have observed that firms use credit policy as a marketing tool for expanding 



sales. In a declining market, it may be used to maintain the market share. They noted further that credit policy 
helps to retain old customers and create new customers by weaning them away from competitors. In growing 
market, credit policy is used to increase the firm's market share. They concluded that a firm may loosen its credit 
policy to maintain sales or to minimize erosion of sales under a highly competitive situation or recessionary 
economic conditions. 

Cole (1987) observed that firms in practice do not follow a very loose credit policy just to maximize sales 
because sales do not expand without costs. He then advised every firm to evaluate its credit policy in terms of both 
return and costs of additional sales. Firms should be mindful that additional sales should add to the firm's 
operating profit. The three types of cost involved are:- 

1. Production and selling costs. 
2. Administration costs. 
3. Bad-debt losses. 

For instance, the difference between incremental sales revenue (A SALES) and the incremental 
production and selling costs (A COST) is the incremental contribution (A CONT) of  
the change in the credit policy. There are also two types of administration costs, credit investigation and 
supervision costs; and collection costs. Bad debt loss is a product of credit sales and this arises when the firm is 
unable to collect its accounts receivables. The firm therefore avoids or minimizes bad-debt losses by adopting a very 
light credit policy. 

Fig. 1: Costs of Credit Policy 

 
Tight <— credit policy^-l 

The above diagram shows the situations when a firm moves from tight to loose credit policy. The 
opportunity cost declines (that is, the firm recaptures list sales and thus loss contribution), but the credit 
administration costs and bad-debt losses increase (that is, more accounts have to be handled which also include 
'bad' accounts which ultimately fail to pay). It therefore becomes pertinent for a firm's credit policy to be 
determined by the trade off between opportunity cost and credit administration costs and bad debt losses. In 
the diagram, the trade-off occurs at point A where the total of opportunity costs of loss contribution and credit 
administration costs and bad-debt losses are minimum (Solomon and Pingle, 1977). 

 

Credit Standards 
Credit standards are the criteria which a firm follows in selecting customers for the purpose of credit 

extension. The firm may have very tight credit standards; that is, it may sell mostly on cash basis, and may extend 
credit only to the cost reliable and financially strong customers. Such standards will result in no bad-debt losses, and 
less cost of credit administration. But the firm may not be able to expand sales. The profit sacrificed on lost sales may 
be more than the costs saved by the firm. On the contrary, if credit standards are loose, the firm may have larger sales. 
But the firm will have to carry larger receivables. The costs of administering credit and bad-debt losses will also 
increase. Thus, the choice of optimum credit standards involves a trade-off between incremental return and 
incremental costs. 

Credit standards influence the quality of the firm's customers (Mehra, 1974 and Alman, 1968). There are 
two aspects of the quality of customers: (i) the time taken by customers to repay credit obligation and (ii) the 



default rate. The average collection period (ACP) determines the speed of payment by customers. It measures the 
number of days for which a credit sales remains outstanding. The longer the average collection period, the higher 
the firm's investment in accounts receivables. Default rate can be measured in terms of bad-debt losses ratio-pro 
portion of uncollected receivables. Bad-debt losses ratio indicates default risk. Default risk is the likelihood that a 
customer will fail to repay the credit obligation. On the basis of past practice and experience, the financial or 
credit manager should be able to form a reasonable judgement regarding the chances of default. According to 
Waite (1989), to estimate the probability of default, the financial or credit manager should consider three C's: (a) 
character, (b) capacity, and (c) condition. 

Character refers to the customer's willingness to pay. The financial or credit manager should judge whether 
the customers will make honest efforts to honour their credit obligations. The moral factor is of considerable 
importance in credit evaluation in practice. 

Capacity refers to the customer's ability to pay. Ability to pay can be judged by assessing the customer's 
capita! and assets, which he may offer as security. Capital is evaluated by the financial position of the firm as 
indicated by analysis of ratios and trends in firm's cash and working capital position. The financial or credit 
manager should determine the real worth of assets offered as collateral (security). 

Condition refers to prevailing economic and other conditions, which may affect the customers' 
ability to pay. The adverse economic conditions can affect the ability of a willing customer to pay. An 
experienced financial or credit manager will be able to judge the extent and genuineness to which the customer's 
ability to pay is affected by the economic conditions. 

Credit Terms 
The stipulations under which the firm sells on credit to customers are called credit terms. These 

stipulations include: (a) the credit period, and (b) the cash discount. 
Credit Period: The length of time for which credit is extending to customers is called the credit period. It 

is generally stated in terms of a net date. For example, if the firm's credit terms are "net 35", it is expected that 
customers will repay credit obligation not later than 35 days. A firm's credit period may be governed by the 
industry's norms. However, depending on its objective, the firm can lengthen the credit period. On the other hand, 
the firm may tighten its credit period if customers are defaulting too frequently and bad-debt losses are building up. 

Credit Analysis 
Firms are not allowed to discriminate between customers by charging them different prices and also 

different credit terms. However, it is possible to offer different terms of sale to different classes of buyer for 
instance, there can be volume discounts, or discounts to customers willing to accept long-term purchase contracts. 
But as a rule, if there is any customer with a doubtful standing, a firm should keep to its regular terms of sale for 
that customer class. Firms therefore protect themselves by restricting the volume of goods that the customer may 
buy on credit (Bierman and Hausman, 1970). 

There is a number of ways by which firm can find out whether customers are likely to pay their debts. The 
most obvious indication is whether they have paid promptly in the past. Prompt payment is generally a good 
omen; but a firm should beware of the customers that established a high 
 

credit limit on the basis of a series of small payments and then disappear, leaving the firm with a large unpaid bill. 
When dealing with a new customer, a firm can probably check with a credit agency. 

Credit agencies usually report the experience that other firms have had with their customer. This 
information can also be got by contacting the firms directly or through a credit bureau. 

Firm's bank can also make a credit check. It will contact the customer's bank and ask for information on the 
customer's average bank balance, access to bank credit and general reputation. 

Discussions of Findings 
Receivables constitute a substantial portion of current assets of several firms. A perusal of the financial 

statements of many firms in Nigeria will reveal, trade debtors, after inventories, as the major components of current 
assets. Granting credit and creating debtors amount to the blocking of the firm's funds. The period between the 
date of sale and the date of payment has to be financed out of working capital. This necessitates the firm to get 
funds from banks or other sources. Thus, trade debtors represent investment and a substantial part of the firms' 
resources are tied-up in trade debtors hence, credit sales need a careful analysis and proper management. 

We can assume that a firm had taken the first three steps toward an effective credit operation; that is, a firm 
has decided its terms of sale; decided whether Jo sell on open account or to ask the customers to sign a formal 
document for credit sales, which is a procedure for establishing the probability that each customer will pay up 



has been established; and the next step is to work out which of those customers to offer credit. One of the reasons 
that encourage the firms to offer credit today is that firms may get themselves a regular customer who will likely 
patronize them again. 

If a particular customer, who has requested for a credit is not likely to come again; in other words, no 
possibility of repeat orders, the decision can be to refuse credit. In this wise, a firm will make neither a profit nor 
loss. 

The alternative to this is to offer credit. Under this circumstance, we can assume that the probability that 
the customer will pay up is P. If the customer does pay, additional revenues are received (REV) and also additional 
costs are incurred, the net gain would then be the present value of (REV-COST). Unfortunately, payment by the 
customer is not certain; there is probability of (1-p) of default. Default is a situation nothing is received and additional 
costs are incurred. The expected profit from the two courses of action is therefore as follows: 
Action Expected Profit 
Refuse credit 
Grant credit 

0 PPV (REV-COST) - (1-P) PV (COST) 

It is profitable to grant credit if the expected profit from granting of credit is greater that the expected profit 
from refusing. 

Frank and Torous (1989) pointed out that, the credit manager faces clear-cut choices, and in these 
circumstances, it may be possible to estimate fairly precisely the consequences of a more liberal or a more stringent 
credit policy. They however agreed that, the real life situations are generally far more complex than this. Customers 
cannot be permanently categorized as being good or bad. Some customers may delay payment, eventually pay even 
though it costs more to do this and a few months interest may be lost. This may also cost for an evaluation of risk. 
Like almost all financial decisions, credit allocation involves some basic features: 

Maximise Profit: A credit manager's function is not to reduce the number of bad accounts but to maximize 
the expected profit. Therefore, a competent credit manager should recognize that he is concerned with a trade-off. 
There are always two extreme situations namely, the best is that the customers pay promptly and the worst is 
default. In the first situation, the firm receives the full additional revenues from the sale less the additional costs 
and the other is to receive nothing. Therefore, a credit manager should always weigh the chances of these 
alternative outcomes. If the margin is high, a liberal credit policy is justified and if it is low the firm risks a situation 
of many bad 
debts. 

Concentrate on the Dangerous Accounts: The same amount of effort should not be expended on analyzing all credit 
applications. If an application is small or clear-cut, the decision on it should be laraely routine. However, if the 
application is large or doubtful, it is advisable that a firm should move straight to a detailed credit appraisal (Warner, 
1977). The standard procedure by most credit managers is that they do not make credit decisions on an 
order-by-order basis; rather, they set a credit limit for each customer and they instruct the sales representative to 
refer the order for approval only if the customer exceeds the limit. 

Look Beyond the Immediate Order; The credit decision is a dynamic problem, and that credit manager 
cannot look only at the immediate future. In some cases, it may be worth accepting a relatively poor risk as long 
as there is a likelihood that the customer will grow into a regular and reliable buyer. It is therefore necessary for 
new businesses to prepare to incur more bad debts than established businesses as this pan of the cost of building up 
a good customers' list. 

Collection Policy 
In order to induce customers to pay before the final date, it is common to offer a cash discount for prompt 

settlement. For instance, a firm may require payment within 30 days but offer a 5 percent discount to consumers who 
pay within 10 days. Technically, these terms are referred to as 5/10 net 30. If a firm sells goods on terms of 2/30, net 
60, the interpretation of this is that the customers receive a 2 percent discount for payment within 30 days and must 
pay in full within 60 days. 

Cash discounts are often given to encourage early settlement. For instance, if a customer buys on terms of 
5/10, net 30, he may decide to forgo the cash discount and pay on the thirtieth day. This means that the customer 
obtains an extra 20 days' credit but pays about 5 percent more for the goods; this option then translates to an 
equivalent of borrowing money at a rate of 155 percent per annum. In any case, any firm which delays payment 
beyond the due date gains a cheaper loan but damages its reputation for credit worthiness. 

It is always an expectation that all customers would pay their bills by the due date. However, this is not 
always so. The credit manager should keep a record of payment experiences with each customer. The credit 



manager should note the record of those who would take advantage of the discount and those will always pay at 
the last date. 

However, when a customer is in arrears, the usual procedure is to send a statement of account and also to 
follow this at intervals with increasingly insistent letters, telephone calls, or e-mail messages. If any of these has 
no effect, most companies turn the debt over to a collection agency or solicitor. However, any customer who is unable 
to pay his debt may seek a relief by petitioning for bankruptcy (treatment of bankruptcy is outside this paper). The big 
firms have some advantages in managing their credits because they can afford to have a division for debt collection 
which is a specialized business that calls for experience and judgement. These firms with this division have the 
advantage of pooling information on the credit worthiness of their customers and potential economies of scale in 
recording keeping, billing especially if the process can be computerized. However, any small firm which is unable 
to hire or train a specialized credit manager should be able to obtain some of these economies by referring part of the 
job out to debt-collectors or agents. 

Recommendations 
1. Credit sales should be considered only if the expected profit from this is greater than expected 

profit from refusing. 
2. Credit sales should be seen as a protection of sales from the competitors and should attract  

potential customers. 
3. Credit sales should be made to those who are willing to pay; i.e. the moral factor is very crucial. 
4. The resources (capital and assets) of the buyer should be properly assessed so as to determine the 

capacity to pay. 
5. The prevailing economic situation should be scientifically analysed before embarking on credit 

sales. 
6. Cash discounts should be introduced and encouraged prompt payment. 
7. Restriction should be placed on the volume of goods that the customer can buy on credit. 
8*   Information about the credit customers should be obtained from credit agencies as to their integrity and 

reputation. 
9. A monitoring unit should be established for the company that sells on credit. 
10. Customers that are in arrears should be sent with statement of accounts and this should be 

followed by insistent letters, telephone calls and e-mail messages. 

 Conclusion 
 The human factor in the Nigerian society is a crucial element in the effectiveness of the tool of credit management 
to business enterprises. While in the advanced countries, the tool is very effective because of their systemic 
institutional framework, which allows for trust and reliability, the Nigerian system is not so structured. In contrast, 
the Nigerian environment, which ought to induce the effectiveness of the tool, is fraught with uncertainty and 
instability. The overall effect of these diminishes the effectiveness of credit management as a tool for accelerating 
the growth of business enterprises in Nigeria. 
 It is therefore recommended that more than other thing, the political, cultural and economic environment should be 
sanitised and made congenial for entrepreneurial growth; otherwise, this present endeavour will be an exercise in 
futility and probably the current efforts by the federal government to fight corruption will improve the business 
climate. 
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