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Introduction 

CHAPTER 1 

THE NATURE OF CREDIT 

 

This chapter starts with a look at the cost of giving credit and effects that giving credit has on a 

company‘s profitability and liquidity. We then examine credit as a product in its own right and 

explore the use of credit to develop long term relationships and to support specific goods and 

services. 

 

 
Definition of Credit 

 

Modern definition of credit and description of the art of credit management invariably make use 

of terminology of the business school and the accountant. ‗Cash flow‘, ‗marketing tool‘, 

‗liquidity‘, ‗risk exposure‘! All these terms are used to illustrate the basic truth about credit. The 

concept of deferred payment in return for immediate goods and services all interpret to credit. 

Trade credit, export credit, consumer credit, credit cards, hire purchase, merry go rounds, 

shylocks are all derivatives of credit. 

Credit is a marketing tool and the very word is derived from a Latin verb credere which means 

‗Trust, Faith and Believe.‘ The big question has been If credit is trust, faith and believe, why are 

so many people and companies having problems in the conversion of credit granted into money? 

The answer is easy! Knowledge in credit management 

 

 
Cost of Credit 

 

The word credit comes from the Latin word credere which means trust, faith and belief. If the 

buyer is given time to pay for goods supplied or services rendered, then it means that the seller 

has trust, faith and belief in the buyer that the money will actually be paid at a future date. This 

relates to the confidence of the seller in the buyer using the time given to get together the monies 

required to pay. If there is no trust, faith and belief, then the credit is not given. 

However, the fact that time is given to pay means that the person granting credit is temporarily 

deprived of the use of monies that could have been at hand if a cash sale had been made. The 

income that could have been derived from these monies is called the ‗opportunity cost‘ of 

granting credit. 

If the trust, faith and belief in granting credit proves to be misplaced, bad debts can be incurred. 

In addition, the administration of credit is a burden to the organization. 



   

 

 

In conclusion, the opportunity cost of money, the bad debts losses and the administration costs 

combine to give the overall cost of credit. 

Reasons why consumer, trade and export credit traders choose to incur costs of credit 
 

Consumer 
 

In consumer credit the grantors will give credit with a view of increasing their sales and hence 

maximize their profits. Such grantors will include banks, credit card companies and building 

societies. 

Consumers use credit as a method of making a purchase earlier than they could if they had to 

save to accumulate sufficient cash from earnings. The reasons why consumer credit grantors lend 

money is that they believe that they can charge more for monies borrowed than the cost of the 

money to them after deducting the overall costs of bad debt and administration. 

Trade credit 
 

Trade credit is the act of a manufacturer allowing time for a trader to sell the goods. The time 

given reflects the likely period between delivery of the goods to the trader and the trader 

effecting a sale to a consumer. 

In trade credit, the supplier retains the ownership of the goods until such time when they are 

sold. This is known as reservation of title and it gives the manufacturer an element of security. 

Whether trade credit is given by way of time to pay for goods supplied or by way of a trade loan, 

the underlying rationale of extending credit is always to sell more than would be achieved if a 

manufacturer sold on cash basis. 

The very reasons a trade credit grantor decides to grant credit is that the additional sales that can 

be generated by offering credit will give a profit margin on those sales that is greater than the 

cost of administering credit and suffering bad debt losses. 

Export Credit 
 

When a manufacturer supplies goods outside the country he is operating in, there are additional 

risks to contend with in addition to the credit risk of trusting the importer to make the repayment. 

Such risks will include: 
 

(a) Exchange risks as a result of the fluctuating nature of the currencies. 

(b) The risk of failure to deliver the goods safely. 

(c) Risk of passing title to the goods over at the right time. 

(d) Political risks that arise from time to time as a result of government intervention or war. 



   

 

 

Exporters are happy to grant export credit because it enables them to serve a wider market and 

expand sales that would not be possible within their home country. The additional profit margin 

on export sales must exceed the administration and additional risks incurred. 

 

 
Credit Control 

 

It is easy for anyone to lend money or grant credit. However, the skill lies in getting repaid on 

time. This means that credit must only be extended to people or business that can be trusted. 

Usually a specialist function is created within a company to manage credit. The result is a 

commercial tool between the natural enthusiasm of a sales department and more rigid disciplines 

of a finance department. A credit policy and procedures should be agreed with both departments. 

The sales department will require a quick yes decision when it comes to closing any sale. The 

finance department will on the other hand seek to avoid running into bad debts and provisions 

that can quickly abuse a profit forecast. It will want to develop a policy and procedures that 

avoid repeated mistakes. 

However, a credit manager will look at a calculated scenario that balances both sales and the 

finance department. The credit manager also looks at the overall performance of the company 

and he is proud when all the organs are working profitably for the continued life of the company. 

 

 
Calculating the cost of credit 

 

Points to note in credit cost. 
 

1. Credit costs money. 

2. If longer credit terms are given there will be a greater cost to be borne by the supplier. 

3. If competition is strong or goods are price sensitive, the credit cost may have to be 

absorbed thereby reducing the profit margin. 

4. If money can be collected quickly, the prices can be lower or there can be a higher profit 

element. 

5. All credit managers should know that when interest rates are increasing, customers will 

take a longer period of credit as these results to be a cheaper way to borrow. 

6. Any delayed payment to the supplier will increase the cost and more profits are eroded. 

7. It is important therefore to be able to charge interest on overdue accounts or load the price 

to cover any costs related to credit taken. 

8. The longer the credit period, the more expensive the cost of credit and the greater the 

impact on profits. 

9. Equally the longer the credit period the bigger the impact it has on cash flow and the 

larger the effect on liquidity. 


