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 Managing Your Risk Guide 

Debtor Management/Credit Extension 
What is this risk area? 

Where does this risk area emanate from? 

 

Example of Debtor and Credit Extension risk interconnectedness with other risk areas: 

 

 

 

 

Where does this risk area manifest itself? 

 

 

Debtor Management risks are risks arising from the extension of credit to customers. Credit 

extension may trigger other risks (e.g. operational risks). The extension of credit is a key 

strategic business decision, as it will tie-up the capital and resources of an organisation. 

This risk arises from strategy, regulatory, financial control, IT/Technology limitations and 

operations. Poor policies, weak processes, system limitations and poor management coupled 

with deteriorating socio-economic conditions can see this risk escalate rapidly. 
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This risk can manifest in strategic risk, crime, regulatory/legal compliance and recovery 

challenges, IT/technology shortcomings and financial loss. This can ultimately result in 

balance sheet stress and organisational failure. 
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Why is it important to manage these risks? 

 

Where to start managing this risk area? 

 

What is the the benefit of actively managing this risk area? 

 

DottRisk has the following detailed risk guides covering what we believe are the critical areas 

of Debtor Management/ Credit Extension risk:     
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Many organisations fail because of poor credit extension and debtor management, especially 

when revenue is highly dependent on credit sales and funding is scarce. As such an 

organisation must clearly establish the extent to which it can finance, carry and manage debtors 

before extending credit. 

An organisation needs to first undertake a strategic review of the full implications of the 

extension of credit. It then needs to establish the maximum size of the debtor’s book that it can 

comfortably finance and support, and the extent to which its overall business model relies on 

the extension of credit to support sales. The mix between cash sales and credit sales needs to 

be clearly set down and adhered to. 

 

A robust credit extension and debtor management process will ensure managed growth in the 

debtor’s book, the stability of the cash flow and minimise the risk of credit losses due to non- 

performing debtors and bad debts. 
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Introduction to Debtor and Credit Extension Risk 

Strategic Considerations of Credit Risk 

Extending credit has a material impact on the ability to do business and requires fundamental 

changes to the business model.  

The extension of credit requires the introduction of comprehensive credit processes and 

infrastructure to support this. In addition to the additional expenses and working capital 

implications, there is the added risk of bad debts. It needs to be remembered that a bad or 

irrecoverable debt is not just a loss of profit, but a loss of equity/capital and cash.  

The extension of credit also has far reaching implications on the working capital cycle i.e. 

stock, debtors, creditors and cash. This in turn will impact the balance sheet, income statement, 

and cash flow. Other areas of the organisation such as operations, technology/system 

requirements, regulatory compliance, staffing will also be impacted.  

Capital will be required to finance and carry the debtor’s book and finance the operations of 

the organisation until debtors pay. Capital will also be required to finance the additional stock 

holdings as a result of increased sales due directly to the extension of credit. 

If equity or debt is used to finance debtors, it is essential that the additional sales and inherent 

profit margin from the extension of credit are sufficient to service interest on the additional 

associated debt, provide a suitable return to shareholders for the capital tied up in debtors and 

stock and for the additional risk being taken.  

Credit Extension Process, Supporting Documentation and Audit Trails, 

Affordability 
The organisation needs to implement a comprehensive credit assessment and vetting system 

before agreeing to or extending credit, by using a robust credit application process.  

Credit applications need to be assessed and endorsed by a suitably qualified person against the 

required laid down qualification criteria. Credit applications must be signed off and approved. 

Approved credit limits and terms need to be confirmed to the applicant in writing. 

The two most important considerations around the extension of credit are the customer’s ability 

and their willingness to pay.  

You need to have a clear picture of the potential debtor’s historic, current and likely future 

financial position. 

You can never know enough about your customers (KYC), and before any credit is extended 

you need to accumulate as much information on the debtor as possible. It is imperative that 

organisations entering into transactions or trade with unknown parties undertake screening 

programmes/due diligence of potential customers to ensure they are legitimate organisations. 

In order to support the extension of credit you need to have a complete audit trail of all 

documentation and transactions with your debtors. This extends from key internal 

documentation such as signed credit applications and acceptance of credit terms and conditions, 

to signed contracts, project and supply agreements where applicable.  
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Copies of all supporting documentation and customer invoices, statements, payments, credit 

notes and other relevant documentation should be kept to hand.  

The affordability of credit extended to individuals has become a regulatory requirement in 

many jurisdictions. As such, the methods used by credit providers to determine whether or not 

a borrower can afford credit or a loan, have to be stricter than before.  

Credit Policy 
Before setting a credit policy it is important to understand the broader environment and market 

into which you would be extending credit and set your policies around this.  

The terms and conditions of credit need to be incorporated into simple, easy to understand 

enforceable agreements. With ever growing consumer protection, the fairness of terms and 

conditions are increasingly important.  

The regulatory and compliance requirements for credit and particularly loan extension, can be 

fairly onerous and complex and need to be established to ensure compliance where applicable. 

Processes and controls must be detailed and tested to ensure that they are comprehensive, 

robust, repeatable and secure. Setting credit terms and the period of credit extension have a 

major impact on cash flow, which if not managed can cripple an organisation. 

Resources - Supporting Management Systems, Processes and People  
The extension of credit requires the establishment and implementation of four core elements – 

namely policies, processes, resourcing and support systems.  

Before any credit is extended, the people, processes and systems to support the extension of 

credit and the management and collection of debtors must be in place.  

- Systems 
Only tried and tested reputable integrated sales/ debtor packages should be deployed. These 

need to provide integrated reporting, comprehensive information on the debtor’s book as a 

whole and individual debtors, credit limits, detailed age analysis, flagging of arrears, discounts 

granted, industry and geographic spread, review dates, arrangements, legal proceedings and 

recoveries etc. 

- Processes 

Processes that need to be in place are the application for credit including supporting 

documentation such as financials and bank statements. The vetting, assessment, granting and 

approval of credit. This includes the acceptance of credit terms and conditions by successful 

applicants and the on-going monitoring and review of credit facilities. The collections process 

needs to follow disciplined laid down steps. 

- People 

Staff with appropriate credit and collection skills sets need to be employed and trained further 

where necessary. The supervisory structures and executive time need to be established to 

support the management of credit extension. A clear separation/segregation of duties is 

required in respect of application vetting, sanction and loading of credit limits, application of 

payments, discounts and credit notes. Any potential conflicts of interest or relationships with 

politically connected parties should be avoided. 
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Collection Policies and Processes  
Collection policies and processes are an integral part of debtor management as they have a 

direct bearing on the cash flow of an organisation. If policies are not strictly enforced, it 

becomes impossible to manage credit extension. 

Skilled and experienced staff dedicated to the management and collection of debtors need to 

be deployed. It is no use trying to manage a debtor’s book on an ad-hoc or part-time basis. It 

requires a continuing, consistent and pro-active focus. 

It is important that collection processes take cognisance of the risk of debt becoming prescribed 

and that processes ensure that acknowledgement of debt and default judgements are obtained 

timeously. 

You need to establish exactly which of your debtors/industries/markets you are most vulnerable 

to (your level of concentration risk) and look to reduce exposure and/or exit these names 

irrespective of their size. The same applies to being aware of which of your debtor’s are going 

to be most vulnerable to a major downturn in the economy or adverse socio- economic event.  

Funding of the Debtors Book 
Debtors form a critical part of the working capital cycle along with stock and creditors. The 

cycle requires a specific balance between having stock or raw materials on hand and having 

funds to pay the creditors supplying the stock or raw material from cash resources on hand or 

debtor collections. The working capital cycle also known as the cash conversion cycle, is the 

amount of time it takes to turn the net current assets and current liabilities into cash. 

A critical area of carrying a debtor’s book is how this is going to be funded pending collection 

of debtors. The growth in the debtor’s book as sales grow is also going to need to be funded. 

At the same time the cost of funding is going to impact on the bottom line of the organisation 

i.e. profitability. 

Once a debtor’s book grows beyond a certain level it becomes increasingly difficult to fund 

without a considerable increase in capital or debt funding. This is often referred to as over-

trading and is a common cause of organisations running out of cash, getting into financial 

difficulty and failing. 

Legal and Regulatory Compliance 
The extension of trade credit in the normal course requires minimal regulatory requirements 

but does provide customers with protection under common law and consumer regulations in 

most jurisdictions. The terms and conditions of credit need to be incorporated into simple, easy 

to understand enforceable agreements. With ever growing consumer protection, the fairness of 

terms and conditions are increasingly important.  

The regulatory and compliance requirements for credit and particularly loan extension, can be 

fairly onerous and complex and need to be established to ensure compliance where applicable. 

Consumers also have rights in respect of faulty or defective goods and are able to return goods 

and cancel contracts or agreements within certain timeframes or within specified cooling off 

periods. Unethical conduct by retailers and service providers who withhold refunds or who 

refuse to exchange goods or rectify situations will be quickly exposed via social media with 

potential adverse implications. 
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Other specific areas of regulatory risk are around the maximum level of arrears interest and 

charges which can be recovered relative to the capital amount advanced. There are also specific 

restrictions around the obtaining of and use of garnishee or emolument attachment orders to 

recover outstanding amounts. 

Management of the Debtors Book – Review, Concentration Risk 
Debtors and credit extension are not a static or once-off process and once you have extended 

credit to parties, both their individual position and the macro environment around them need 

to be continually monitored and managed. Business is a dynamic process and all debtors 

operate in a volatile organisational environment. This can extend from very localised issues 

and challenges to global socio-economic issues such as recessionary conditions, supply chain 

breakdowns, pandemics and global conflict. 

As such, the risk profile of debtors can vary greatly, and they need continuous monitoring and 

on-going review in the context of their industry, the macro-economic environment and their 

performance as a debtor. The performance review should then focus on their payment track 

record, financial position and performance, confirmation of ownership/control/ shareholders, 

credit reference checking, compliance with credit limits and terms and interaction with their 

management/ shareholders. It is important that current audited financial statements are obtained 

on at least an annual basis. 

You have to be aware of early warning signals of distress in your debtors. This might come 

about as a result of direct circumstances or indirectly due to matters beyond their control. You 

need to monitor articles in the press or social media, listen to talk in the trade, get comment 

from competitors and most importantly look for changes in payment behaviour and 

order/buying routines.  

Concentration risk can pose a very big risk to an organisation and it is important that this 

element of risk in a debtor’s book is actively managed. A number of elements to manage 

concentration can be used. These comprise ensuring that you don’t have above 10% exposure 

to any one name/party, setting maximum credit limits for parties irrespective of who they are, 

not allowing your organisation to be over exposed to any specific industry, not being exposed 

to one single project or contract and managing cross border country risks so that you are not 

over exposed in one market or country.  


