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Questions for Discussion 



• Fraud is an intentional perversion of the truth for the purpose of inducing 
another to rely on it to part with some valuable thing. It is false 
representation of a matter of fact, whether by words or conduct, by false or 
misleading statements or by concealment of that which should have been 
disclosed, which deceives and is intended to deceive another so that a 
person shall act upon it to their legal injury. 

• Bust-Out Scam (sleeper fraud) 

• Same Name Scam 
 

© 2017 NACM 



Business Credit Fraud 
 Unsolicited Orders 

 Unverifiable References 

 Large Number of Reference Requests 

 Being the Credit Reference in a Possible Fraud 

 Increased Orders 

• Unusual Product Mixes 

 Misrepresentations 

 Undisclosed Changes in Ownership 

 Unverifiable Backgrounds of Principals 

 Hidden Ownership 

 Principal Unavailable 
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Increased Orders 
• Here are some things to be aware of: 

• If the order is from a retail store, what is the square footage? 

• How many locations does the business have? 

• Has a sales representative visited any of the stores or the headquarters? What 
did they find? 

• If the customer is a wholesaler, is the reason for the increase known? Under 
normal circumstances, a wholesaler knows their sales team. If this is a mystery, 
try to find out who needs the product. 

• Does the business have the usual signs of permanence? 

• Are the backgrounds of the principals known? 
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Hidden Ownership 

 Reluctance of principals to make decisions without consulting someone 
else 

 Control change where owners are not immediately disclosed 

 Confusing chain of command 

 Confusing corporate structure 

 Signers on checking account are different than purported owners 
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Sources of Information 

 Sales force 

 Industry credit groups 

 

© 2017 NACM 



Business Credit Fraud 
 NSF Checks Received 

 Counterfeit Checks Received 

 Financial Statement Irregularities 

 Assets Removed 

 Any Asset Can Be Removed 

 Identity Theft and Social Engineering 

• Business EINs 

• Corporate Identity Theft 

• Fraud on the Rise 
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Summary 
• Business fraud costs businesses billions of dollars every year. It is critical for a 

credit professional to be aware of business practices that may seem out of the 
ordinary. 

• Fraud takes a variety of forms, but is normally done through the intentional 
manipulation of the truth in order to do harm to another party. Common 
techniques used to commit fraud include: 

• Bust-out scams 

• Same name scams 

• Unsolicited orders 

• Unverifiable references 

• Large number of reference requests 

• Increased orders or unusual product mixes 

• Undisclosed changes in ownership 

• Unverifiable backgrounds of principles 

• Hidden ownership 

• Financial statement irregularities 

• Identity theft 
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Summary Continued… 
• There are often very reasonable explanations for irregularities in business operations. 

However, it is very important that, if a credit professional believes something is out of the 

ordinary, a credit investigation be conducted. This can be as simple as calling the 

customer in order to prompt an explanation. If a company applying for credit seems to be 

holding back information that should be readily available, or a principal is avoiding 

inquiries at all costs, they may be stalling in order to commit fraud. 

• The best sources of information for a credit professional who suspects fraud are the 

sales force and industry credit groups. 

• Due to a creditor’s need for the free flow of information, businesses are often not 

afforded the same protection as individuals. Credit reports and business EINs may make 

it easy for a thief to steal a business’s identity. Over 30 types of fraud have been 

identified with the top three complaints being identity theft, debt collections schemes 

and imposter scams. It is critical that a credit professional be aware of these scams and 

remember that, “If it seems too good to be true, it probably is.” 
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Questions for Discussion 



• Issues to consider: 

• How much credit is required? 

• What is the profit margin on the product being sold? 

• Does the customer have the resources to pay? Is the use of trade credit for convenience as 
designed, or is the trade creditor being used as a substitute for a bank loan? 

• When will the customer pay? Does the customer’s history suggest that, regardless of 
creditworthiness, there might be a potential risk of slow-pay, dispute or litigation? 

• If the customer does not currently have resources to pay timely, is it likely that the customer will 
have them by the time payment is due? 

• How much credit do other vendors offer this customer, and is the request in line with like 
suppliers? 

• Approval of Small Initial Orders 
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Accounts for New and Existing Customers 

• Approval Based on Credit Reporting Agency Rating Scores 

• This method of approving orders provides the following advantages: 
• Documentation of actions taken. 

• Little or no need for exhaustive investigation for each account when it falls within set criteria. 

• Efficient use of time for other, more exacting duties. 

• Exceptions to the policy or marginal cases are more easily identified and can be examined 

carefully by the credit department. 

• Non-Routine First Orders 

• Is the order large enough to warrant the cost of investigation? 

• Is the potential for future sales large enough to merit a full credit analysis? 

• Is the treatment of non-routine orders covered by company policy? 

• Terms Other than Open Account 
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 Purpose 

 Credit Line vs. Credit Limit 

 Underlying Factors 

 Financial information. 

 Agency ratings, reports and credit scores. 

 Bank checks. 

 Trade clearances and other data as warranted. 
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Influences on Credit Decisions 
Profit Margin 

1. If the profit margin on a particular product is high, the seller can afford to accept a greater credit 
risk and make more credit available. 

2. If the company’s credit policy is conservative and profit margins are slim, credit limits may be 
more restrictive. 

3. If demand for a company’s product is greater than its production capacity or if there is an 
industry-wide supply shortage, sales may be made primarily to the most select class of 
customers, with credit limits to marginal customers curtailed. 

Greater credit risks may be taken when a credit grantor operates under one or more of the following: 

• High overhead which demands increased production for profitability. 

• A highly competitive market which affects profit margin by meeting the competition. 

• Introduction of a new product line or expansion into a new territory/market means higher 
expenses. 

• Product sales that require major capital investment such as equipment and/or fixed assets. 

Terms of Sale 

 

© 2017 NACM 



© 2017 NACM 



Establishing Credit Limits 

 Competition 

 Formula 

 Payment record 

 Period of time 

 Expectation of use or expected volume of sales 

 Agency scorings and ratings 
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Credit Scoring Models: Types 

• Behavioral Models 

• Rules-Based Models 

• Neural Models 
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Credit Scoring Models: Pros 

• Increase speed and reduce response time 

• Quantify risk and improve management control 

• Consistency, accuracy and objectivity 

• Reduce personnel and credit investigation costs 

• Decision support and planning tools 

• Prioritization of collection activities and reduce bad debt loses 

• Comply with audit mandates 

• Knowledge transfer mechanism 

• Ease of implementation 
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Credit Scoring Models: Cons 

• Qualitative factors and situation-specific judgment 

• Dependency and lack of judgment 

• Insufficient and / or heterogeneous pool of customers 

• Obsolescence of historical information 

• Statistical difficulties 
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Other Factors to Consider in the Credit Decision Process 

• Country risk. 

• Appetite for risk. 

• Willingness to pay. 

• Age of credit and financial data used for credit scoring. 

• Potential of customer. 

• Competitor’s action. 

• Notes to financial statements. 

• News reports, periodical articles, etc. 

• Weather patterns. 

• Credit insurance. 
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Credit Limits  

• Implementing Credit Limit Decisions 

• Credit Limit Management 

• Communication Credit Limit Decisions 
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Informing Customers of Credit Limits 

• Advantages 

• Opportunity to discuss and possibly adjust the limit in order to sell more. 

• Opens discussion about payment expectations and to obtain more information. 

• Reduces embarrassment of holding orders when/if customer is over limit. 

• Creates a chance to help a marginal customer become more solvent. 

• Disadvantages 

• Possibly damages goodwill. 

• May restrict purchases to the credit limit imposed. 

• Customer may be offended/insulted by what it perceives to be an insufficient 
credit limit. 

• Raises questions as to how or why the credit limit was determined. 
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Security Instruments and Actions Against Default 

 Guarantee 

 Cross-Corporate Guarantee 

 Irrevocable Letter of Credit 

 Subordination Agreement 

 Security Agreement 

 Financing Statement 

 Mechanic’s Lien 

 Notice to Owner (NTO) 
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 Payment and Performance Bond 

 Bond Claims 

 Joint Check Agreement 

 Real Estate Mortgages (Deeds of Trust) 

 Job Contracts 

 A/R Insurance 

 



• General Considerations 

• Management can be either inexperienced or lack depth and succession 
planning.  

• Finances are inadequate. Companies are not adequately capitalized for their 
transaction volume or are not generating sufficient profits. 

• Payments are slow. Terms of sale are not observed, requiring extra collection 
efforts. 

• Merchandise is bought in too small quantities and/or provides low profitability.  

• Orders often exceed predetermined credit limits. 

• The customer has a low composite credit score. 

• Profit Issues 

• Other Decision Factors 
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 Reasons for Limited Information 

 Other Factors 
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• Regular Reviews 

• A thorough and complete review should include the following steps, with particular attention to trends: 

• Secure from the sales department an estimate of the customer’s current and near-term needs. 

• Request from the sales department an estimate of the customer’s potential growth. 

• Review the customer’s recent payment record with the company. 

• Review the latest agency reports to check for changes in ownership, operation, payment record, rating and 

financial information. 

• Review and analyze latest financial statements, whether received directly or contained in an agency report. 

Obtain current figures if necessary. 

• Review the most recent trade credit data and compare it with previous reports. 

• Review the latest information from the customer’s bank and obtain new information if necessary. 

• Review notes resulting from direct contact with the customer. 

• Make a personal call, if considered advisable, on the customer. 

• Appraise historical information on the new principals when important changes in management take place. 

• Decide whether the credit limit and payment terms are reasonable for the customer’s financial strength and 

credit standing, in line with company credit policy, and adequate to supply the customer’s needs. 
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Review of Credit Limits: Circumstances 
 Improved Credit Situations 

 Changes in Business Conditions 

 Exceeded Credit Limit 

 Answers to these questions must be answered in order to increase credit 

• Do current liabilities exceed current assets on the customer’s balance sheet? 

• Are trade payments prompt? 

• What is the experience of other suppliers on the risk? 

• Are other suppliers placing undisputed claims for collection? 

• Is there any evidence of careless or unreliable performance by the customer? 
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Review of Credit Limits: Extraordinary 
Credit Needs 

 Reasons for Unusual Needs 

 Expanding sales.  

 Initial or seasonal buildup of inventory. 

 Special contracts. 

 New or recently established business. In a highly competitive economy, buyers frequently 
count upon credit from suppliers as the principal source of operating capital. 

 Continuing credit for normal needs when there is a moratorium on previously incurred 
debts. 

 Probability of Collection 

 Seller Consideration 
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Review of Credit Limits: Extended Terms 

 Establishing the Necessity for Extended Terms 

 Terms Offered by Competitors 

 Determining Whether Extended Terms Are Realistic 

 Will temporary assistance from the supplier give adequate financing? 

 Does available information, including sales forecasts and cash inflow forecasts, 
indicate that funds will be available to meet obligations as they mature? 

 Will there be adequate funds to resume normal payments as agreed? 

 Does close analysis indicate that such aid would serve no long-term purpose and 
that the actual need is for equity capital or long-term debt? 
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Review of Credit Limits: Other Reasons 
 Overdue Accounts 

 Other Reasons for Reviews 

• Receipt of a new financial statement. 

• A change in the accounting method for reporting sales and income. 

• New auditors. 

• The death of one of the principals. 

• The admission of a new partner or other change in management. 

• A change of banks. 

• A change in the legal structure of the entity (e.g., from a proprietorship to a corporation 
or LLC). 

• A merger or an acquisition. 
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Summary 
• The basic objective in making credit decisions is to find ways to approve an order with 

reasonable expectation that the customer will pay in accordance with established credit 
terms. 

• New orders should be processed as quickly as possible in order to ensure continued 
sales. When processing new orders, consider: 

• How much credit is required? 

• What are the profit margins on the products being sold? 

• When will the customer pay? 

• Credit investigations may not be necessary for all sales. Credit policies that establish 
terms for automatic credit approvals and approvals based on a creditor reporting 
agency’s rating or score can save time and money for a credit department. Some, but not 
all, benefits include: 

• Documentation of actions taken 

• No need for exhaustive investigation 

• Efficient use of time 

• When first orders cannot be streamlined by using an automatic credit approval system or 
credit ratings, an organization may sell on other terms such as cash in advance or 
certified check. 
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Summary Continued… 
• Profit margin of a product can have serious implications for a credit decision. For example, high profit 

margin can allow a seller to accept a greater credit risk. 

• Financial exposure is greater when credit terms are longer. 

• Factors to consider when establishing credit limits are: 

• Competition 

• By formula 

• Payment record 

• Payment performance 

• Period of time 

• Expectations of use 

• Agency scoring and rating 

• Credit scoring is a popular tool of credit analysis. A credit matrix can be used to assign certain credit 

bands to specific terms. Credit scoring models are also popular tools when making credit decisions. 

They can take into account various factors like the NAICS code, payment history and financial data to 

make an appropriate, unbiased credit decision. 

• Many companies advise their sales department of credit limits. It also may be appropriate to inform 

the customer of credit limits. However, there are advantages and disadvantages to this practice 

including an opportunity to discuss and possibly adjust the limit in order to sell more, or the potential 

to damage goodwill between a customer and the seller. 
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Summary Continued… 
• There are various security devices that may be used during a credit decision. Some include: guarantees, irrevocable letters of credit and 

subordinate agreements. 

• Marginal risks may be essential to a business’ receivables portfolio allowing for increased profit if the risk is justified. 

• Credit managers may need to make credit decisions with limited information because of limited time or increased cost. There are many 

factors to consider when making decisions with little information, one being the overall economic environment at the time of the decision. 

• Credit decisions should always be done on a specific timeline based on when certain information becomes available for that particular 

business. However, the frequency of review may be subject to change based on the business as well as other factors that include: 

•  Improved credit situations 

• Changing business conditions 

• Exceeded credit limits 

• Extraordinary credit needs 

•  Extended terms 

• Overdue accounts 

• Other reasons for review include, but are not limited to, the following: 

• New financial statements 

• New auditors 

• Merger or acquisition 

• Death 
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