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ABSTRACT

Cashflow has become a common problem among eatreprs and corporates today. It becomes a matter
of risk management when the risk factor here nitheebring cashflow problems and bad debts for the
business or great returns. This paper is about giagaredit risk among entrepreneurs. When busasess
give credit facilities to their customers, they amgesting in account receivables. It is vital take
measures in controlling one’s debts by exercisiisgretion in selecting the types of customerswasts

to extend credit facilities to. This can be doneotigh credit analysis and credit scoring systeifise
credit analysis is known as the five “C’s of @ité The five C's here refer to criteria such abaracter,
capacity, capital, collateral and condition plusetidditional “C”, the “common sense”, referring tine

use of discretionThis paper also covers on credit scoring systd#ras uses computers softwares to
process credit facility applications from customeEntrepreneurs need to recognize and differentiate
between good and “bad” customdBasically, this paper is on how to choose the righistomers to give
credit facilities toby filtering out potential defaulters among custosrend adopt a not too stringent or too
a credit liberal policy.

INTRODUCTION

It is of no secret that cash flow problems candrgrolled with proper management of one's debis.tthe
norm in business to sell something on credit big &nother thing to get your customers to pay ftgr a
sales. But if you were to insist on C.O.D. (cashlelivery), chances are you will never realize yaciual
potential in sales. Though "cash n carry" sales faund all over, at the end of the day, many
"big"customers who are good paymasters look faaléd suppliers who can give them reasonable credit
terms and facilities to meet their overwhelming den's.

Account receivable refers to a set of outstandicgpants that have not been paid up as of a cedtm
which could be due to either friendly credit teronsdue to poor management of credit customersuesdtso
in the case of long overdue accounts.

In credit management, we highlight the importan€diltering out of potential hazards through catef
credit analysis and credit scoring systems. If waunt to manage your account receivables, thisaditht
step you have to take in controlling your debtse®@as to exercise one's discretion in selectiagythes
of customers one wants to extend credit facilities

The dilemma here is whether to have an extremalht stedit policy which would end up in you rezitig

only 40% of your actual potential sales or intrddgca lenient credit policy that would result irh&ving
almost 100% of your potential sales but in actyalj end up having more than 40% of your debts
becoming bad debts expense. Having said thatpepaccount receivable management would advocate
the optimum level of achieving increase in saleswétrds realizing one's actual potential in sales
performance in the long run) and at the same timiajmising bad debts expense to some 0.5% level.
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Having bad debts may be inevitable if one wantskthsiness to flourish but there should be a certain
amount of control on it.

In the first part, the usage of credit analysisaagardstick to approve credit facility applicasofrom
customers will be used. In the second part, themdgnce on computerised credit scoring systemske m
effective judgements and decisions shall be andlyse

CREDIT ANALYSIS

Credit analysis is commonly known as the 5 C'€w&fdit. The five C's here refer tharacter, capacity,
capital, collateral and conditionsMishler and Cole had added one more "C" here which refers to
common sense

Character here refers to the character of debtor or borrowimigpany, on whether the borrower has the
right moral standing to repay his obligations. Elenwe can discern certain things from the follayin
areas such as who the main directors of the compexywhat their qualifications are and the expees

of the key players or decision makers, integriiysiness expertise, business style and commitment.
Vision, management objective and company's busisategies, the manner in which debtor repays his
financial obligations and commitments are indicatdk promise breaker even for initial appointmenys
salesmen may say something about whether a cusimanepay when it is due. Credit interview and
reference checks also provide insight into trueatter

Capacity refersto aspects such as customer's ability to genenatisfenough for obligations, measured by
payment records from credit references, cash flras client's company projects, income statement,
client's income or individual's salary slip,Boradg current account and fixed deposit balanceseand
Salesmen's report on how efficiently a client rimsiness, the client's financial report or repants
cashflow management, financial plan indicate theidlity level of the client and the company. Literaa
good-housekeeping reflects a concerned managemdnthg looking at the quality and maintenance of
manufacturing plants & equipments, upkeep of boddi & premises, general level of manufacturing
activities, how well the front office is run giues an idea on how committed the business owner is i
maintaining his business and probably his supplessvell.

Capital input by business owners or shareholders is imporiwhereby ascertaining a customer's sound
financial background is necessary before extendigdit facilities to them. This is in the event thebtor
has the misfortune of encountering business faluneis has cashflow problems, there are assete mad
available to be liquidated to service the debts.

Some of the important measures would be to reviemsoertain the financial strength of a custonzesed
on past, present and future data ( what was thmlimutlay or paid up capital), what is the capit
structure, whether it consist of debt issues aiitgestocks, what is their present net working tapi the
liquidity level, what about the capital contributedthe form of fixed assets, the tangible nettivaf a
debtor's debts, run ratio analysis of client's tmesent financial statements, review salesmemsrt on
where the capital is spent on inventory stock lewlat is the condition or marketability of custotegaw
materials and finished goods inventory before editegncredit facilities.

The following areas of extending credit facilitiesquire some formcollateral and one has to secure
lending by holding assets as collaterals in cas®abt over a client's capacity to repay and jf set some
criterion for loans and collaterals that are acalelgt and would provide incremental protection. &ebal
should not be treated as a substitute as paynmesteéad, it should be used as the last resort bt de
collection procedures. By having the debtor's asset collateral, it places the lender in a stronger
negotiating position. However, there are a cougléssues one has to bear in mind when considering

! Mishler and Cole in “Consumer and Business Crddihagement”
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assets as a collateral. Issues like how much df@otioes one have over another's asset, the radbikit
of assets in the event of liquidation and solventlyge market value vis-a’-vis value of debt atite
stability of the assigned collateral. Margin creaitount should not exceed the value of collatérathere
are changes in future value i.e. an increase. AmatBpect to consider is does the lender haveawemto
immediately takeover of the asset? Merely secutiiegright to it is not good enough. If the secuasdet
is critical to client's business operation, chararesthe client will pay up if he needs tifem

Conditions refers to the events and changes in the environnbethh macro and micro environmental
forces effecting the following aspects such aspheicular industry that the business is operaimghe
current economy's effect on the business and eBfomers, the supply & demand of their products and
services, the economic cycle affecting the spedifitistry, seasonal demands, layoffs of employ ey,

of the employees, obsolete work skills of empleyaad employees' lack of education and its impact o
the business and the competitive environment itaipe in.

The above are conditions that affect the abilitycl@nt in maintaining income in good times aradb
times. In the event of economic slowdown and ewssds, the business has to look into the welfatieef
employees before downsizing (if that seems tchbebest option) and the compensation packagethbnt t
are willing to pay to their employees while theg aervicing their debts.

The 5 C's are crucial areas to look into whenever evaluates application for credit facilities fran
organisation. At the end of the day, it still pagggo by hindsight. If one feels something is right, then
maybe, further information is needed. Until thesych applications for credit facilities should meyte
kept aside.

Common sensaneans exercising good judgement and cultivatingple observation skills which require
human skills. Calculation of credit scoring systefmslp in shortlisting a selection of customergxtend
credit facilities to. Usage of computers to geresdatistical results has been proven useful amtksting
mass credit applications i.e. car and housing &gplications.

CONSUMER CREDIT —-SCORING MODEL

Credit scoring is frequently used on consumer tre@plication and loans. Credit risk is the uteiety in
obtaining the returns from investing in accountereables. One invests in account receivables wimen o
allows consumer credit sales to his customers.

Consumer Credit

Consumer credit includes loan, credit card, medeg overdraft, hire purchase mortgage whereliy d
form of commerce in which individual obtain monggpods or services in exchange for a promise tayrep
money or goods, services or a fee payable tcetiael.

Business Credit

Business credit refers to credit facilities extahét® businesses to help them manage their worlapifat
and invest in major projects. As business credithis extension of credit facilities to businesses t
smoothen and spur commercial activities, it is als@ry profitable venture for financial intermetka and
suppliers. It is very beneficial for corporate dnginessmen who need to “roll” their money and tadin
their cash flow between seasonal businesses. vieris crucial for lenders and creditors to assbs# t
credibility first before approving credit faciliseas this helps to minimise the probability ofimglent
debtors and non-performing loans. Managing crasktis however, easier than monitoring and caithect
of doubtful debts.

2 Richard Y.K. Wong in “Cash- The lifeblood of Busss”



Credit Risk Management Among Entrepreneurs

Credit Scoring Model

It is a system or programme that can be construmyeusing sophisticated statistical methods @iy
the payment records of many past custonders.

It can be a manual system or a computer prograrhatehtelps the credit personnel to assess the digdib
of an applicant to a certain extent. Such mod#és several advantages.

They enable the creditor to accept large numberdeafrly, good customers and reject the clearyg b
customers very quickly. The creditor then can ¢eveostly evaluation talent to analyzing the “elos
calls.”

This procedure should be complied in order to wafciny attempt by the personnel concerned whe giv
“favours” to a third party in wanting credit. Théoee, they are “objective” and can help the compawyid
bias or discrimination.

The usage of such models in decision-making allalifferent loan processors to apply consistent
standards across all credit applicants. They alkenshanging standards easy. The company couldgeha
the cut-off from 25 to say, 28. This change wadbieh apply equally to all loan applicants.

For a credit card application, a scoring sheet witveighted application is often used. A simpleditre
scoring sheet would be as below:

eg
Handphone/Telephone Yes =4 points, No=0 point

Salary/Income Above RM 40,000 = 3 points
RM20,000 — RM 40,000 =2 points
below RM20,000 = 0 point

Tenure more than 3 years with current empleyepoints
1-3 years with current employer =2 points
less than 1 year with current employer =1 poin
self employed =1 point
unemployed = 0 point

Home Own =3 points
Rent =1point
more than 3 yrs at current address = 2 points
1-3 years at current add. = 1point
0-1 year at current add = 0 points

Past track record Good = 10 point

payment Fair = 4 points
Bad = 5points
None = 0 point

Suppose Maria Abdullah is applying for a creditdcaffter graduating with a degree on information
communication technology, Maria has a new job egrfM 45,000 per year. She has just moved to her
new job, has rented an apartment. Her telephorm®rnisected, and she has a good record of payment
history. What is her credit score?

Telephone 4 points
Income 3

® Douglas Emery, John Finnerty & John Stowe in “Bipfes in Financial Management”
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Employment 1
Residence 1

Credit report 10

Total score 19 points

If the cutoff is 15, Maria qualifies for the cred#rd.

BUSINESS CREDIT- SCORING MODEL

Z-Score Model

This is a model that is used to assess a compawgmall “health” and the probability of insolvenof
firms based on their financial reports and accagnthformation. It usually involves a number ofioa
that are combined together to give a single indée result of such a ‘run’ after plugging in thecessary
variables would denote a firm’s financial conditibased on a scale running from a healthy orgdaoizat
through indifferent status to potential failures.

There are a number Z-Score models.

1. Altman’s Z-Score Model:

Z=0.012R1 + 0.014R2 + 0.033R3 + 0.006R4 + 0.010R5

Where R1 = working capital/total assets
R2 = retained earnings/total assets
R3 = earnings before interest and tax/totaltasse
R4 = market value of equity/book value of debt
R5 = sales/total assets
Cut-off point = Z — score of 2.675
If the result is more 2.675 points, it means philiig of failure of the firm in business is higher
Another Z-Score Model:

2. Taffler and Tishaw Z-Score Model, United Kingao

Z=ko+ C1R1 + C2R2 + C3R3 + C4R4

where ko = a constant
C1-C4 =ration weights
R1 = Profit before tax/current liabilities
R2 = Current Assets / total liabilities
R3 = Current Liabilities / total assets
R4 = ‘no credit’ interval

How To Count Credit Scores

We can calculate credit scores using the followimgdel that calculates the total credit score, S.

S =2.0% 0.3 X%+ 0.1 X+ 0.6 X,
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eg:

The following client intends to obtain credit fatids. Client A’s details are as below:-

S =2.0% —0.3 %+ 0.1 X+ 0.6 X, Client A
X1 =net working capital /sales(%) 15%
X,=debt /assets (%) 40%
Xs=assets/sales (%) 105%
X4=net profit margin (%) 12%
For client A

S =2.0 (15) — 0.3 (40) + 0.1 (105) + 0.6 (12)
=35.7

Assumption;

The cut-off point is 26 points.
If the customer earns more than 26 points, the credit application will be approved and credit
facilities will be extended.

There are some disadvantages of credit-scoringelsaas the models are only as good as the payment
records used to construct the models. Many samgdesot have a rich enough set of bad loans tal lowi
effective scoring model. In addition, the modelswvé to be updated occasionally. When the model is
updated with a new sample, there is some “inbrggdivhereby the new model is built on data that
eliminated many bad customers.

Credit-scoring models work best when applied tgdarpopulations of loan applicants. Consumer loan
databases often include many thousands of loarts,ceedit — scoring models can be built readily.
Unfortunately, the number of business loans iratalthse is often too small to be statisticalljabdé.
Consequently, credit-scoring models are often uded evaluating consumer credit than for evaluating
business credit, which more often relies on judgeaianethods.

CONCLUSION

Managing is all about planning, organising, legdiand controlling activities to achieve organisasil
goals effectively and efficiently. And that meakegeping your expenses low and maximising revenue fo
one's business. If you have extended credit salgeur customers, it means you have invested inwadc
receivables instead. Manage them well and enjeyéturns. Being an entrepreneur in this K-economy
has great advantages, one of which is the accasdeteant information at our fingertips and usihgge
information to turn around a business or to att@iredge over our competitors.

In short, using credit scores models help a cigelisonnel to assess a credit worthiness of ancappliby
being objective, efficient, exercising managenwnritrol over credit granting process and in thecess,
achieving better understanding of one’s customers.

Managing credit risk is a process that requiresomb careful selection of customer portfolio, is@ calls
for monitoring and collecting procedures. Businesall about taking calculated risks. Certain siskie to
uncertainties can be minimized.
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