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Importance of Credit Management
Key concepts, benefits, and practical implications for businesses and individuals

1. What Is Credit Management?

Aspect Definition

Credit The process of granting, monitoring, and collecting credit to ensure that
Management customers pay on time while minimizing risk and cost.
* Credit policy design
» Customer credit assessment
Scope . Crec?it. limits & terrTls
* Invoicing & collection
» Bad?debt handling
* Reporting & analysis
» Sales & marketing teams
* Finance & accounting
Stakeholders * Risk management
* Senior leadership
» Customers/borrowers

2. Why Credit Management Matters

Benefit Explanation

Timely collections keep operating cash available for payroll,
Cash?flow stability y b operating pay

inventory, and investments.

) ) Systematic assessment of creditworthiness limits exposure to
Risk reduction

defaults and bankruptcies.

o Properly set credit terms balance sales growth with cost of
Profitability boost , o -
financing (interest, bad?debt provisions).

Customer relationship Transparent, fair credit terms build trust and encourage repeat
improvement business.
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Benefit Explanation

) Aligns with financial?reporting standards (e.g., IFRS?9, GAAP) and
Regulatory compliance i _
anti?money?laundering rules.

o Credit data feed into forecasting, pricing, and market?entry
Strategic insight o
decisions.

3. Core Components of an Effective Credit Management
System

1. Credit Policy

o Written guidelines covering eligibility, limits, terms, and escalation procedures.
o Reviewed at least annually or when market conditions change.

2. Customer Credit Assessment

o Quantitative tools: Credit scores, financial ratios (e.g., current ratio, debt?to?equity),
payment history.
o Qualitative factors: Industry outlook, management quality, legal environment.

3. Credit Limits & Terms

o Set per customer based on risk rating.
o Define payment due dates, early?payment discounts, and penalties for late payment.

4. Invoicing & Documentation

o Accurate, timely invoices with clear payment instructions.
o Supporting documents (purchase orders, delivery notes) to avoid disputes.

5. Collection Process

o Automated reminders (e?mail, SMS) before and after due dates.
o Structured escalation: friendly reminder ? formal notice ? phone call ? legal action.

6. Monitoring & Reporting
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o Key metrics: Days Sales Outstanding (DSO), aging buckets, collection effectiveness
index (CEI), bad?debt ratio.
o Dashboard visualizations for senior management.

7. Bad?Debt Management

o Provisioning based on historical loss rates.

o Write?off procedures that comply with accounting standards.

4. Financial Metrics Linked to Credit Management

Metric

Days Sales Outstanding
(DSO)

Aging Ratio

Collection Effectiveness
Index (CEI)

**Bad?Debt

Formula Typical Target

(Accounts Receivable + Total Credit Sales) 30-45?days (industry?
x?365 dependent)

% of receivables in each aging bucket (0? <?5?% in >?90?day
30, 31?60, 61?90, >90 days) bucket

(Collected amount + (Opening AR + Credit
. >?80?7%
Sales — Closing AR)) x?100
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