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� P R E FA C E

In today’s global marketplace, competitive pressure and industry prac-
tice mandate that products and services be sold on a credit vs. cash-on-
delivery basis. This practice often produces a receivables asset that is
one of the largest tangible assets on a company’s balance sheet. A re-
view of the 2004 Fortune 500 certainly reveals this truth. Receivables
ranked among the top three tangible assets for 75% of the top 100 com-
panies. Surprisingly, management of this multi-million (or multi-bil-
lion) dollar asset rarely receives much senior management attention,
except when a serious problem develops. The custodians of the receiv-
ables asset are similar to umpires of a baseball game; they are not no-
ticed unless they do a bad job.

This book discusses the importance of managing accounts receiv-
able, and provides proven principles for achieving benefits such as in-
creased cash flow, higher margins, and a reduction in bad debt loss. The
focus is primarily on commercial (business to business) receivables
management. It excludes the specifics of managing retail (business to
consumer), healthcare provider (third party reimbursement), and inter-
company receivables. The principles described apply to all business-
to-business commerce, but will often need to be tailored to industry-
specific practices. 

The Best Practices in this book are real-world, field-tested practices.
They were developed, refined, and improved by the author over a 16
year period while working with over 100 companies in a wide range of
industries to generate tangible, measurable improvements in the man-
agement of customer receivables. Examples drawn from those engage-
ments will be used throughout the book to illustrate real-world
problems and solutions that drive measurable results.

This book is designed for all managers who are responsible for man-
aging the receivables asset, either directly, such as directors of customer

ix
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financial services and credit managers or indirectly, such as controllers,
treasurers, and CFOs. Reading this book will enable readers to better
understand how to manage this important asset while learning numer-
ous practical techniques that can be implemented immediately to drive
improvement. 

x Preface
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Introduction

WHY IS RECEIVABLES MANAGEMENT 
IMPORTANT?

It can be argued that revenue generation is the most critical function of
a company. Dot-com companies that created exciting new products but
failed to generate significant revenue burned through their cash and
ceased operating. Every company expends substantial resources to
generate increasing levels of revenue. 

However, that revenue must be converted into cash. Cash is the
lifeblood of any company. Every dollar of a company’s revenue be-
comes a receivable that must be managed and collected. 

Therefore, the staff and processes that manage your receivables
asset:

• Manage 100% of your company’s revenue.

• Serve as a service touch point for virtually all your customers.
(Only Sales and Customer Service speak more with your cus-
tomers.)

• Can incur or save millions of dollars of bad debt and interest ex-
pense.

• Can injure or enhance customer service and satisfaction, leading
to increases or decreases in revenue.

1
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If increasing revenue, enhancing customer satisfaction, and reduc-
ing expenses are important to you, read on.

The benefits of effectively managing the receivables asset are:

• Increased cash flow

• Higher credit sales and margins

• Reduced bad debt loss

• Lower administrative cost in the entire revenue cycle

• Decreased deductions and concessions losses

• Enhanced customer service

• Decreased administrative burden on sales force

These benefits can easily total millions in profit and tens of millions
of cash flow in a year.

IF IT WAS EASY, EVERYONE WOULD 
DO IT (WELL)

Management of the receivables asset is a demanding task. The vast ma-
jority of companies expect that over 99.9% of all billings will be col-
lected. Collecting ninety five percent of revenue is not good enough.
Companies will tolerate bad debt expense of several tenths of a percent
of revenue, but not much more. Which other departments are expected
to perform at 99 plus percent effectiveness?

It is generally expected that a high percentage of invoices will be
paid on time and over 90% within 30 days of the due date. Manage-
ment expects that the asset will be managed to promote sales and that
all customers will be served promptly, courteously, and professionally.
Astoundingly, most firms also expect this all to be accomplished for a
cost equal to about two to three tenths of a percent of revenue. Quite a bar-
gain!

Management of the receivables asset is a complex task. It addresses
the ramifications of practices and processes usually outside the span of
control of the responsible manager. It requires balancing of opposing

2 Accounts Receivable Management Best Practices
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Introduction 3

How Improved Receivables Management Can 
Revitalize an Organization

A high-technology firm whose products were well regarded by the
marketplace was experiencing an especially serious receivables man-
agement problem. Bad debt exposure and the investment in receiv-
ables were high (days sales outstanding [DSO] was just over 100
days). Millions of dollars in disputed amounts were being conceded
annually, not in response to valid customer disputes, but simply as a
function of age. In addition, the company’s stock price was de-
pressed because of the high DSO. Wall Street analysts interpreted
the elevated DSO as an indication that:

• Their new products did not work properly, or
• Products were delivered on a trial basis, were not valid sales,

and therefore were not true receivables.
Clearly, this firm was feeling tremendous pain from failure to

manage its receivables.
Over an 18-month period, this firm completely redesigned its re-

ceivables management process, tools, staff skills, and management
culture, implementing most of the principles and techniques de-
scribed later in this book. The benefits from the company’s improve-
ment in its receivables, illustrated in Exhibit 1.1, include: 

• A huge increase in the stock price, and 
• An increase in cash on hand equivalent to four months of

sales.
In addition to the increase in stock price and cash on hand, bad

debt and concession expenses decreased by several million dollars
annually.

� CASE HISTORY �

priorities. It is affected by the state of the domestic and global economy,
interest rates, foreign exchange rates, banking regulations and prac-
tices, business law, and other factors. Excellence in receivables man-
agement is a combination of art as well as science; it involves business
process, technology tools, staff skills, motivation, company culture,
changing behavior of both customers and coworkers, the right organi-
zation structure and metrics, incentives, and flexibility to deal with
changing external influences.
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4 Accounts Receivable Management Best Practices

Exhibit 1.1 Benefits of Improved Receivables Management
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Exhibit 1.2 illustrates the determinants or drivers of receivables
management. Most of them are outside the direct control of the man-
ager with responsibility for receivables.

INFLUENCES OUTSIDE THE CONTROL OF THE
RESPONSIBLE MANAGER

The receivables asset is sometimes called the garbage can of the com-
pany. This is because the receivables asset reflects the quality of the en-
tire revenue cycle operation. If an error is made in taking an order,
fulfilling it, invoicing it, applying the customer payment, or if the cus-
tomer is dissatisfied with the product or service, it will manifest itself
as a past due or short payment in the receivables ledger. The quality of
the receivables asset is an excellent barometer of customer service. It is
feedback the customer willingly and quickly gives. It is tempting to call
it a free quality control measurement system, except it is not free. The
firm does not have to pay customers for the feedback, but it does incur
costs in remediating the problems.

Introduction 5

Exhibit 1.2 Drivers of Improved Receivables Management
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In most companies the sales strategy and/or the front-end opera-
tions (i.e., order processing and fulfillment, etc.) are outside the direct
management control of the person responsible for receivables manage-
ment results. In such cases, the manager is measured on the results of a
process that he or she does not fully control. In response to this, en-
lightened companies will place the entire revenue cycle (order to cash
cycle) under the control of a single executive, as a “process owner.”
This arrangement has numerous advantages, the primary one being the
matching of authority with responsibility. Even then the executive does
not have total control over all the determinants, specifically the sales
strategy and the “need to make the numbers” at the end of a month or
quarter.

CONFLICTING PRIORITIES

Excellence in receivables management requires trade-offs between con-
flicting goals. The trade-offs are best balanced in accordance with the
company’s overriding strategic objectives. To optimize the trade-off,
the relative ranking of these strategic objectives must be understood:

• Sales growth 

• Profitability 

• Cash generation

• Market share

• Risk tolerance

The conflicting objectives are to:

• Loosen credit acceptance criteria and controls to boost sales ver-
sus tightening credit controls to minimize the investment in re-
ceivables and the exposure to bad debt loss

• Achieve strong receivables management results and provide ex-
cellent financial service to your customers versus minimizing
the cost of the function

6 Accounts Receivable Management Best Practices
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The Best Practices described in this book, when tailored to a com-
pany’s strategic objectives, culture, and industry, will enable excellence
in receivables management in all of its dimensions. This excellence will
deliver the profit and cash benefits available to your company.1

NOTE

1. Fortune, Special Issue, vol. 149, no. 7 (April 5, 2004), pp. F1–F20.

Introduction 7
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Receivables Antecedents

Receivables antecedents are defined as all the up-front operations re-
quired to create a receivable. They include:

• Quotation

• Contract and pricing administration

• Order processing

• Credit control

• Invoicing

This chapter addresses these receivables antecedent functions only
as they affect receivables management. Naturally, there is a great deal
more information and detail about these functions, but we will limit the
discussion as noted.

The antecedents are absolutely critical to the management of the re-
ceivables asset. They directly impact the quality and collectability of
the asset and are the key driver of the cost to manage a company’s rev-
enue stream. A simple formula to illustrate this point is:

High customer satisfaction + Accurate invoice = 
Excellent receivables results

This formula holds true even if the core receivables management
functions (i.e., credit control and collections) are lacking. Excellent

9
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order fulfillment drives high customer satisfaction. In combination
with accurate invoicing, the cost of delinquency, concessions, and man-
agement of the receivables asset can be dramatically reduced. When
competent credit control and collections are added, the total receivables
management benefits are maximized.

QUOTATION

Overview

Quotation is the process of extending a formal offer for a product or
service to a prospective or existing customer. A clear, complete quota-
tion lays the foundation for excellent fulfillment of a customer order
and accurate invoicing. 

The two key attributes of a quotation that promote excellent receiv-
ables results are:

1. Feasibility/deliverability of offering. Do not quote something
you cannot deliver. The product or service quoted must be able
to be delivered by your firm and perform as sold. If not, the cus-
tomer will be dissatisfied with the product/service and with-
hold payment of your invoice

2. Clear commercial terms and conditions agreed by both parties.
The six elements of a quotation that affect receivables results are:

1. The unit and total price (clearly stated including all dis-
counts)

2. Applicable sales or use tax

3. Freight/delivery (actual versus allowance, who pays it)

4. Payment terms (when is payment due?)

5. The timing of issuing the invoice (upon shipment, at the
start or completion of a project, on reaching a milestone)

6. Description of product or service offered (product number,
layman’s description, proper or trademarked product
name).

10 Accounts Receivable Management Best Practices
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Receivables Antecedents 11

Make Sure Receivables Management Is the Problem

A European supplier of turnkey computer systems that included
hardware, software, and training was experiencing poor cash flow
and seriously delinquent receivables. After speaking with collections,
customer service staff, and customers, it was apparent that many of
the systems were not working as promised. This company did not
have poor receivables management processes or practices; it had a
product that did not work. Improvement in receivables results could
not be achieved without first improving product performance.

� CASE HISTORY �

Improved Product Performance Leads to Improved DSO

A New England manufacturer of big-ticket production equipment
rushed a new product into the marketplace before it was completely
debugged. Performance problems developed, customers withheld
payments, and DSO approached the 200 level. The manufacturer
devised a solution and methodically retrofitted the installed base of
the new product. Customers were pleased but insisted on running
the “fixed” equipment for 30 days before accepting and paying for
it. The retrofit program required six months to complete, but it was
successful. The firm’s DSO dropped as much as 10 to 20 days per
month once the retrofit program progressed, returning to normal
levels after approximately eight months. No improvement in receiv-
ables management practices was made; the improvement resulted
entirely from improvement in product performance.

� CASE HISTORY �

Best Practices

• Limit quotations to offerings in the approved sales catalog or
other official product listing.

• Utilize an automatic “product configurator” tool. Doing this
prevents offering a combination of products, options, and/or ac-
cessories that are not compatible. An example of incompatibility

02_SALEK_009_052  5/27/05  3:05 PM  Page 11



would be to offer a printer wired for European voltage with a
desktop computer wired for U.S. voltage.

• Secure approval and sign-off from engineering and manufactur-
ing for custom products, or from the executive responsible for
delivering the service (e.g., project manager for professional
services).

• Ensure all quotations clearly state the commercial specifications
of the deal. Of course, a customer purchase order may not agree
with your quotation. The resolution of this discrepancy will be
covered in the “Order Processing” section.

Key Points

• Do not quote and sell products and services you cannot deliver
if you want excellent receivables management results.

• The quotation is the first step in fulfilling the customer order ex-
actly and in issuing an accurate invoice. If the quotation is
sloppy, payment delays will result.

• An important internal control required to comply with Sar-
banes-Oxley and that should be tested by both internal and ex-
ternal auditors is the level of control over:

• Offering (quoting) products or services the firm cannot de-
liver

• Offering unauthorized prices, freight, and/or payment terms

CONTRACT ADMINISTRATION

Overview

From a receivables management perspective, contract administration is all
about charging the correct price on the invoice. Price discrepancies are the
leading cause of disputed invoices, which result in delayed payments,
short payments, and substantial rework. The concept is simple; in prac-
tice it is much more complex and difficult.

12 Accounts Receivable Management Best Practices
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Contracts are used for larger customers who will receive frequent
shipments of products and/or delivery of services over a period of
time and are looking to ensure supply and receive the lowest price. In-
frequent customers are usually served via individual orders covered by
their written, electronic, or verbal purchase order. Contracts govern the
commercial terms and conditions of the orders (or releases against the
contract) that are received during the time period in which the contract
is in effect. As we said in the “Quotation” section, it is vital that the con-
tract clearly define the agreed commercial terms and conditions con-
cerning:

• Price

• Sales and use tax when applicable

• Freight/delivery charges

• Payment terms

• Invoice timing

• Clear description and specification of product and/or services
to be delivered

In addition, the time period covered by the contract must be specified.

Best Practices

• The commercial terms and conditions in a contract must not
only be clear but agreed to by both buyer and seller. Otherwise,
invoices will be disputed. A contract signed by both parties is
proof of agreement. We have seen many unexecuted contracts
being utilized to govern a commercial relationship with a cus-
tomer. This practice is risky when a dispute is escalated to sen-
ior management or to external mediators, arbitrators, or in a
court of law. Get the contract signed. Ensure the signatory is prop-
erly authorized to do so. If in doubt whether a person is author-
ized, secure a resolution from the board of directors attesting to
such authority.

Receivables Antecedents 13
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• Ensure the contract is in force. The absolute Best Practice is to
have an “evergreen” or automatic renewal/extension clause in
the contract, which keeps the contract in force until either party
formally cancels it.

14 Accounts Receivable Management Best Practices

Delays on Contract Renewals Cause 
Receivables Headache

A capital equipment manufacturer had a thriving maintenance busi-
ness. The majority of its customers were under service contracts that
provided preventive maintenance at regular intervals and emer-
gency service as needed. The pricing for a service contract was a
fixed annual fee based on hourly rates much lower than the non-
contract (time and material) rates. The duration of the contract was
generally one year; to continue the service contract, it had to be re-
newed each year.

Inevitably, contracts would expire, and while customers ex-
pressed their intent to renew them, numerous contract renewals
were not executed prior to the expiration of the current contracts.
What happened?

Emergency service was provided many customers in the period
between expiration of the former service contract and renewal of the
new one. The customers were billed at the higher time and material
rates since technically they were not “contract” customers. The cus-
tomers did not pay the invoices. They considered themselves con-
tract customers on the verge of renewing retroactive to the
expiration date of the former contract. Cash flow decreased, and
DSO and past due receivables skyrocketed. When the renewals were
finally secured, all of the prior time and material invoices were cred-
ited, and new invoices were generated for the service contracts. The
rework penalty in terms of staff time and expense was huge. Delin-
quency costs were significant, and the customers were annoyed with
the whole process.

A discrepancy in a single factor (effective date of the contract)
was enough to cause huge problems for this capital equipment
manufacturer.

� CASE HISTORY �
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• The timely renewal of contracts is a universal challenge. The
Best Practice is to:

• Use a system tool (contract administration software applica-
tion) to track all contracts and their start and expiration
dates. The tool should proactively notify those responsible
for renewals when a contract is approaching its expiration
date.

• Start the renewal process 90 to 120 days prior to contract ex-
piration, with early and frequent customer contact. 

• Establish a clear policy governing transactions with cus-
tomers whose contracts have expired. The policy should
specify the pricing of such transactions (e.g., should a non-
contract price be charged, or should the contract price be used
for a grace period?). Customers should be notified of this pol-
icy when contacted to renew their contract.

• Employ a clear escalation procedure involving senior man-
agement for contracts fast approaching the expiration date.
The procedure should involve sales management to pursue
the renewal revenue, but also clearly stipulate the conditions
of selling to the customer beyond the expiration date (i.e.,
prices, terms, etc).

• In addition to being in force, the commercial terms and con-
ditions have to be kept up to date. Many contracts have pro-
visions for changing prices during the term of the contract.
Prices of manufactured goods such as paper and petrochemi-
cals are tied to the commodity market price of key raw mate-
rials. Prices of distributed products are often tied to the
acquisition cost of the distributor.

• Manage the work flow and backlogs to ensure the contract sys-
tem is current and accurate. The major problem we have seen
over the years is a backlog of new or renewed contracts awaiting
input into a company’s contract system. This is especially true
when a large portion of the contracts expire on the same date
(most commonly, December 31). This workload peak can be mit-

Receivables Antecedents 15
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igated by staggering contract expiration dates more evenly
throughout the year.

• A second frequent problem is a backlog in inputting price
changes into the contract system. 

• For both of these backlog problems, our recommendation (in 
addition to staggering expiration dates) is to allocate more re-
sources to keep the backlogs to a one- to two-day lag. Remem-
ber, every invoice that is generated off an incorrect or expired
contract will likely be disputed and result in decreased cash
flow, rework, and diminished customer satisfaction. The cost of
delay is huge and, in most cases, will exceed the cost of a little
temporary help.

Key Points

The three key points for excellent contract administration are simple to
understand but not easy to accomplish. They are:

1. Ensure all contracts are current (in force).

2. Ensure the price matrices and customer master file data (ship-
and bill-to addresses, payment terms, etc.) derived from the con-
tracts are updated and current.

3. Grant access to contract information as widely as possible to in-
dividuals performing the collection and dispute resolution func-
tions.

PRICING ADMINISTRATION

Overview

Price discrepancies are the leading cause of invoice disputes. This is not
surprising when you think of all the pricing incentives and promotions
offered to give a company a competitive advantage and/or to affect
customer buying behavior. Examples of pricing mechanisms designed
to alter buying behavior are:

16 Accounts Receivable Management Best Practices
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• Shifting orders from a busy season of peak demand to a slow
season

• Increasing individual order or shipment size

• Increasing total volume purchased within a specified time pe-
riod and so on. 

Many of these pricing incentives overlap and can be quite complex,
causing confusion among the supplier’s pricing and billing staff and the
customer’s accounts payables and procurement staff. System tools may
not be able to accommodate complicated pricing schemes and accu-
rately price invoices. Unfortunately, the results can be very damaging.

Best Practices

Pricing accuracy is possibly the most important determinant of receiv-
ables management success. It is a science in and of itself. However, here
are seven fundamental practices that promote pricing and invoicing ac-
curacy:

1. Keep your pricing scheme as simple as it can be. This may not be
possible if your competition offers complex pricing incentives.

Receivables Antecedents 17

Complex Pricing Structure Complicates Receivables
Management

A large distributor sold over 50,000 different products whose prices
changed sporadically during the year. It maintained individual cost-
plus pricing schedules with over 6,000 customers. Each time a man-
ufacturer changed a price on a product, it potentially required a
price change in 6,000 customer price schedules. This constituted
one of the most difficult price administration challenges we have
ever seen. While this customer achieved a high degree of accuracy, it
still grappled with a substantial volume of price discrepancies, which
impacted invoicing accuracy and receivables management results.
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2. Ensure all products and services offered have a discrete product
(aka, stock keeping unit [SKU]) number, and a price assigned to
it in the pricing matrix or master.

3. As stated in the “Quotation” and “Contract Administration”
sections, ensure the multiple elements of the price are clearly ar-
ticulated to both the customer and your internal staff. Six ele-
ments of the price are:

1. List or base price for the SKU

2. Applicable discounts

3. Freight terms 

4. Payment terms (including prompt payment discounts) and
billing timing

5. Applicable sales and/or use tax

6. Late payment fees (finance charges)

4. Ensure all elements of the pricing master and individual cus-
tomer price schedule are up to date and in force (i.e., not ex-
pired).

5. Ensure promotional pricing is adequately controlled; that is, all
promotions are authorized and communicated internally and
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ERP Bug Creates Customer and DSO Problems

A supplier of medical devices to hospitals implemented a new enter-
prise resource planning (ERP) system. Unfortunately, flaws in the
pricing application caused it to default to list price intermittently,
thereby generating hundreds of incorrect invoices. Customers re-
fused to pay them, frequently demanding corrected invoices. DSO
increased by almost 50%. Delinquency deteriorated so much that
the customer’s borrowing capacity under its receivable securitization
facility was severely restricted. It required thousands of hours of work
over a 10-month period to recover from this pricing problem.
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externally prior to effective date. Utilize off-invoice pricing
where possible, so the net price to the customer is clearly stated
on the invoice.

6. Ensure all price changes are communicated well in advance of
the effective date and that all contracts and price schedules are
similarly updated.

7. Utilize a sound dispute management process for pricing and
other disputes. For most companies, pricing schemes are com-
plex, and it is inevitable that customers will dispute prices that
are indeed correct. A dispute management process will:
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Quick Fix Is Costly 

A tier 1 supplier of automotive components to the Big Three U.S. au-
tomobile manufacturers announced a price increase for its products.
After much negotiation, the three customers acquiesced to the price
increase. One of the three, however, negotiated a very complex pric-
ing scheme to implement the price increase. It was so complex, its
accounts payable system could not automatically process vendor in-
voices submitted with the new pricing. Programming changes were
required to enable such invoices to be automatically processed, and
those changes could not be completed for four months. Rather than
manually process the huge volume of invoices, the customer insisted
on automatically short paying half the invoices and overpaying the
other half. The intended effect was to pay the correct amount in the
aggregate. A monthly reconciliation and true-up protocol was insti-
tuted to verify the correct amounts were being paid. This true-up
was spreadsheet and manually intensive, and consumed large
amounts of accounting and finance staff time at great expense for
both parties. The cause of the added expense was pricing discrep-
ancies.

Once the correct prices were loaded into both the seller’s and
buyer’s systems, and the programming changes were made to the
customer’s payables application, the invoices were paid promptly
and cost effectively. The supplier’s receivables results improved, and
its costs returned to normal.
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• Enable pricing errors to be investigated and resolved quickly
so the disputed invoice can be corrected and paid quickly
with minimal rework and so that the receivables ledger and
financial statements are accurate. Accurate financial state-
ments are the overriding objective of Sarbanes-Oxley legisla-
tion. Unresolved pricing errors left open in the receivables
ledger are an overstatement of revenue and assets.

• Enable accumulation of dispute causality data that is essential
to a continuous improvement effort to increase order fulfill-
ment and invoicing quality.

Key Points

In our experience with over 100 companies in a wide range of indus-
tries, business models, and technological sophistication:

• Disputed invoices comprised 50 to 80% of the invoices past due
more than a few days.

• Pricing discrepancies were the leading cause of disputed in-
voices, ranging from 30 to 70% of all disputes.

Clearly, to improve receivables management results, a company
must do two things:

1. Price its invoices accurately.

2. Resolve pricing disputes quickly and efficiently.

Also, the controls over pricing will receive substantial scrutiny dur-
ing audits and Sarbanes-Oxley testing to ensure that only properly au-
thorized prices are offered to customers and that revenue is accurately
stated.

CREDIT CONTROLS

Overview 

The objective of credit controls is to manage the risk inherent in the ex-
tension of credit to promote sales. This risk is known as credit risk, and
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is the same risk incurred by lenders of money, such as banks. A com-
pany that sells only on cash-in-advance or cash-on-delivery terms and
requires a secure form of payment has no credit risk. However, unless
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Breaking the Mold 

A manufacturer of capital equipment was the first in its industry to
introduce a new generation of diagnostic technology. The equip-
ment was selling fast, and the company wanted to exploit this tech-
nological advantage before the competition matched it with similar
products. In addition to a strategic goal of maximizing sales in the
first years after introduction, other critical factors in managing credit
risk were:

• The equipment had a high profit margin (over 70%).
• The company required a 30% down payment with order,

which reduced the risk of loss.
• The equipment could be repossessed, refurbished, and resold

if necessary, further mitigating the risk of loss.
The company’s approach to the credit risk decision was to impose

no up-front credit vetting or controls. It sold to whomever placed an
order with the down payment. The rationale was:

• The down payment was evidence of a significant level of fi-
nancial resource.

• The ability to repossess in conjunction with the down pay-
ment mitigated risk.

• The profit margin was sufficient to cover bad debt loss over a
period of several years and still generate a satisfactory return.

• It was consistent with the strategic goal. 
Such a decision was unusual and bold (and not generally recom-

mended). An analysis after the first three years of the program re-
vealed that the number of risky customers who paid in full far
exceeded those who failed to pay. The overall profitability of the
program surpassed targets. Clearly, tight credit controls would have
prevented sales whose profit would have exceeded the bad debt loss
incurred, resulting in a lower overall profit. This is an excellent ex-
ample of a company that evaluated the risk of sales to risky cus-
tomers versus the profit to be gained and arrived at an unorthodox
decision that was right for it.
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that company has a product or service that no one else offers, its sales
will be much lower employing those terms of sale. The global market-
place runs on credit. Goods and services are routinely delivered with
the expectation that payment will be made according to the agreed pay-
ment terms.

Credit risk has two dimensions. The first is the risk that payment
will never be made. This loss is known as bad debt. The second risk is
that payment will be made late; that is, beyond agreed payment terms.
This loss is known as delinquency. It is considered a loss on the basis
that a company will have to borrow money and pay interest to replace
the funds not received on time. Naturally, bad debt loss is the more
devastating of the two losses and the risk that receives the most man-
agement attention. The high-profile bankruptcies of the past several
years (Enron, WorldCom, Kmart, Fleming, etc.) have driven this reality
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Reactive Policy Proves Costly

A multi-billion-dollar (annual sales) provider of recurring professional
services to the Fortune 1000 had no proactive credit controls. Its ra-
tionale was that it sold to a blue-chip customer base and that if re-
ceivables became seriously past due, it would suspend service until
the receivables were paid. Unfortunately, this passive, reactive man-
agement of credit risk led to substantial bad debt and delinquency
losses. The fact that a customer is large and listed among the largest
companies in the world does not vouch for its creditworthiness. This
professional services provider fell victim to most of the high-profile
bankruptcies mentioned above. In practice, the company was slow
to recognize serious delinquencies. Suspension of service rarely re-
sulted in significant payments from the customer to bring the ac-
count to a current basis. Instead, it was a validation that the
customer was in dire financial condition, and bad debt loss usually
followed.

This company’s evaluation of the risk/reward trade-off was flawed
as it underestimated the credit risk of “large” companies. As a result,
its losses over a period of years were millions of dollars, particularly in
the years 2001 through 2003. 
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home to thousands of suppliers. It is a constant threat. During the years
2000 through 2003, between 35,000 and 40,000 companies filed bank-
ruptcy each year.1

The critical task to managing credit risk is to balance the need for
credit sales, and the profit earned on those sales, against the perceived
risk of extending credit to a customer. There is no easy answer or magic
formula for balancing these factors. The proper balance varies by indi-
vidual company and is based on a firm’s profit margins, strategic goals,
and whether a product can be repossessed and resold. There are many
techniques and tools to investigate, evaluate, and monitor credit risk;
however, balancing that risk against the other company priorities is
unique to each firm, requires judgment, and is never easy.

Best Practices

The Best Practices address managing credit risk for both domestic and
foreign customers. They will discuss establishing and maintaining
credit limits, ongoing controls, credit insurance, and other useful tips
for managing credit risk. 

Credit Limits

Credit limits quantify the dollar amount of risk a company is willing to
bear with an individual customer. It is analogous to the size of a loan or
line of credit a bank would extend to one of its customers. In principle,
it is a “line in the sand” beyond which the risk is intolerable.

Establishing Credit Limits for New Customers

A credit investigation is necessary to establish a credit limit for a new
customer. Best Practices for establishing credit limits for new customers
are:

• Start with a credit application from the customer to your com-
pany requesting a credit account. The application should in-
clude:

• Customer’s legal name, type of entity, tax I.D. number, 
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contact information, trade and bank references, estimated
sales volume.

• Legal language defining your company’s credit policy and
the terms of granting credit, rights to revoke, late payment
fees, etc.

• A signature from the customer formally signifying acceptance
of your credit terms.

• Investigate the applicant’s credit. If it is publicly held, research
its financials on EDGAR, the applicant’s Web site, or other serv-
ice. In many cases, the investigation will end here, as the finan-
cials will provide sufficient information.

• If additional information is needed, secure payment, default, 
litigation, Uniform Commercial Code (UCC) filing, lien, and re-
lated information from a commercial credit information pro-
vider such as Dun & Bradstreet, Experian, and so on. The
industry chapter of the National Association of Credit Managers
(NACM) also provides reliable payment history information.
Online, electronic (versus hard copy) receipt of this data is Best
Practice.

• If you are unable to establish a credit limit with the above
sources of information, proceed to check the trade and bank ref-
erences. This is the reason these references are requested on the
credit application. In many cases, you will not need to research
these sources, but it is important to have them available when
needed. Best Practice dictates that the credit investigation pro-
ceed only as far as needed to determine a credit limit. It is ineffi-
cient to investigate all information sources if a decision can be
reached with one or two sources.

• Evaluate the information and assign a credit limit and a date the
limit expires or is to be reevaluated. Best Practice evaluation
uses a quantitative credit scoring or risk rating model. The credit
score translates into a predetermined range of credit limits. The
model can be an in-house model or a model offered by a credit
information service. Best Practice credit scoring utilizes auto-
mated input of credit information and automated scoring with a
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calculated credit limit. There is always an option to modify an
automatically calculated credit limit with human judgment The
credit scoring/evaluation to establish a credit limit should
weigh these factors:

• Financial strength (financial ratio analysis).

• Exposure calculated by the sum of estimated monthly sales
and customized inventory to be held for the customer, multi-
plied by the payment terms. The exposure to any related par-
ties (e.g., corporate parent/child relationships) must be
added to aggregate total exposure to an entity.

• Payment history with other suppliers as reported by credit
reporting service.

• Presence or absence of litigation, referrals to collection agen-
cies, liens, UCC filings, judgments, and so forth.

• Profitability of sales to customer.

• If the credit limit established is inadequate to support the cus-
tomer’s expected trading volumes, the risk of a higher limit can
be mitigated by:

• Deposits, “down payments,” or advance payments.

• Security devices such as letters of credit, guarantees, and/or
Uniform Commercial Code (UCC) filings.

• Shorter payment terms.

The intent of Best Practice credit controls is to find a way to sell to
the customer under some sort of credit arrangement. While it may not
be prudent to grant the full level of credit desired by the customer (and
your sales department), some combination of credit and security can
usually be found to enable the deal.

Building a Specific Reserve for High-Risk Customers

Another Best Practice to enable credit sales is special provisioning of
the reserve for bad debt for individual high-risk customers. If manage-
ment still wants to sell on credit beyond the limits the credit investiga-
tion indicates is prudent, an innovative technique is to provision the
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bad debt reserve for a specific customer (or category of customer) at
higher rates until the reserve is adequate to cover the risk of the expo-
sure of that customer. Thus, the sale is made, but the added risk is rec-
ognized, and over time, the reserve is built up to cover any bad debt
loss incurred from the customer(s). 

For example, management wants to sell $100,000 per month to a
very high-risk customer (i.e., a debtor in possession) on net 30-day pay-
ment terms. A credit investigation judges a $30,000 credit limit to be
prudent. To enable this trading and cover the risk, all sales to this indi-
vidual customer would be accompanied by an additional provision to
the bad debt reserve of 25% of sales. Over a period of four months, as-
suming no bad debt loss and the customer paying promptly, thereby
maintaining its receivable at $100,000, a specific reserve would exist
sufficient to totally cover the $100,000 exposure to bad debt loss. At that
point, the specific provisioning would be tailored to maintain the re-
serve at the same level as the receivable. The company will have gained
the profit from the additional sales yet still have recognized the risk of
a potential bad debt loss.

Once the credit limit has been established, it should be communi-
cated in writing to the customer with an explanation of how it will be
administered (i.e., enforced). This notification is a customer service op-
portunity, so Best Practice is to send a “Welcome” letter to the customer,
welcoming it to your family of customers and explaining how the
credit limit works. Include the name(s) of the contacts in the credit de-
partment. Sales should be copied on this letter.

After the credit limit has been established, very high limits (the
amount will vary by company) should be reviewed and authorized (via
signature) by senior finance and executive management to signify their
authorization of the credit exposure.

The credit investigation for new customers is an excellent opportu-
nity to exercise control over nonstandard payment terms. All payment
terms requested by new customers that are not in the standard offering
must be authorized by senior finance and executive management. Best
Practice prescribes that credit management forward these to the desig-
nated managers for approval with a summary of the financial impact of
the nonstandard terms expressed in:
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• The cost of financing the receivables for the extended period of
time

• The incremental exposure to bad debt loss and the additional ex-
pense for the provision for bad debt loss 

• The cost of prompt payment discounts

• The profitability of the sales to the customer

When the credit limit for the new customer has been completely ap-
proved, authorization to sell the customer on credit terms should be
established by creating a customer master file for that customer. Con-
trol over creation and update of the customer master file is a key inter-
nal control that is the subject of internal and external audit scrutiny.
Best Practice prescribes the credit department forwarding authoriza-
tion to create a customer master file to the controlling department
(often the customer service department). The authorization includes
the customer’s legal name, billing address, payment terms, and credit
limit.

Finalize the establishment of a credit limit for a new customer by ag-
gregating all information and source materials in an individual file for
each customer. Best Practice is for the file to be electronic, utilizing elec-
tronic images of documents where document files are not feasible. A
file of hard copy documents is the next best option.

Updating Existing Credit Limits

The financial strength and creditworthiness of companies can change
rapidly. For example, information technology services companies that
helped their customers prepare for Y2K were fabulously successful in
the late 1990s. Yet many of these same companies experienced financial
difficulty in 2000 and 2001, with some filing for bankruptcy protection.
If you established a credit limit based on 1999 financials for these firms,
and did not update it, you incurred serious exposure to bad debt loss.

In many respects, updating a credit limit involves repeating the
steps taken in establishing the initial credit limit. However, there are
two significant differences:
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1. You have the customer’s historical payment performance for
your invoices. This may be the most reliable and valuable data
you have, particularly the trend in that payment performance.

2. You may have better access to the customer’s financial state-
ments (if privately held) and better insight into its operations
and financial strength. For example, if the volume of orders to
you is rising, you can discuss with the customer how its busi-
ness is progressing, new customers, sources of capital, and so
on. As a supplier extending credit and bearing risk, you have a
legitimate interest in this proprietary information.

Access to this information will, in many cases, reduce the depth of
the credit investigation. If a customer has an on-time payment history
with you and its financial statements and/or credit reports are good,
then the credit limit can be confidently updated with no further re-
search. The credit scoring model should have the capability to factor in
your payment experience with a customer. With a few of the key inputs
mentioned above, it should produce a credit score to enable updating
of the limit.

Other elements of Best Practice are:

• The timing of the update is a function of the credit limit expira-
tion date assigned when the account was initially established.
Customers with excellent financial strength should be assigned
a longer expiration date than high-risk customers, whose condi-
tion you should monitor more frequently and closely. Remem-
ber, cost efficiency is a constant requirement of the receivables
management function.

• The system tool should automatically highlight accounts whose
credit limits are about to expire in the next 60 days. This allows
plenty of time for the credit investigation to be conducted and
for the credit limit to be updated with the same or changed
credit limit and a new expiration date.

• Updates should also be triggered by adverse events such as:

• Deterioration in payment performance. This is critically
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important information. No system of credit controls can be to-
tally effective without a comprehensive, excellent collection
process. Collection is the “eyes and ears” of the credit func-
tion.

• A “bounced” check or draft or other electronic payment.

• Business setbacks reported in the press or by a sales rep or
other party.

• Alerts from commercial credit information services. Several
firms offer a special monitoring service of designated ac-
counts to inform you of adverse events, such as the account
being placed for collection, having a judgment or lien, and so
on.

• The same approval/authorization hierarchy for initial credit
limits should apply to updates.

Credit Control over Ongoing Business 

The speed and volume of business today combined with lean staffs
makes it easy for credit controls to be evaded or ineffectively applied.
To counteract this pressure, two principles must be followed:

1. Some controls should be absolute and enforced by the system.

2. Controls requiring manual involvement should be periodically
evaluated to ensure the staff time they consume is worth the
benefits they generate.

Examples of absolute controls are:

• A customer number cannot be assigned without a credit limit as-
signed by an authorized person.

• Products and services cannot be delivered or billed to a cus-
tomer without a customer number.

• Access to the customer master file, which contains the credit
limit and customer number, must be restricted to a few author-
ized individuals.
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• Payment terms for a customer cannot be changed except by an
authorized person.

The most important control in the category of manual involvement
is the limitation of risk exposure to customers who are over their credit
limit and/or delinquent. Best Practice is for the system to prohibit entry
of an order and release of shipment of product/delivery of service to a
customer who violates the over limit or delinquency tolerances. This
control should be a “hard” control, meaning it is impossible to enter an
order or dispatch an order for delivery for a customer in violation of the
tolerances. A “warning” list of customers in violation that does not pro-
hibit delivery to such customers will be ineffective. Only when the
“hard” hold is relieved by an authorized individual, can the order or
delivery be processed.

This control should be activated by either of the two conditions: over
credit limit or delinquency. In the interest of efficiency and speed, tol-
erances should be established for violation; for example, only cus-
tomers 5% or more over limit qualify for the “hard” hold. Similarly, the
delinquency condition should have flexibility for the amount past due
(perhaps > $1,000) and the number of days past due (perhaps 15 to 30).
Otherwise, if the tolerances are too tight, the individuals who deal with
the holds will be inundated with nuisance cases that are a few dollars
or relatively few days in violation. Such nuisance cases consume time
and are quickly released anyway. In reality, are you really going to hold
an order and contact a customer over a small amount of money that is
five days past due? The customer will plead mail delays and be of-
fended, and you will have wasted a lot of time. Inevitably, there will be
a select group of customers you want to monitor very closely and keep
a tight rein on, but the entire hold mechanism should not be designed
for the few.

The Best Practice computation of a customer’s receivables to trigger
a hold is quite sophisticated. It should exclude three things:

1. Disputed invoices

2. Late payment fees

3. Unearned prompt payment discounts
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Items 2 and 3 may be included, but only if your firm historically col-
lects 90% or more of them. Otherwise, you will just introduce “noise”
into the system.

Computation to trigger a hold should include:

• Open receivables

• Pending orders

• Customized inventory that cannot be easily resold

Note: The exposure to affiliated customers who are part of the same
corporate entity must also be tabulated by the system. This is often
called “parent/child” linkage. It enables you to monitor total exposure
to a corporate entity. Without this parent/child linkage and tabulation,
a company’s exposure to a customer with many divisions and sub-
sidiaries will be invisible and uncontrolled.

The credit hold should be processed in three steps:

1. The responsible credit representative reviews the status of the
account and total exposure, then formulates the conditions the
customer must meet to allow release of the order.

2. The credit representative then contacts the customer and in-
forms it of the situation and of the payments it is required to
make to release the hold. Communication of the credit hold to
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Not Keeping Tabs Company-Wide 

A multibillion dollar (annual sales) Fortune 100 company had several
divisions that sold to Kmart. They were unable to monitor their total
exposure to this customer. When Kmart filed Chapter 11 bankruptcy,
not only did they incur millions of dollars in losses, but it took three
days to tabulate their total, corporate-wide exposure to Kmart. This
is a clear example of lack of control and of getting “blindsided” by
bad news.
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the customer should always be via a telephone call as soon as
possible, not by letter or e-mail.

3. When the payments are made (or in some cases promises to
pay), the authorized credit representative releases the hard hold
in the system. Only authorized individuals should have access
to releasing a hold.

The hold stays in place until it is manually released by an authorized
individual. This maintains the highest practical level of control over ex-
posure.

A simple analysis can ensure this control is cost effective. Track the
number of orders that are held for a period of time. Calculate:

• The percent of total orders held

• The time spent on releasing the orders (obtain estimates from
the staff)

• The percent of held orders released without customer contact
(solicit this number from the staff)

If the percent of time dealing with held orders is over a third of total
department time, and if more than 10% of held orders are released
without customer contact, the criteria for holding an order may be too
tight. Interview your staff to get a feel for the time efficiency of the
process. In some cases, you may be dealing with an undercapitalized
customer base that requires a high volume of held orders to effectively
control and manage the asset. In such a case, devoting a third of staff
time to credit hold releases may be efficient. However, held orders may
be a primary selector of which customers receive a call, and this may
drive neglect of other customers or higher-value activities. For exam-
ple, most order holds may occur with smaller customers who collec-
tively account for 15% of the receivables asset, diverting time from the
customers who account for 85% of asset.

Another key determinant of the efficacy of the credit hold function is
to monitor the volume of bad debt write-offs over several years. If the
volume is unacceptably high, do not just automatically tighten the
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credit hold criteria for all customers and increase the workload. First
determine how much of the bad debt loss would have been avoided
with tighter credit hold criteria. In the example cited above, since
Kmart was a major, national account, it is unlikely orders would have
been held until late in the company’s decline. Tighter credit hold crite-
ria would only have generated more holds and manual releases, with
no reduction in exposure.

Overall Risk Rating 

Another control over the aggregate risk of the receivables asset is to
compute an overall risk rating of the asset, based on the individual cus-
tomer credit score or rating, and weighted by the percent of the total re-
ceivables controlled by each individual customer. This can be
accomplished two ways:

1. By calculating a weighted credit score if you utilize credit scor-
ing.

2. By calculating a weighted debt rating using the assigned debt
ratings issued by commercial services such as Moody’s, Stan-
dard & Poors, and so on. This approach is limited to customers
who have publicly traded debt rated by agencies.

Metrics

The metrics to monitor the performance of the credit control function
should be simple and require only several hours per month to compile
and publish. They should address:

• Throughput and timeliness

• Effectiveness

• Cost

Throughput and timeliness metrics should measure the volume of
credit investigations (new customers and updates of existing ones) and
credit holds. In addition, they should report:

Receivables Antecedents 33

02_SALEK_009_052  5/27/05  3:05 PM  Page 33



• Percent of applications denied, credit limits changed, and orders
released without customer contact. This provides insight into
the quality and benefit of these functions.

• Backlog (total and age of unprocessed items).

Note the metrics for credit holds can be compiled periodically for
two-week periods to enable insight into the process. They do not have
to be tracked continuously.

If the credit function has a commitment (or service-level agreement)
to process credit applications for new customers within a specified time
frame, that performance should also be measured and reported, simply
as the percent of applications that were processed within the prescribed
time period.

Effectiveness can be measured by the level of bad debt write-offs (ac-
tual charge-offs, not additions to the bad debt reserve) as a percent of
revenue compared to the prior three years. Ensure the write-offs in-
clude only true bad debt and not concessions or credits and adjust-
ments for disputes, billing errors, shipping problems, and so on.
Another metric is the aggregate credit score of the receivables portfolio
as measure of aggregate risk. A third metric could be the amount of rev-
enue and its profitability sold to the lowest-rated segment of cus-
tomers. This reveals the level of profitable sales made to high-risk
customers and is an indicator of credit’s responsibility to promote sales.

Cost can be measured by compiling the total cost of the function (the
cost of purchased services and supplies, travel, etc., as well as person-
nel costs) and reporting it as a percent of revenue. World-class per-
formance is for the credit and collection function combined to be 1/10
to 2/10 of 1 percent of revenue. The cost should also be reported com-
pared to the budget for the current year.

Credit Insurance

Credit insurance insures against bad debt loss and can be a useful
tool in controlling bad debt risk. It can limit exposure, but it has a
cost. Credit insurance is offered by a number of firms and is available
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for both domestic and foreign customers. The coverage can be tai-
lored to a company’s individual needs. The typical offering has these
features:

• Coverage applies only to customers approved by the insurer.

• Deductibles apply both on a per-occurrence and aggregate basis.

• A coinsurance provision applies.

• Premiums are based on the risk level of the portfolio and the
strength of your internal credit controls as assessed by the in-
surer.

• Insurers want to insure the entire portfolio subject to their exclu-
sions. They discourage covering only your high-risk customers,
usually through high premiums, deductibles, and coinsurance.

While credit insurance can be very comforting, the cost/benefit
trade-off must be closely evaluated. The evaluation can be completed
in three steps:

1. Secure quotes from three providers, including an identification
of which of your customers would be ineligible for coverage.
Calculate the percentage of revenue sold to the ineligible cus-
tomers.

2. Perform a modeling exercise in which you take the last three
years of write-offs and compute how much these write-offs
would have been reduced by the proposed credit insurance, net
of deductibles, coinsurance, and premiums.

3. Forecast revenue and bad debt loss for the upcoming year. Cal-
culate the reduction in bad debt loss covered by the insurance
versus the total cost of the insurance. Include an estimate of bad
debt loss for “ineligible” customers, that is, customers not cov-
ered by credit insurance. This loss rate should be higher than the
historical aggregate rate as the ineligibles are the highest-risk
customers.
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This analysis will reveal if the total cost of the insurance is higher or
lower than the historical/forecast bad debt loss covered by the insur-
ance.

Export and Foreign Customers

In many respects, credit control over sales to offshore customers em-
ploys the same fundamentals discussed earlier in this chapter. Selling
to large, financially strong customers in the European Union, Japan,
and other countries can be conducted on open credit terms with little
risk. Payment terms may be somewhat different to allow for transport
of goods overseas or other local conditions. Remittances are usually
made through wire transfers or other electronic means.

However, selling to smaller, less-well-capitalized firms or to firms of
any size in developing countries entails a higher risk of loss. The risk
may be slightly or much higher. The risk emanates from several factors:

• Lack of reliable financial and credit data on a customer.

• Foreign exchange risk. If you are to be paid in foreign currency,
its value may decrease substantially from foreign exchange rate
changes. Even if you are paid in U.S. dollars, an exchange rate
change may make it expensive or difficult for a customer to ob-
tain dollars and pay you.

• Political risk. Changes in local government may hurt the local
economy or place restrictions on payment of U.S. dollars out of
the country.

• Difficulty in enforcing your claims in the local legal system.

Many credit information services provide credit reporting and coun-
try risk information to enable credit decisions. The quality and reliabil-
ity vary, and do not eliminate risk. The best credit information you can
get is with an existing customer, for whom you have payment experi-
ence, and may be able to obtain audited financial statements. For new
customers, the quality of the information is generally not what is de-
sired, and the risk is elevated.
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Mitigating credit risk on sales to offshore customers is a science in
and of itself. There are numerous techniques and banking instruments
to secure your claim and ensure payment. Several financing sources
and government insurance programs are designed to promote exports
(e.g., the Export Import Bank). Commercial credit insurance discussed
above can be utilized. We will not attempt to cover them all. The best
way to approach risk mitigation is to work with a bank or customs bro-
ker/exporter well versed in export payment instruments.

However, the simplest, most secure way to manage risk on export
sales is to employ one or all of these techniques:

• Require full or partial payment in advance via a secure payment
method, such as wire transfer of funds to your bank account.

• Require the customer to place a deposit with you to cover the ex-
posure.

• Secure an irrevocable standby letter of credit, confirmed by a
U.S. bank, for the anticipated exposure.

• Secure an irrevocable letter of credit, confirmed by a U.S. bank,
for the amount of each order.

None of these methods will be popular with your customers. They
will prefer open account terms. However, if there is a lack of reliable in-
formation to prove a low risk, this is the safest way to proceed. All
other instruments for payment are less secure than the ones listed
above. Over time, with experience with a customer, you may wish to
sell smaller amounts on open credit to see if the customer pays on time.
The open credit can be expanded with good payment history and ac-
cess to company financial information.

Key Points

The four key points to remember about credit controls are:

1. Strong credit controls can make managing receivables much eas-
ier and less costly.
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2. Credit decisions must be made quickly to avoid impeding cus-
tomer response and to be cost effective.

3. Overly conservative credit policy and practice will constrain
profitable sales.

4. The right credit controls must be customized to an individual
company, its strategy, profitability, tolerance for risk, the nature
of its customer base, and its products or services.

ORDER PROCESSING

Overview

Order processing is all about fulfilling a customer order properly,
quickly, and invoicing it accurately. This creates a happy customer, and
sets the stage for a prompt, full payment. Failure to fulfill and bill an
order accurately guarantees a delayed and/or short payment, a dissat-
isfied customer, and the extra cost of reworking the order, processing a
return, issuing a credit, reinvoicing, and so on. In other words, a mini-
business disaster. The longer-term effect is to drive customers to the
competition, which will fulfill and bill their order properly.

Order processing refers to the function of receiving a customer order,
ensuring it meets the conditions of an acceptable order, and routing it
within the company to be fulfilled. Speed is important, but filling the
order to meet customer expectations is the primary mission and a de-
terminant of the success or failure of a business.

Best Practice

Best Practice in order processing is to receive customer orders electron-
ically (via Electronic Data Interchange [EDI] or other electronic means)
and to route them electronically to the department within the company
that will fulfill it. For a manufacturer or distributor of a tangible prod-
uct, the order processing would automatically check inventory records
for availability and print a pick list, packing slip, bill of lading, and so
on, to enable the order to be prepared and shipped. For a services firm,
it would involve assigning the order to a staff member to schedule to
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provide the service. Automatic routing eliminates the possibility of
human error in transcription of the order for routing to fulfillment.

Before an order can be routed to fulfillment, it must be reviewed to
ensure it meets the conditions of an acceptable order. Such conditions
are elements such as:

• Price

• Freight terms (which party pays freight)

• Payment terms

• Delivery or completion date

If the order does not meet the acceptable options for these elements,
an exception must be approved, or the customer must be notified of the
unacceptable element of the order. Here again, Best Practice prescribes
automatic reviews of orders and automatic routing of unacceptable
ones to the proper approval authority. 

Once the elements of the order are approved, the credit status of the
customer must be checked before the order is released for fulfillment. If
the customer’s credit status is unacceptable, the order is placed on
“credit hold,” Best Practices for which were discussed in greater detail
in the “Credit Controls” section. 

Another condition of fulfilling an order is the validity of the order. In
theory, it must be a bona fide order from an individual at the customer
authorized to place orders. The customer often accomplishes this by
placing a purchase order, which is a legal commitment to accept and
pay for the order if it is satisfactorily fulfilled. Best Practice prescribes
electronic placing of orders or releases of shipments against bulk or
blanket purchase orders (usually through EDI). In the fast pace of com-
merce, many orders are placed via phone or e-mail, and only experi-
ence with each customer will determine if those orders are valid.
Whatever form the order takes, it must have this information to be a
valid order and to be fulfilled properly:

• A purchase order number. Most companies will not pay an in-
voice unless it references a valid purchase order.
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• A clear description of the product or service ordered.

• Payment terms.

• Freight terms.

• Delivery date.

• Price.

• Quantity of product or service ordered.

The advantage of blanket purchase orders is that all of these ele-
ments are specified, and only the release quantity needs to be specified
each time.

Once an order is deemed acceptable, it is routed to the appropriate
fulfillment department within the company, where it is fulfilled, then
invoiced. It is critically important that all the specifications of the order
are received accurately and routed accurately, so the customer will be
billed accurately. Best Practice prescribes electronic communication of
this information to minimize transcription errors.

Key Points

The two important points to remember about order processing are to:

1. Fill the order correctly and promptly.

2. Bill it accurately.

When both these steps are consistently achieved, delinquent receiv-
ables are minimized, and the cost of managing the asset is reduced.

INVOICING

Overview

The purpose of presenting an invoice (also called billing) to a customer
is to secure payment for having provided a product or service (or as a
deposit on the future provision of a product or service). The invoicing
function in many companies is highly automated, requires little 
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manual intervention, and is often overlooked. However, invoicing accu-
racy is the single most important determinant of effective and efficient receiv-
ables management.

Accurate invoicing has been the central theme in our discussions of
the quotation, contract administration, pricing, and order processing
functions. Accuracy in billing cannot be achieved unless the aforemen-
tioned functions are performed properly.

Accurate invoicing directly drives:

• Lower receivables delinquency and increased cash flow

• Reduced exposure to bad debt loss

• Lower cost of administering the entire revenue cycle

• Fewer concessions of disputed items

• Enhanced customer service and satisfaction

In fact, many customers, in rating their vendors, measure invoice ac-
curacy. The reason is that inaccurate invoices raise their internal cost of
paying bills and, therefore, are part of the total cost of buying from a
vendor.

The two key objectives of invoicing are accuracy and speed. Accuracy is
defined as meeting the customer’s requirements for timely payment of
an invoice. Companies often complain how difficult it is to conduct busi-
ness with government agencies or with large, bureaucratic companies,
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Inaccurate Billing Loses the Bid

A New England distributor was bidding on an annual supply con-
tract with a major customer. After devoting an enormous amount of
time and expense in preparing the bid and cutting prices, it was dis-
appointed to learn that the contract was awarded to a competitor.
The reason given was that even though this distributor had the low-
est quoted price, its billing inaccuracy hurt its vendor rating and
raised the customer’s total cost of buying the company’s products.
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citing slow payments. While it is true that accurate invoices are some-
times lost or paid slowly, the predominant cause of delinquent receiv-
ables from this type of customer is failing to meet their invoicing
requirements. Often a government agency or large customer’s invoicing
requirements may be different from the majority of customers. You may
feel that the requirements are outdated, unnecessary, or arcane, but in
order to receive timely payment, they must be met. Even if customized
processing is required to generate an invoice that meets requirements, it
is usually worth the extra expense, especially since you will end up pro-
ducing a “customized” invoice in the resolution of a dispute.

Speed is defined as presenting an invoice to the customer as soon as
permissible under the terms of the business agreement (usually after
shipping a product, rendering a service, or achieving a milestone). In-
voice presentation can be accelerated by electronic presentation. Many
companies begin the countdown to the due date on receipt of the ven-
dor invoice, so speed of invoicing is critical to maximize receivables
asset turnover. Speed, however, is less important than accuracy, as an
inaccurate invoice will typically delay payment by several weeks. A
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Accuracy over Speed

A supplier of medical devices usually delivered its product directly to
the operating room within a hospital. The hospital’s preferred prac-
tice was to generate the purchase order after delivery so the exact
quantity and type of product used would be known. Although the
supplier was able to generate an invoice one day after delivery, it de-
layed invoicing until it received the purchase order (PO) number
from the hospital. Often the purchase order number was secured 10
days beyond product delivery. In this case, however, delayed billing
was the proper choice, because an invoice without a PO number
would be rejected by the hospital’s payables group. The rejection
would not be discovered until at least 35 days beyond invoice date,
and correction of the problem could take another 10 to 15 days.

As this example illustrates, accuracy in invoicing is more impor-
tant than speed.
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delay of a few days to ensure accuracy is worth the avoidance of weeks
of delay caused by a disputed invoice.

A useful way to measure invoicing accuracy is with the Billing Qual-
ity Index (BQI). The BQI is calculated by dividing the non–error-based
credit memos or adjustments processed during a period of time by the
number of invoices issued in that same time period. For example, if a
company issued 10,000 invoices and 700 non–error-based credit memos
during the second quarter of 2004, its BQI would be 7%. Viewed an-
other way, a 7% BQI means that 7%, or 1 of approximately every 14 in-
voices, is later corrected with a credit memo. Let us examine the
implications of this 7% BQI.

An accurate invoice will usually be paid by the customer around the
due date with no further effort or perhaps one collection follow-up re-
minder. An inaccurate invoice will generate at least one collection fol-
low-up, then an investigation into the dispute, resolution, and
correction via issuing a credit memo. Resolution of an inaccurate in-
voice will require much more time and can impact several individuals.
The cost of issuing a credit memo is estimated at $100 to $200; the cost
of an invoice is only several dollars. In addition, there is the interest
cost of receivables delinquency of the inaccurate invoice.

So if 1 of every 14 invoices requires the extra cost and effort just men-
tioned, in a high-invoice-volume environment, this will be a serious
cost and delinquency problem.

A BQI under 3% is acceptable performance. Years ago, when Xerox
Corporation won the Malcolm Baldrige Award for quality, it cited a 2%
BQI, with intentions of achieving 1%. A 2% BQI means 1 of every 50 in-
voices requires correction. That is a much lower cost profile than the 1-
of-14 invoice scenario discussed above.

Exhibit 2.1 illustrates the calculation and graphical presentation of
the BQI.

Best Practice

There are five Best Practices for order processing.

1. The compilation of the correct information to trigger and popu-
late an invoice is specific to the system application used for
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order processing and billing. For our purposes, it is sufficient to
note that the system gathers information from the contract, pric-
ing, customer master, shipping, time/service expense, and other
files to generate an invoice. Best Practice is for the invoice to
clearly display this information:

• Bill-to address: customer company name, address.

• Bill-to approval authority (where applicable) or department
(accounts payable) at the customer to whom the invoice must
go.

• Ship-to address.
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Exhibit 2.1 Billing Quality Index
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• Invoice number and date.

• Customer account number.

• Vendor federal tax identification number.

• Customer purchase order number.

• Date product shipped or service delivered.

• Vendor internal sales order number.

• Quantity and description of product or service delivered.
(This must appear in layman’s terms and not be engineering
jargon or abbreviations. Remember, an accounts payable clerk
is going to determine if the invoice is for the product/service
ordered on the PO.)

• Unit price(s).

• Extended amount(s) due (quantity × unit price).

• Discounts (price only, not prompt payment discounts).

• Freight and sales tax if applicable.

• Total amount due.

• Payment terms.

• Due date. 

• Remittance address (post office box or lockbox for regular
mail, street address of lockbox for courier deliveries, and
bank information for wire transfers and other electronic pay-
ments).

• Phone number (and/or name) of person to call if the cus-
tomer has a question about the invoice, with phrase “Ques-
tions about this invoice should be directed to. …”

• Tear-off remittance portion, with instructions to include in-
voice number, amount paid for each invoice, customer ac-
count number, how to pay with a credit or procurement card,
a change of address section, and any Optical Character Read-
able (OCR) number or bar code for scanning. Also include a
request to return the remittance portion or list the informa-
tion on the check or electronic payment.
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• Boldface message in large font, stating “Please pay $xxxx.yy”
by month, day, year.”

• Offer of prompt payment discount (if any), phrased: “Save
$xx.yy if payment received by discount month, day, year.”

• Late payment fee/finance charge statement.

• Attachments as required by customer.

• Invoice should have a header similar to vendor company let-
terhead, showing name, address, logo.

• The phrase “Original Invoice” should appear on the invoice.

To ensure your invoice is easy to handle, put yourself in the
shoes of the accounts payable clerk who has to review the in-
voice and match it to a PO and receiving document. The invoice
should be clear, easy to read, highlight the most important in-
formation, and convey a message of what action you want (i.e.,
pay in full by specified date to lockbox).

2. Best Practice is to present invoices electronically (Electronic Data
Interchange [EDI], Electronic Invoice Presentation and Payment
[EIPP], or other electronic means), to bill as quickly as possible,
and to ensure it is accepted by the customer. If a customer claims
not to have received invoices, it is prudent to check the elec-
tronic confirmation of receipt with a phone call to the customer
to ensure the invoices were routed to the proper department
within the customer.

3. Unbilled receivables are receivables where the service or prod-
uct has been delivered, the revenue has been recognized, but the
invoice has not been generated. Best Practice is to minimize un-
billed receivables. Receivables management is rife with uncer-
tainty. When an invoice is delivered to a customer, it is not
completely certain if it will ever be paid, and it is very uncertain
when it will be paid. However, there is no uncertainty with un-
billed receivables. They will never be paid. 

Earlier we stated that accuracy is more important than speed
in invoicing. Having said that, the level of unbilled receivables
must be constantly monitored and managed so it can be mini-
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mized. Unbilled receivables occur most frequently in service in-
dustries, where service is rendered, but invoices are generated
weekly or, in extreme cases, monthly. Accelerating accurate
billing will increase cash flow.

4. Correcting inaccurate invoices is usually accomplished four
ways:

a. Issuing a credit memo for the incorrect amount

b. Instructing the customer to short pay the invoice, then pro-
cessing an adjustment for the difference

c. Issuing a corrected “original” invoice, that is, an invoice
with the same invoice number as the original, incorrect one

d. Issuing a credit memo for the entire amount of the inaccu-
rate invoice, and rebilling the correct amount under a new
invoice number 

Best Practice is ultimately to correct an invoice in a manner
acceptable to the customer that will result in the correct amount
being paid as early as possible. Best Practice is also to try to in-
fluence the customer to correct the inaccurate invoice in the
manner that is the least work for you. This can be accomplished
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Information Technology Bug Stops Payments

A large manufacturer of food products conducted most of its busi-
ness with the large supermarket chains via EDI, receiving purchase
orders and presenting invoices electronically. One supermarket
chain that usually paid its invoices on time started to fall behind and
grew a significant past due balance. When contacted, the customer’s
payables department stated that the invoices had not been received.
After research by the customer’s information technology (IT) depart-
ment, it was discovered that although a confirmation of receipt was
received from the customer when the invoices were transmitted, in-
ternal IT problems prevented the invoices from being routed to ac-
counts payable.
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by offering your preferred resolution to the customer. Option b
above is the simplest way to correct an inaccurate invoice, al-
though there are audit trail risks, and the adjustment may not be
recorded accurately in the accounting records. Option a is the
cleanest from an accounting and control perspective, but in-
volves creation of a credit memo. Options c and d can involve
confusion over invoice numbers and original invoice dates.

5. Best Practice also includes improving invoicing accuracy on a
continuous basis. As stated earlier, the rewards of accurate in-
voicing are enormous, and as business changes, new sources of
error will continually arise. A formal program of improving
billing quality using Six Sigma, Total Quality Management, or
other methodology is an integral part of Best Practice in receiv-
ables management. Utilization of dispute and/or credit memo
causality data is essential to direct the continuous improvement
efforts, and to measure the progress.

Customer Satisfaction Assurance

It is often beneficial to use special handling for very large value in-
voices to ensure their accuracy, delivery, receipt, and agreement by the
customer. This helps to ensure prompt payment of large invoices, and it
also enhances customer service. The definition of a “large” invoice will
vary by company. The customer satisfaction assurance process couches
the collection objective within a customer service approach.

The objectives of the customer satisfaction assurance process are to:

• Ensure customer satisfaction with the large purchase

• Promptly identify and quickly resolve disputes 

• Ensure timely payment of the large invoice

The customer satisfaction assurance process must be tailored to an
individual business. The next example illustrates how the process
works for a capital equipment manufacturer. For simplicity, we will ex-
clude any down payment or deposits, which are common to these
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transactions. The focus is on the large, final invoice. The two basic steps
would be:

1. After receipt of the order and several weeks prior to shipment
and presentation of the original invoice:

a. Make proactive and repeated confirmation with the cus-
tomer of the order specifications, equipment configuration,
delivery date, price, and payment terms. This communica-
tion should be presented to the customer as proactive cus-
tomer service to ensure that the order is filled exactly to
requirements. Any discrepancies between the customer’s
purchase order and the quotation should also be resolved
during this time period before shipment. In addition to pro-
viding excellent service to customers who order big-ticket
items, this step identifies any discrepancies and communi-
cates your expectation of the settlement of the transaction.
The customer is informed that you are expecting the full
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Special Handling Required

A publisher of legal reference books typically sold one set of reference
materials at a time to its hundreds of thousands of customers. Indi-
vidual order sizes were approximately $1,200. However, a few large
county court systems would purchase in bulk and distribute the ma-
terials themselves. Invoices to these customers totaled over
$100,000. Clearly, these invoices merited special handling and at-
tention as their payment was equal to that from 80 to 100 average
invoices. The customer satisfaction assurance process is perfect for
these county court system customers.

Note: The county court customers required consolidated invoices. Al-
though this required the vendor to manually prepare (i.e., type) the
consolidated invoices, it enabled the invoices to be paid on time,
which brought a huge cash flow benefit to the vendor. Customized
processing is often warranted for large customers.
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amount of the invoice to be paid on a specified due date. In
some cases, this can uncover a customer’s intention to lease
the equipment rather than pay in full. Since arranging a
lease requires weeks, the earlier this financing intention is
discovered, the sooner you will get paid by the lessor.

b. Issue a pro forma invoice that clearly states the amount and
due date of the payment. It should also include all the other
informational contents of a good invoice as listed above. The
pro forma invoice should be reviewed with the customer to
ensure their understanding and to secure a commitment to
pay the full amount on the due date.

2. Postshipment and generation of the original invoice

a. Deliver the invoice electronically or via overnight courier.

b. Confirm receipt of the invoice and the customer’s agree-
ment with it a few days after it is delivered. This will iden-
tify any disputes early, so resolution can begin. Again, this
should be couched in terms of a customer service call. In-
quire about the status of the installation of the equipment
and if there are any issues, but work toward the invoice and
payment subject. All issues identified should be routed to
service or sales for remediation.

c. A few days before the invoice due date, confirm that pay-
ment has been made or scheduled.

d. Follow-up in short intervals until the invoice has been paid.

Key Points

There are five key points regarding invoicing:

1. Accuracy is the Holy Grail of invoicing. It drives efficiency and
effectiveness in the entire revenue cycle.

2. The content and format of the invoice is important:

• Make it easy to process.

• Make it clear what you expect (i.e., full payment by due date).
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3. Deliver invoices electronically.

4. Minimize unbilled revenue, but do not sacrifice accuracy (see
Holy Grail).

5. Utilize the customer satisfaction assurance process for the big-
ticket billings.

NOTE

1. Bankruptcy Data.com, New Generation Research, Inc.
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Customer Satisfaction Assurance Gets Results

A multibillion-dollar (sales) computer manufacturer derived a sub-
stantial portion of its revenue from sales of large, integrated com-
puter hardware systems. It would not invoice until the equipment
was delivered and installed, but when the invoice was issued, its pay-
ment terms were “due upon receipt.” In the past, the company’s
practice was to treat “due upon receipt” terms as net 30 day terms.
Collection follow-up would commence on these large invoices 35
days from invoice date. If a dispute was raised, or if the invoice was
not received, resolution of the issue would not begin until 35 days
beyond invoice date. This resulted in payments being received in 35
days for a sale with no issues to hundreds of days for sales with mul-
tiple issues. After implementing the customer satisfaction assurance
process for all orders over $200,000, the company realized the fol-
lowing results:

• Forty percent of the sales of large systems were paid within 20
days of invoice date, versus only 12% previously.

• The average payment period for all large system invoices was
cut in half within six months.

This result demonstrates the effectiveness of the customer satis-
faction assurance process. It also demonstrates that “due upon re-
ceipt” terms are not equivalent to net 30 day terms. You can get a
significant number of customers to pay earlier than 30 days if you
actively pursue payment prior to 30 days from invoice date.
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Receivables Asset
Management

INTRODUCTION

Management of the receivables asset begins when all of the antecedent
functions are completed and a receivable is posted to the detailed ac-
counts receivable ledger (a comprehensive list of all amounts owed the
company). The receivables begin aging immediately, increasing the
cost of financing them and increasing the risk of nonpayment. Now
what?

Management of this asset (which is one of the largest assets of the
company) involves safeguarding the asset and accelerating cash inflow
(increasing asset turnover). If you view this asset as a vault of cash,
think of the precautions a bank takes to protect its cash reserves. How-
ever, receivables are much more fluid and an integral part of doing
business, so the safeguarding and acceleration of turnover must be ac-
complished:

• At low cost

• Without strangling sales volume

• Without alienating customers and colleagues.

This chapter presents Best Practices for achieving this difficult task.
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PORTFOLIO STRATEGY

Overview

An old joke provides insight into how to manage a receivables asset.
The joke starts with the question,  “How do you eat an elephant?” The
answer: “One bite at a time.”

A receivables portfolio strategy defines the approach to managing
the receivables. It answers the question, “How am I going to manage
this asset?” It starts with breaking the entire asset into “bite-size”
pieces. It is absolutely essential to know the size and makeup of a re-
ceivables asset (or portfolio) before you can design a strategy and mar-
shal the required resources to manage it.

Best Practices

Developing a portfolio strategy is a step-by-step process. 

STEP ONE—Analyze the Size, Composition, and Complexity of
the Receivables Portfolio.

To illustrate, consider two different receivables portfolios, each with a
value of $1 billion. An aircraft manufacturer like Boeing could have 5
customers and 8 to 10 open invoices for aircraft (excluding spare parts
and service revenue invoices for simplicity’s sake). A food distributor
such as Sysco could have over a million customers and tens of millions
of open invoices. A vastly different portfolio strategy is required for
each of these two portfolios. Begin the analysis by examining:

• The number of customer accounts. 

• The number and value of open line items inclusive of invoices,
credit memos, unapplied payments, and other debits and cred-
its.

• The concentration of receivables. Is a large portion of the value
of the portfolio controlled by a relatively few accounts? Often
you will find that the Pareto principle (the 80/20 rule) applies;
that is, 80% of the receivables are controlled by 20% of the 
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customers. The degree of concentration has critically important
implications for how the asset is best managed.  

Exhibits 3.1 and 3.2 illustrate the concentration analysis.
The complexity of the receivables portfolio is a function of two major

factors:

1. The complexity of the business and the vulnerability of its in-
voices to dispute by customers. An illustration of this concept is
to contrast an invoice for a shipment of copier paper to an in-
voice for the completion of a consulting project milestone. The
copier paper invoice is subject to dispute for quantity, price, or
damage/quality. The consulting invoice is vulnerable to a very
subjective interpretation of whether the milestone was achieved,
and the time, consultant and customer work hours required,
overall satisfaction with the engagement, level of travel expense,
and so on. The consulting business has a much higher complex-
ity, and therefore it is more difficult to manage the receivables
asset.

2. The level of “clutter” in the portfolio. Clutter is defined as all
types of open transactions except whole open invoices. Clutter
transactions include:

• Short-paid invoices (deductions)

• Credit memos

• Unapplied payments

• Unearned discount chargebacks

• Late payment fees (finance or service charges)

• Other chargebacks, billbacks, or debit memos

• Other adjustments or credits

The reason clutter increases complexity is that it obscures the true
amount owed by the customer, can confuse the customer, and/or 
precipitates dispute over the amount owed. In contrast, the collection
of a whole, open invoice begins as a simple collection contact. An un-
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derlying dispute may be identified, but often the contact revolves
around when the invoice will be paid, not if and how much. However,
dealing with clutter requires significant time and discussion trying to
establish the amount owed, not when it will be paid. Often it triggers
additional research and provision of documentation before the topic of
when payment will be made is even broached. Clutter increases the dif-
ficulty of collection.

Exhibits 3.3 and 3.4 illustrate the clutter concept. Note the number of
clutter transactions in these two portfolios. Every one of them will have
to be cleared from the ledger at some point. How much time and effort
will be required? Inevitably, it will be a lot more than the time and ef-
fort required to clear the whole open invoices.

The portfolio in Exhibit 3.3 is relatively simple to manage. Most of the
open transactions are large, whole open invoices, with modest amounts
of clutter. Matching and clearing of the unapplied cash would clear
many open invoices and make the task of managing the portfolio easier.

STEP TWO—Segment the Portfolio.

The portfolio can be segmented according to a variety of attributes:

• Size of customer determined by sales volume or open receiv-
ables

58 Accounts Receivable Management Best Practices

Exhibit 3.3 Receivables Portfolio Components

This portfolio is relatively simple to manage. Most of the open transactions are large,
whole open invoices, with modest amounts of clutter. Matching and clearing of the
unapplied cash would clear many open invoices and make the task of managing the
portfolio easier.

Number Value Open Average
Transactions Open ($000) Value ($)

Whole open invoices 6,459 213,362 33,033

Short-paid invoices 446 7,241 16,235

Unapplied cash 539 (18,667) (34,633)

Miscellaneous credits 49 (394) (8,041)

Total 7,493 201,542 N.A.
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• Private versus public sector

• Domestic versus foreign based

• Line of business or division

• Open account versus cash on delivery or letter of credit

• Risk rating or payment history

• Type of customer: distributor/dealer versus end user.

• Alignment with sales force

• Geography or time zone

• Profitability

The key criterion to determine how to define a segment is to answer
the question: Does the segment as defined merit a tailored approach to
managing its receivables? If the answer is yes, then a segment should
be defined.

What do we mean by a “tailored approach to managing the receiv-
ables”? It is unwise to treat all customers the same. Customers vary in

Receivables Asset Management 59

Exhibit 3.4 Receivables Portfolio Components

This service company  had over 16,000 clutter transactions. If it takes five minutes of
work to clear one clutter transaction, it would require eight to nine months for one
person to clear this clutter.

Transaction Number Total ($) Average ($)

Whole invoices 40,339 9,075,113 225
Deductions 14,147 1,016,609 72

Whole credit memos 671 (270,067) (402)
Partial credit memos 91 (38,027) (418)

Whole debit memos 207 30,225 146
Partial debit memos 32 1,258 39

Whole unapplied payments 493 (473,618) (961)
Partial unapplied payments 734 (225,558) (307)

Total 56,714 9,115,934 161
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importance to your company, in how they operate, and their relative
risk vs. profitability. Here are some examples:

• You would not treat Procter & Gamble (P&G) the same way you
would treat a small, start-up organic soap manufacturer. You
would make more frequent collection calls with the start-up
and withhold shipments as needed. The approach with P&G
would be to work with it to maintain the account, communicate
mostly by e-mail, and rarely, if ever, even consider holding
shipments.

• You would be more willing to bear risk with a highly profitable
customer than with a marginally profitable customer.

• The approach to a large retailer would be focused more on pro-
cessing deductions than pursuing past due open invoices.

• The communication path for a customer where invoices require
a signature approval in lieu of a receiving document (for a serv-
ice) would be different from a customer who matches the in-
voice with a receiving document (for a tangible product).

• The approach to a government customer would be different
from a private sector customer.

STEP THREE—Formulate an Approach for Specific Segments.

Once the segments are defined, then formulate an approach or strategy
for effectively and efficiently managing the receivables owed by that
segment. The approach will define the amount of effort, resource, and
tools required and the required skill sets of the staff. For example, if
Segment 1 is thousands of small, thinly capitalized but moderately
profitable customers, the strategy may entail:

• High volume of automated, progressively more stern collection
letters

• High volume of collection calls firmly stressing the need to pay
quickly to avoid service interruption

60 Accounts Receivable Management Best Practices
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• Automated order and shipment hold when credit limit or delin-
quency thresholds are violated

• Low-resource, low-cost receivables management

This segment should be managed to minimize bad debt loss. The
collector skills required to manage this segment are the ability to make
a very high volume of effective collection calls each day. The ability to
reconcile customer accounts and handle disputes is much less impor-
tant.

For another example, Segment 2 consists of a few very large, very
creditworthy customers who account for a substantial portion of total
revenue and profit. Here the strategy might entail:

• An account maintenance approach to collection, providing sup-
porting documentation (invoice copy, proof of delivery) for
skipped invoices

• Friendly reminders on past due invoices

• Prompt, high-volume deduction processing

• Frequent account reconciliation and cleanup efforts

• Periodic face-to-face meetings with purchasing and accounts
payable

• Higher levels of customer service, and a higher cost to service
and maintain the account and the relationship

• Order holds only by exception in extreme circumstances

This segment should be managed to generate maximum cash flow
while controlling deduction and concession losses. A significant slow-
down of payments from this customer segment will have a major im-
pact on the firm’s cash flow. The collector skills required to manage this
segment are a thorough understanding of customer accounting, ac-
count reconciliation and maintenance, deduction and adjustment pro-
cessing, document retrieval, and the ability to establish a good working
rapport with customer payables staff and with internal sales staff.

Receivables Asset Management 61
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Formulation of a strategy involves deciding:

• The primary objective for managing the segment (i.e., cash flow
or bad debt minimization or combination of the two)

• The type and frequency of customer contact (calls, collection let-
ters, statements, face to face meetings, reconciliation packs)

• The amount of and type of resource to manage the segment (col-
lectors, sales or customer service staff, third-party collection
agencies, etc.) and the skill sets required

• The appropriate use of credit hold and other security devices
(guarantees, letters of credit, liens, etc).

An excellent tool for formulating a collection strategy for each port-
folio segment is the collection intensity matrix. It enables you to display
the portfolio segments and cryptically describe the approach to each
segment. Exhibit 3.5 illustrates a collection intensity matrix.

In total, the portfolio in Exhibit 3.5 has 1,688 customer accounts. One
option would be to plan how to manage 1,688 accounts with the same
approach. This option would require two or three collectors. The seg-
mentation shown in the exhibit, based only on the size of the receiv-
ables balance, provides insight into an alternative strategy. Note that
accounts with balances over $5,000 control 67% of the portfolio value.
Another option (or strategy) would be to have one collector manage it
in this way:

• Devote at least half of his or her time to the A accounts. The A
segment is managed to maximize cash flow. Remember, a por-
tion of the 191 A accounts will pay their invoices on time, so it
will not be necessary to call all 191. 

• Devote at least one quarter of his or her time to the B accounts,
which control 28% of the receivables value. This portfolio is less
concentrated than others, so the B segment requires significant
attention.

• For the C segment, monitor the timely issuance of the collection
letters (by mail or e-mail), respond to incoming calls elicited by

62 Accounts Receivable Management Best Practices
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the letters, and perform collection calls only on accounts that are
substantially past due (30 to 45 days). These calls should be of a
more urgent nature than calls made to less past due accounts.
Credit hold should be invoked without delay. This will enable
the C segment to be managed to minimize bad debt loss on a
very low-cost basis.

• Assign the 179 D accounts to administrative support to issue re-
funds or match to related accounts as appropriate, as time permits.

This sample portfolio strategy illustrates how to:

• Segment a portfolio

• Formulate a different approach for each segment

• Determine the resources required for each segment given the ap-
proach

Note the example assumes the existence of an automated collection
letter capability and administrative support available to the collector.
However, it also demonstrates how a seemingly large portfolio of 1,688
accounts requiring multiple collectors can be well managed with one
collector and some administrative support.

The primary skill set required is effective collection calling. The
caller must also be a well-organized, high-output worker.

The next case studies show how different companies used portfolio
strategies, identified segments, and formulated approaches to them.
Some of these examples may be applicable to your receivables asset or
trigger thoughts on how to best segment and manage it.

64 Accounts Receivable Management Best Practices

Super Customer Strategy

A Southwest service company had a single customer that controlled
one-third of total receivables, generally paid promptly, and took a
high volume of deductions (many of which were invalid). The port-

� CASE HISTORY �
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folio strategy for this company defined the super customer as a seg-
ment by itself. The objective was to minimize invalid deductions (a
direct reduction of revenue) and to quickly secure payment on
skipped invoices, which had a significant cash flow effect. The ap-
proach was to quickly follow up on skipped invoices, process deduc-
tions and promptly chargeback and collect the invalid ones, and
conduct periodic account reconciliation meetings. Several staff
members were devoted to this segment, and senior management’s
help was enlisted for the periodic meetings.

The remainder of the customers were segmented into public sec-
tor vs. private sector accounts. The public sector accounts were del-
egated to a collector with experience and knowledge in government
payment processes. The private sector customers were managed
with a high-volume calling at 30 days past due, supported by auto-
mated collection letters and automatic credit hold on orders at 45
days past due.

Concentrated Portfolio Strategy  

A West Coast manufacturer of medical devices had a very concen-
trated portfolio. Instead of the usual 80/20 distribution, this firm had
a 76/6 distribution, meaning 76% of the receivables were controlled
by only 6% of customers. The top 6% (which totaled 341 cus-
tomers) were defined as a separate segment. The objective of the
segment approach was to manage these customers for cash flow
through high-intensity, short-interval collection contact where
needed, periodic account reconciliation, and face-to-face meetings.
The resources assigned were the company’s best, senior collectors,
supported by administrative staff. The remaining segments, which
controlled 24% of the asset value, were comprised of over 5,000
customers. These were allocated to two segments: medium and
small. Both segments were managed for bad debt avoidance, em-
ploying a high-contact volume approach, supported by credit hold
at 60 days past due. The medium-size customers were given a
higher priority.

� CASE HISTORY �

Case History (continued)
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Key Points

The four key questions to answer when developing a portfolio strategy
are:

1. What are the logical segments that require a different approach
to be managed optimally?

2. What are the major components of the approach: which actions,
timing, and so on?

3. What are the skill sets needed to implement the approach?

4. How many staff members and what tools and support are
needed?

COLLECTION PROCESS

Overview

The collection process executes the portfolio strategy for each segment.
To achieve best results, the collection process should vary by segment.

66 Accounts Receivable Management Best Practices

Cleaning Up Deductions

A manufacturer of consumer products that sold to major retail and
supermarket chains had only 450 customers, with a typical 80/20
concentration. The majority of customers were well capitalized and
paid invoices promptly. However, an analysis of the composition of
the receivables portfolio revealed that 75% of the open transactions
were deductions. The portfolio was segmented by geography to
align collectors with the sales organization, which was also geo-
graphically deployed. The approach was to follow up on skipped in-
voices, process deductions, and reconcile/maintain the accounts to
clear clutter. When face-to-face meetings were warranted, the col-
lector and sales representative would team up. The staff members
deployed to the accounts were skilled in deduction research/resolu-
tion and account reconciliation. Collection calling skills were sec-
ondary.

� CASE HISTORY �

03_SALEK_053_130  5/27/05  3:05 PM  Page 66



Examples of how the process can be varied were presented in the pre-
ceding section.

Best Practices

While elements of the collection process should be tailored to each
portfolio segment, there are tools and techniques that are common to
all or most segments.

Collection Timeline

The starting point for the collection process of each segment is the col-
lection timeline, also known as an escalation protocol. The collection
timeline defines which steps are taken at which points in time and by
whom in both:

• The normal collection process

• The increasingly severe actions that will be taken with a cus-
tomer who is seriously past due

It is important that this timeline is agreed to by all of senior manage-
ment, so that when it is time to invoke its more severe remedies, sales,
general management, and finance present a united front to the cus-
tomer. 

Exhibit 3.6 is an illustration of a collection timeline.
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Need to Prioritize Large Customers

A manufacturer of apparel sold to over 10,000 customers. The re-
ceivables portfolio was relatively concentrated, but contained thou-
sands of small customers with receivable balances under $1,000.
The collection staff did not differentiate between large and small
customers, preferring to treat all customers the same. As a result, the
collectors spent well over half their time on small balances, while
large past due balances were not addressed. Cash flow, delinquency,
and days sales outstanding (DSO) all suffered.
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Customer Contact Timing

The timing of customer contact is an integral part of the collection
process. The general rule of thumb for collection contact is: More (con-
tact) is better than less, and earlier (contact) is better than later. 

Prompt enforcement of payment terms is a Best Practice that im-
proves results (cash flow, bad debt exposure, etc.) and educates cus-
tomers of your expectations. A good basic posture is to expect every
penny to be paid by the due date. In reality, that will not occur, but it is
a good way to approach the management of the receivables asset.
Prompt enforcement means calling on large accounts three to four days
past the due date. Even terms of “due upon receipt” or “net 7 days” can
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Exhibit 3.6 Collection Timeline

Statements issued monthly
Dun letters to C accounts at 40, 60, 75 days

Notes:
Escalation ends with: Escalation continues with:
a. Identification of dispute a. Lack of cooperation
b. Promise to pay b. Broken promise
c. Cooperation in resolution c. NSF payment

Keys
CSR Customer service representative
CM Client manager

The elapsed time of this example is not intended to be a model of an optimal
timeline.

0 20 30 60 75 90 120 140 150
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(copy
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Legal or
collection
agency
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be managed this way. Many collection departments concede 30 days on
these payment terms. It is true that an increasing number of companies
have set minimums of 30, 45, or 60 days for paying invoices. Securing
exceptions for your firm is difficult and usually requires senior man-
agement involvement. However, for customers without ironclad rules,
if “due upon receipt” and “net 7 day” terms are pursued with an ex-
pectation they will be paid in the next check run, 20 to 30% of these in-
voices can be paid in significantly less than 30 days. This can have a
substantial impact on the overall receivables management results.

Another Best Practice for collection contact is proactive collection
contact; that is, calling the customer prior to the due date. The major
benefit of this approach is to identify problems with an invoice prior to
the due date, in the hope they can be resolved quickly and payment re-
ceived within terms. The classic example of this is the customer’s ac-
counts payable group not having the invoice. An invoice can be sent in
a few minutes. Why wait for an invoice to be 5 to 10 days past due be-
fore finding out the customer does not have it? If this problem is iden-
tified and resolved 10 days prior to the due date, it is highly likely that
the payment will be received within terms.

The basic principles of proactive collection contact are:

• It is customer service–oriented, to promptly identify and resolve
any discrepancies with the order fulfillment or invoice. If no
problems exist, inquire if the invoice is scheduled to be paid by
the due date.

• It occurs prior to the due date, so resolution can be effected to
ensure that payment can be received by the due date. It also ed-
ucates the customer that you are serious about enforcing your
payment terms.

• It is still a collection call. Ask for the payment on the due date.

Proactive contact should be focused on large balance accounts, as it
is more time consuming than a “straight” collection call on past due in-
voices.

Some customers will balk at answering questions about invoices not
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yet past due. One way to overcome this objection is to point out the de-
sire to service and maintain the customer’s account and to help resolve
any problem. Resolution starts with identification. Some will be
strongly resentful and may have to be exempted from proactive contact.

A good way to start proactive contact is to call customers with some
past due invoices. Inquire about the past due invoices first, then inquire
about a few large individual invoices that will become due within 10
days. Over time, proactive contact can be expanded to the majority of
the large accounts, addressing large invoices 10 to 15 days from the due
date. Ultimately, the goal is to migrate to a total account management
approach, reviewing past due and almost due invoices, as well as any
“clutter” that needs to be cleared.

A suggested script for proactive collection contact is:

• Have you received the invoice?

• Is it in order?

• When is it scheduled for payment?

• If acceptable, confirm the commitment to pay on a specific date.
If not, try to get it advanced so it will meet the payment terms.

Customer Contact Methods

The most effective method of customer contact is made via telephone,
which can elicit a timely or, it is hoped,  immediate response. Once you
have the proper person on the phone, you are well positioned to secure
a commitment to pay or determine the reason for nonpayment. In our
experience, e-mail is a very effective method of communicating with
accounts payable departments. Many people respond more promptly
to e-mails than voice mails, and the e-mail message is much better at
conveying invoice numbers, amounts due, and so on.

Collection letters have limited effectiveness. They are best used with
low-priority, small-balance accounts that probably will not receive a
call or personalized e-mail. For such accounts, a collection letter is bet-
ter than no contact at all. A small percentage of letters do elicit a pay-
ment or report of a dispute. Collection letters also help when escalating
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action with a delinquent customer. Strong action is appropriate when it
follows repeated collection contacts that were ignored. It is easier to
justify holding orders when you can cite prior collection letters and
calls to the customer.

In the final analysis, the justification of collection letters is that they
are better than nothing. With praise like this, who needs criticism?
Since collection letters are of low value, they must be automated to en-
sure that the time and cost expended on them is minimal. An experi-
enced, very successful director of customer financial services at a $2
billion test equipment manufacturer says that he has never seen truly
automated collection letters. They always involve some manual pro-
cessing. Truly automated means:

• The system selects customers to receive a letter, excluding cus-
tomers coded to be exempt from collection letters (typically, the
larger accounts, which receive calls), by reading the delinquency
status and excluding disputed items (and late payment fees and
unearned discounts if desired).

• The system selects the appropriate letter based on the degree of
delinquency. (The more past due an invoice, the more urgent
tone in the letter.)

• The system prints the letter with an itemized list of delinquent
invoices and other charges and credits. Letters should be
phrased in a customer service–oriented manner, but call for
prompt, specific, action: for example, “pay $8756.29 by July 17.”
The letters should prominently display the payment address
and specifics for electronic and procurement card payments, as
well as a person’s name and number to call (usually the assigned
collector). Company letterhead should be used.

• The system prints the envelopes.

• There is no human review of the letters. They are simply in-
serted in the envelopes and mailed promptly.

• Collection letters are best delivered via e-mail for greater speed
and cost efficiency.
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• Collection letters should be run at least twice per month to avoid
triggering a huge volume of incoming calls, which can paralyze
collection staff members and divert them from focusing on the
large dollar amounts. This is especially true when there is a lot
of clutter in the receivables portfolio.

Statements of account are similar to collection letters with these dif-
ferences:

• They show all open items on a customer account, not just the
delinquent ones.

• They should be sent to all customers every month. Part of the
mission of receivables management is to help customers main-
tain their credit accounts with you in the best possible condition.
Clearing open items, especially clutter items, is an important
part of the service provided your customer. Statements display
all open items, enable customers to see the entire account, and
enable them to apply open credits or payments to open debits.
Statements can also save the customer and you a great deal of
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Mailing All Statements at Once Creates Unmanageable
Volume of Incoming Calls 

An apparel manufacturer with over 10,000 customers had very inac-
curate cash application. As a result, most of its customer statements
of account were inaccurate, with many displaying the remaining
amounts of misapplied customer payments. The manufacturer
mailed 10,000 customer statements in a single batch every month.
The volume of incoming calls that resulted overwhelmed the collec-
tion and customer service staff. Most of the calls were from very
small balance customers, and many were to request a refund of the
open credit transactions on the account. The incoming calls con-
sumed all of the collection staff’s time, so that virtually no outbound
collection calls were made for several months. Cash flow decreased
severely.
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work if their account is selected for verification as part of an
audit. Sending statements every month also helps justify escala-
tion when needed.

• The comments about collection letters concerning automation,
delivering a collection message, providing remittance informa-
tion, and delivering via e-mail, apply to statements as well.

Customer visits are a valuable tool in developing and reinforcing a
positive rapport with the customer. They should be utilized subject to
expense constraints, as they are time consuming and can involve travel
expense. However, visits are entirely appropriate for large and/or
problem accounts.

Customer visits have two objectives:

1. To introduce or reinforce a business relationship between a col-
lector and the customer’s accounts payable person

2. To discuss the status of the customer’s account and clearance of
open items

Two tools can be used for this purpose:

1. A reconciliation pack of the customer’s account (explained later
in this section)

2. An end-of-month account statement

In all cases, the document must be sent well in advance so the cus-
tomer can prepare a response. In addition, you must be make it clear to
the customer that you expect the research to be completed before the
meeting, so the meeting will focus on resolution and clearing of the
open items.

Customer visits should be conducted by the collector, accompanied
by the sales representative. An invitation should be extended to the col-
lection manager as well.

Preparation for the visit should include thorough review of these
materials:
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• The reconciliation pack or statement sent to the customer along
with all supporting documentation. Items that have cleared
should be identified the day before the meeting to save time dur-
ing the meeting.

• An up-to-date statement of account.

• A perspective of the customer’s prevailing payment habits
(quantified if possible).

• A list of key people in the accounts payable department with
their phone numbers.

• Authorization of bargaining power to concede items when nec-
essary.

The meeting itself should focus on agreeing how to clear open trans-
actions on the customer’s account, whether via payment or adjustment.

After the meeting, the collector should send an e-mail or letter
thanking the customer for his or her time and summarizing the actions
agreed to by both parties. Then the actions should be initiated as soon
as possible to reinforce credibility with the customer.

Preparation for Customer Contact

Best Practice preparation for a call or e-mail involves the following
steps:

1. Select a customer to contact based on the prioritization method-
ology (next largest open amount or high risk).

2. Retrieve the contact name and phone number from your receiv-
ables system. 

3. Call up that customer’s current account status on the receivables
system.

4. Review the status summarizing the total amount due in each
aging category, so you can state the amount past due and
amount falling due in your opening remarks.
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5. Review the notes of prior conversations in the system to refresh
your memory on recent conversations.

6. Review the last reconciliation pack sent if applicable. 

7. Note any clutter transactions (unapplied cash, short payments)
you intend to discuss with the customer.

8. Quickly formulate the request you will make of the customer,
and assemble supporting documents. Display the customer’s
account on the computer screen.

9. You are now ready to make the call (or e-mail).

For the preparation of a contact for collecting short-paid invoices:

1. Identify any unapplied cash, credit memos, or adjustments that
you believe may apply to the open transactions so you can se-
cure the customer’s approval to apply.

2. Review the notes of your last discussion of these items and/or
any return correspondence.

3. Assemble supporting documentation.

4. Make the call (or e-mail).

Execution of the Customer Contact

To reiterate, customer contact can be made by phone, e-mail, or fax. The
preferred method is by telephone; however, customers’ preference for
e-mail or fax, if they respond to it in a timely manner, is acceptable.

It is essential that collection contact be made with a person at the
customer who can produce the desired effect—that is, pay the invoices
and provide information as to their status. The first contact is usually
with the accounts payable department. 

The communication should begin by identifying yourself by name,
“of the customer financial services or credit or collection department.”
You should then inform the contact of the reason for the call, stating the
status of account according to your records, confirming that their
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records agree with the past due invoices, and asking when the invoices
will be paid.  

A suggested script (to be modified to fit your own style) is: 

“Hello, this is [name] of [company name] calling to dis-
cuss the status of your account. Our records show you have xxx
dollars past due and xxx dollars falling due in the next few
days. Do your records agree?”

If not, pinpoint the discrepancy to determine if the customer is missing
invoices, disputing invoices, or have deductions to be taken. It may be
helpful to send a copy of a statement of account to facilitate the discus-
sion. If a customer is missing invoices, provide the customer with a copy. 

If invoices are disputed, get complete information about the nature
of the dispute so you can initiate its resolution. If there is a disagree-
ment as to the due date of the invoices, carefully explain the payment
terms and the due dates. If necessary, provide documentation (con-
tract) to support the agreed payment terms and their interpretation.

The objective is to get the customer to include all invoices that are
past due and falling due in the next payment. (This is known as total in-
clusion.) The amount paid may be less than the sum of all the invoices
because of deductions, but ensure all invoices are paid.

If the customer agrees with the amount and due dates, secure a com-
mitment as to the date, amount, and invoices to be paid.

Upon completion of the call, take these five steps:

1. Enter into the collection notes the results of the contact, includ-
ing: payment date, amount, check number if available, and a de-
scription of invoices to be paid (e.g., “all May invoices”). Enter
your initials, the date, and the name of the person(s) to whom
you spoke. Utilization of standard abbreviations can accelerate
this process.

2. Enter into your diary follow-up mechanism the date of the next
action (e.g., follow-up on payment promise).

3. If appropriate, confirm the agreed actions in writing or e-mail.

4. Fulfill actions you have promised within 48 hours.
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5. Initiate resolution actions for any disputes you have identified
within 48 hours.

If you cannot get through and you get voice mail:

• Try calling back two or three times before leaving a message.

• Make follow-up e-mails and faxes after two days if no response
received.

Negotiation Skills and Empowerment

Best Practices includes empowering collectors to negotiate and to con-
cede charges during negotiation. Limits must be placed on the amount
that can be conceded. Concessions can also be limited to late payment
fees and unearned prompt payment discounts. However, to achieve
best results most efficiently, a collector must be empowered to write off
certain amounts. This empowers collectors with the customer and elim-
inates the time required to secure approvals.

Negotiation plays an important role in collections. However, it is not
the classic, pure negotiation that transpires between a willing buyer
and willing seller. It is different because:

• The deal has already been agreed.

• The customer has implicitly agreed to the payment terms. You
are merely asking the customer to abide by what has already
been agreed.

However, the customer’s ability or willingness to pay may be lim-
ited, and that is when negotiation enters the process.

The seven key steps in collection negotiations are:

1. Prepare by reviewing the status of the account, prior actions and
discussions, and what you wish to achieve.

2. Decide what you will concede.

3. State your opening position; for example, “We expect all in-
voices to be paid by the due date.”
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4. If the customer does not commit to the opening position, pro-
pose an alternative, and look for a willingness to bargain.

5. Bargain using proposals and counter proposals in an “if, then”
format. Trade items of low value to you that may be of high
value to the customer. Examples: grant a little more time to pay
in return for releasing orders, paying late payment fees, and so
on.

6. Agree to all conditions.

7. Confirm in writing afterward.

Payment Plans

Payment plans should be negotiated only when the customer cannot
pay all the past due amount within a 30-day time frame. The objectives
in negotiating a payment plan are:

• Payments should be of the shortest duration possible.

• Plans should include a high frequency of payments.

• Plan should begin with an immediate payment of a significant
amount.

• Secure postdated checks for future payments.

• Include a finance charge for extending the time period for full
payment.

Collections staff members should discuss all impending negotia-
tions for payment plans in advance with the collection manager, when-
ever possible, to agree with the parameters of the payment plan. Once
negotiations begin, the collector must be empowered to unilaterally
reach an agreement within the agreed parameters with the customer.

All payment plans must be confirmed in writing. In instances where
the amount is large and/or the time period extended beyond six
months, a promissory note and/or other security instrument should be
executed. Payment dates must be entered into the collector’s diary fol-
low-up mechanism and followed up with a proactive contact before
each payment date.
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Dealing with Problem Customers

Problem customers are customers that are chronically slow in paying
and/or pose a high level of risk of nonpayment. In addition to the cost
of funding the slow payments and the risk of bad debt loss, problem
customers inflict a high cost in servicing their accounts. This cost is re-
flected in increased collector time, but also in the time of credit, finance,
sales, and executive management. Imany, Inc., a collection software
firm, estimates that problem accounts require four to five times as
much time to manage as nonproblem accounts.1 Given the high actual
and potential cost of these accounts, how are they best handled?

The best way is to do business with them differently. Instead of sell-
ing on open account and then chasing them for past due receivables,
sell them on a more restricted basis, such as:

• Lower credit limit with immediate order hold when the limit is
exceeded or a delinquency threshold is violated

• Shorter payment terms

• Up-front deposit

• Direct debit of their bank account on the invoice due date

• Standby letter of credit

• Cash with order

• Other security devices (guarantees, etc.)

Implementing any of these terms may result in lower sales to prob-
lem accounts. This risk of lower profit earned on the sales must be
weighed against the cost, management time, and risk of bad debt loss
of the existing mode of business, and is best made by executive man-
agement.

Payment plans (see above) are useful for reining in a seriously delin-
quent problem customer. 

Another useful technique is called “burning the candle at both
ends.” Typically, when working with a problem customer, the focus is
on securing payment for the oldest past due invoices first, then work-
ing on the remaining invoices in order of greatest age. Unfortunately, as
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the oldest invoices are being paid over a period of time, ongoing ship-
ments begin to age and quickly become past due. The first rule in deal-
ing with problem accounts is that the amount of payments must exceed
the level of sales, to ensure the total balance is continuously decreasing.
The “burning the candle at both ends” technique involves securing
payment for the old invoices, while simultaneously securing payment
for some current invoices. This will reduce the amount of future past
due debt to be dealt with. This technique may not always result in an
absolute greater amount of payments, but often it can. Additionally, it
continues the urgency caused by seriously past due invoices, while de-
creasing the total exposure.

Finally, the escalation protocol (or collection timeline) prescribes the
actions to be taken for a seriously delinquent customer. When the
above-mentioned techniques fail, the escalation protocol must be fol-
lowed. In our experience, many companies hope and wish for im-
provement with problem customers, but in most cases, the exposure
increases as time advances. Delaying order and shipment hold usually
results in higher exposure and a bigger problem. If substantial im-
provement is not seen, and commitments for short-term payments are
not secured, it is best to face facts and refer the account to a collection
agency or attorney. These third parties are most effective the earlier
they take over an account. For a number of reasons (credit reporting,
experience), they can exert pressure and achieve results that the sup-
plier company cannot. It is far better to collect a significant portion of a
problem account’s receivable and pay the commission to a third party
than to procrastinate, hoping against the odds, and end up with a large
loss. The suppliers that utilize third parties first usually achieve the
best results. If you are the tenth supplier to refer an account to a collec-
tion agency, it has little impact. If you are the first or second, your
chances of collection are much better. The best way to ensure that the
collectors are using the Best Practices is through two primary actions:

1. Have the supervisor sit with each collector for two to three
hours while the collector is making collection calls. The prepara-
tion, execution, and post-call follow-up can be observed and
constructive suggestions for improvement offered.
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2. Have the supervisor conduct periodic (weekly is best) portfolio
reviews with each collector. The portfolio review is a review of
the status and next steps to be taken with a group of accounts.
Usually the accounts selected are the larger ones or the problem
accounts. It is also a good practice to select some medium and
smaller accounts to test how well the portfolio is being pene-
trated. The portfolio reviews will enable the supervisor to obtain
a perspective on how well collectors move accounts to a satis-
factory condition, if their follow-up intervals are too long, how
well they are pushing coworkers to resolve issues, and so on.

Key Points

The six key points to remember about the collection process are:

1. It is a process and it must be well defined. The collection time-
line helps in the definition and in communicating and explain-
ing it within your organization.

2. It must be supported throughout the organization, not just by fi-
nance.

3. It is designed to execute the portfolio strategy and, as a result,
should be tailored to the major segments of the portfolio.

4. Weekly portfolio reviews are essential to achieving top perform-
ance from collectors.

5. Proven fundamentals apply to virtually all portfolio segments.

6. More customer contact is better than less. Earlier contact is better
than later.

National Accounts Approach

A national account is defined as a large, important customer that pro-
vides a significant portion of total sales and profit. Typically they are
large Fortune 1000–size companies, with multiple locations (or ship-to
addresses), and a contract governing the trading. Often they are very
creditworthy. Losing such a customer would be a serious adverse event
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for a company. The objective of receivables management for national
accounts is to provide premium financial service to them and to maxi-
mize cash flow from them.

In an effort to retain and grow revenue with such customers, com-
panies will provide a premium level of service. Premium service can
take many forms, but in revenue cycle operations, it often includes
some or all of these areas:

• Staff members dedicated to the contract and pricing administra-
tion, order processing, and in some cases invoicing and payment
processing of a national accounts customer(s). This enables the
staff members to specialize in the needs and procedures of the
customer(s) and develop a rapport with their counterparts
within the customer. Specialized staff members are often used
for government customers that have particular and inflexible
contracting and invoicing requirements. Order fulfillment, in-
voicing accuracy, and dispute resolution are enhanced by spe-
cialized staff members.

• Enhanced service standards, usually faster turnaround times for
order processing and dispute resolution.

• Dedicated collectors who utilize a “national accounts” approach
to the appropriate customers. Such an approach is designed to
recognize the unique characteristics and value of national ac-
count customers. The approach includes:

• Account maintenance focusing on skipped invoices (provid-
ing invoice copies, proof of delivery, etc.), deduction and dis-
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Superior Service for National Account

A telecommunications company instituted a two-hour turnaround
standard for all orders for a large national account. Specific customer
service staff members were designated to handle this customer’s or-
ders. Backup staff members were also designated and a supervisor
assigned to allocate workloads to ensure the standard was met.

� CASE HISTORY �

03_SALEK_053_130  5/27/05  3:05 PM  Page 82



pute clearing, application of open credit memos and pay-
ments, and the overall clearing of clutter.

• Customer service–based “collection” calls for skipped in-
voices. Such “calls” are often e-mail messages.

• Prompt deduction and dispute resolution.

• Periodic customer visits to build rapport.

• Use of credit hold only in extreme cases that have been esca-
lated to senior management of both companies.

• Construction of “payer profiles” that document the approval
and payment process of the customer and information on key
contacts in procurement, accounts payable, and finance.

Successful national account administration enables companies to
manage large revenue streams and receivable assets with excellent re-
sults. Conversely, mismanagement of national accounts administration
can result in receivables nightmares that can be disproportionate to the
size of the customer. Exhibit 3.7 illustrates how a national account that
comprised 16% of a firm’s revenue and was poorly administered soon
accounted for the lion’s share of receivables problems.

SPECIAL COLLECTION EFFORTS

Overview

Special collection efforts are initiatives focused on narrowly defined
objectives. Excellent management of the receivables asset is a broad ob-
jective. Two common examples of narrowly defined objectives are:

1. Reducing the value and number of seriously aged open items

2. Maximizing cash collections over the next 120 days

Special collection efforts focus additional resource and management
time on their objectives. By concentrating resources and attention on a
limited task, progress can be accelerated and results improved. Other
tasks and duties can be deferred or delayed, while maximum resources
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are devoted to the special efforts. Alternatively, additional resources
can be deployed to maintain activity levels in all areas.

Often, special efforts are initiated to solve problems that have built
up over a long period of time and are not being resolved satisfactorily
in the normal course of business.

Two special collection efforts directed at common receivables man-
agement problems are described next.

Best Practices

Reconciliation and Recovery

This effort (or program) is directed at substantially reducing the value
and number of aged open items. Often these aged items are defined as
90 to 120 days old, and can be found in the far right column of the re-
ceivables aging report. These receivables are at the greatest risk of bad
debt loss, usually trigger a high level of provisioning in the bad debt re-
serve, and draw a lot of senior management and auditor attention.
These items pose a difficult dilemma:

If they were easily cleared, it would have been done before they
reached the advanced age. It will take much time, effort, and cost to try
to collect and clear them. However, their collectability is low, especially
if there are many clutter transactions included. So companies are faced
with the prospect of expending a great deal of resources for a relatively
small payback. On the other hand, to just write them off is too costly. If
the collection staff is assigned to devote a substantial portion of its time
to work these accounts, cash flow will decrease as the normal collection
effort will be diminished. How can this dilemma be solved?

The answer is a reconciliation and recovery program. A reconcilia-
tion and recovery program:

• Identifies customer accounts with a large number of aged, clut-
ter transactions. Customers with less than eight such transac-
tions and customers with just whole open invoices are excluded
from the program. Such accounts can be handled by the collec-
tors in the normal course of collections without consuming too
much of their time.
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• Defines a format for presenting your claim and its supporting
documentation to the customer. The format is called a reconcili-
ation pack, and contains these elements:

• A customer service–oriented cover letter stating that this is a
recap of the aged items open on your records, asking them to
review and prepare a response

• A summary of all aged open items by transaction types (i.e.,
invoice, short payments, credit memos, unapplied payments,
etc.)

• A detailed listing of all open transactions with transaction
number, date, and original and remaining amounts

• Copies of invoices, credit memos, etc.

• Copies of proofs of delivery (POD) if necessary. Sometimes it
is more time efficient to exclude them for all open invoices
and await the customer’s request for the missing ones.

• Utilizes high-speed procedures with decision points for assem-
bling the packs. These procedures are developed by an expert on
staff who can document the fastest, most efficient method of as-
sembly. Decision points are used to maintain the cost efficiency
focus. An example of a decision point is if a copy of a one-year-
old invoice for a small dollar amount cannot be retrieved, then it
is best to write it off rather than expend inordinate amounts of
time searching. Similarly, small clutter items may be unilaterally
written off to reduce the time and expense of reconciliation pack
assembly. 

• Utilizes temporarily assigned clerical workers to assemble the
reconciliation packs. This saves collectors an enormous amount
of time, allowing them to focus on collections. Assembly of the
packs requires customer accounting and document retrieval
skills, which are less costly than collection skills. In addition,
when the program is finished, the resources can be discontinued.

• Utilizes the collector as the person to discuss the pack with the
customer and drive collection and clearing of all the aged open
items. This is often accomplished with a face-to-face meeting.
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The organization of a reconciliation and recovery program should
follow these seven steps:

1. Compile the list of customer accounts for which a reconciliation
pack is to be prepared.

2. Document the contents and format of a reconciliation pack and
the high-speed procedures for assembling it.

3. Estimate the time required for retrieval for each type of transac-
tion (e.g., invoice, credit memo, unapplied payment, etc.) and
for the assembly of the pack. Estimate the time required to as-
semble a pack for each customer on the list.

4. Calculate the number of clerical staff required to assemble all the
packs in the desired time frame. It is always wise to plan on
more staff, especially if temporary workers are used to insulate
against their frequent turnover.

5. Assemble and train the reconciliation team, and designate a su-
pervisor who will answer questions and drive results. An inter-
nal staff member is a good choice here, as his or her familiarity
with the company and its systems will be valuable in guiding
the temporary staff.

6. Assign and schedule the completion of the packs among the rec-
onciliation staff.

7. Track the progress of the program on a weekly basis, noting
specifically:

a. The actual completion of packs versus the schedule

b. The actual follow-up of the packs with the customer by the
collectors

c. The progress in clearing the aged items, differentiating be-
tween cash and noncash (adjustments, write-offs) reasons
for clearing

Remember, the ultimate objective is to clear the aged items, maxi-
mizing cash recovery, but within the time and cost guidelines estab-
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lished. Some companies are reluctant to write off even small amounts,
resulting in prolonging the program and its cost.

The measurement of the program can be tricky. The best way is to
“freeze” the aged items in the program. Every day additional items will
age over into the 90- to 120-day column. However, unless you disre-
gard these items, program progress will be obscured. By limiting the
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Three Reconciliation and Recovery Program 
Success Stories

Case One
A distributor of laboratory supplies had accumulated $48 million of
receivables over 150 days past due as a result of acquisition integra-
tion issues. These receivables were spread over 25,000 different cus-
tomers and were comprised of over 150,000 items (many of which
were clutter). Implementation of a reconciliation and recovery pro-
gram reduced this portfolio of aged receivables to $3 million in eight
months, with open items decreasing to under 5,000. The cash re-
covery rate was 71%, which was much better than the company had
reserved for.

Case Two
A test equipment manufacturer had accumulated over $6 million of
receivables over 180 days past due as a result of a difficult ERP im-
plementation. These receivables were comprised of almost 18,000
open items, many of which were clutter transactions. They were
spread over 1,000 customers, and many were over two years old.
The company implemented a reconciliation and recovery program
with a team of six staff. In six months, over $4 million of the aged re-
ceivables were cleared, with 64% being collected in cash. The num-
ber of open items was reduced by 68%.

Case Three
A high-transaction-volume distributor had accumulated $1.6 million
of over 90 days past due receivables, comprised of over 8,000 open
items spread over 175 customer accounts. Implementation of a re-
covery and reconciliation program cleared half of the aged receiv-
ables in four months with a 90% cash recovery.

� CASE HISTORY �
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transactions in the program to a fixed, finite set, you can accurately
track the progress in clearing these items.

This progress can be measured by defining the aged items on the tar-
get list as all items over xx days old as of a specific date.

These examples illustrate how effective a reconciliation and recov-
ery program can be. Two important points are:

1. The inclusion of less aged items increases the cash recovery. As
long as you are preparing a reconciliation pack, it requires little
incremental effort to include items as little as 90 days past due.
However, inclusion of too many items will cause the pack to be
too daunting a task for the customer.

2. These programs take months, not weeks. Increasing resources
can accelerate the completion of the packs, but time is needed to
organize the effort, recruit and train staff, and so on. Also, the
clearing depends a great deal on the timing of the customer re-
sponse, and it is unreasonable to expect a response to a pack in
less than two weeks.

High-Impact Action Program

A proven technique for maximizing cash collections in the short term is
called a high-impact action program. The basic premise of a high-im-
pact action program is to implement only those actions that:

• Can be developed and implemented within one month

• Will yield results in  two to three months

This eliminates some important initiatives, such as automation, for-
mal dispute management, major redesign of processes, and so on,
which can be addressed in a longer-term program.

The objectives of a high-impact action program are to:

• Increase cash receipts as much as possible as soon as possible

• Clean up the portfolio (uncollectibles, offsets, etc.) to produce a
smaller, less complex asset to manage in the future
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A high-impact action program starts with a one- to two-week plan-
ning stage. Typically, such a program includes these seven elements:

1. Categorize the receivables portfolio into segments based on cus-
tomer attributes (size, domestic vs. foreign, national account 
or not, government vs. private sector, line of business, 
reseller/partner or end user, etc.), or billing status (billed vs. un-
billed) that require a specialized approach.

2. Develop and document high-speed procedures for each special-
ized approach (e.g., call blitz, collection letters, reconciliation
packs, etc.).

3. Develop and implement a collection infrastructure (negotiation
empowerment, escalation protocol, ad hoc dispute process, doc-
ument retrieval, credit controls, etc.).

4. Design the organization to execute the high-impact action pro-
gram utilizing existing staff, with supplements if necessary, es-
pecially for administrative and/or reconciliation support. Train
staff in high-speed procedures, provide workspace, tools, and so
on.
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Three Examples of High-Impact Action Progams
Getting High-Impact Results

Case One
A leading software developer had seen its cash collections deterio-
rate over time because of significant systems and organization
changes. In an attempt to recover the shortfall in cash flow and in-
crease cash collections in the short term, the company implemented
a High-Impact Action Program. It supplemented its collection staff
members and dedicated them to the High-Impact Action Program,
suspending activity on all other initiatives. It developed and imple-
mented an ad hoc dispute resolution process, secured senior man-
agement buy-in, and launched the program. In its first full quarter of
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operation, it increased cash collections by 22% (over $20 million)
over the preceding quarter, on equivalent revenue. It also cleared via
adjustment, credit memo, or write-off another $7 million of receiv-
ables. This jump-started an initiative to improve receivable manage-
ment results, which, over a two-year period, reduced DSO by over
40% and increased cash reserves by over 25%.

Case Two
An equipment vendor needed cash for an impending debt repay-
ment. It decided to raise the cash from its receivables asset, instead
of seeking alternate borrowing. It launched a High-Impact Action
Program by assembling a supplemental group of collectors who
would take over approximately one-third of each permanent collec-
tor’s portfolio. This would enable the permanent collectors to devote
more time and effort to their remaining accounts, with the net result
of all accounts receiving substantially more intense attention. The re-
sults were striking. In only two months, overall delinquency de-
creased by 43%. Amounts between 30 and 90 days past due were
reduced an astonishing 81%. Not surprisingly, the past dues over 90
days past due were decreased only 23%, revealing the more difficult
nature of seriously past due receivables. This is the exact reason why
a Reconciliation and Recovery Program is needed for such receiv-
ables.

Case Three
A fast-growing manufacturer of therapy devices was experiencing
disappointing cash collections. The rate of increase in collections
was well below the growth rate of revenue. To correct this problem
in the short term, the company launched a High-Impact Action Pro-
gram. It supplemented the collectors with temporary administrative
help and ensured that customer service incoming calls were routed
to the customer service department. This allowed the collectors to
focus on collection activity. It reallocated customer accounts more
evenly to ensure better portfolio penetration, conducted refresher
collection training, and measured progress toward targets on a daily
basis. The results were a 33% increase in cash collections in only
three months of operation. Cash collection records for a day, week,
and month were set.

Case History (continued)
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5. Implement the collection activity plan to monitor and measure
progress. This tool is explained later in the book, but it measures
activities (inputs) as well as results (outputs).

6. Secure management approval, announce to the organization,
then launch the program.

7. Manage the program with experienced, tactical, hands-on su-
pervision, and drive results.

Key Points

The five key points to remember about high-impact action programs
are:

1. Focus resource and management attention. Divert or suspend
other tasks.

2. Secure senior management support.

3. Raise activity levels. (Supplemental resources are very helpful.)

4. Measure both activities and results vs. stretch targets on a daily
or weekly basis.

5. Seriously aged receivables and/or clutter are best handled by a
reconciliation and recovery program.

DEDUCTIONS PROCESSING

Overview

A deduction occurs when a customer pays an invoice less than the full
amount. Deductions are also called short payments. Customers take
deductions when they do not agree with the amount of the invoice or if
they believe they are owed money by the vendor. Instead of waiting for
the vendor to issue a credit memo, which would be applied to their
next remittance, companies take the deduction because it puts money
in their pocket now rather than waiting weeks for the credit memo.
Some customers may withhold payment of the entire invoice until it is
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resolved to their satisfaction (via a corrected invoice or credit memo),
but most will deduct. 

Examples of disagreements with the invoice are:

• Price: gross, promotional, discount

• Quantity of products or service hours received

• Quality: damaged or inferior products or services 

Examples of deductions taken because the customer is owed money
by the vendor:

• Volume or other rebates

• Cooperative advertising support

• Return of products not yet credited (We have seen cases where
the returns were not shipped, yet the deduction was still taken.)

• Shelf space charges

• Charges for special handling of mislabeled or poorly packaged
products, or products delivered to the wrong location

Customers, especially large retailers, have become very creative and
very aggressive with deductions. Deductions are taken unilaterally by
customers, based on their perception of whether the invoice was cor-
rect, the shipment proper, and so on. Even if a vendor conformed to all
customer specifications and invoiced 100% accurately, it would still
incur deductions.

For many companies, the volume of deductions taken by their cus-
tomers can number in the thousands every month. Unless such compa-
nies have an efficient process for handling deductions, they will be
overwhelmed by the volume. There are two major perils of not pro-
cessing deductions well or on a timely basis:

1. Revenue and profit margins will decrease because of invalid de-
ductions taken by customers.
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2. Revenue and receivables will be overstated in financial reports.
This is critically important with the passage of the Sarbanes-
Oxley Act of 2002.

The three dilemmas in managing deductions are:

1. The volumes can be huge, and the damage can be serious if they
are not managed well.

2. The cost of processing and managing deductions can be sub-
stantial.

3. The yield or payback can be small. Typically, customers are cor-
rect on approximately 95% of the deductions they take. It is not
cost efficient to expend a large amount of resources and expense
to scrutinize every deduction, when 95% of them will be con-
ceded. If you do nothing, however, some customers will become
more aggressive in taking deductions, and margins will suffer.

The challenge is to process deductions promptly so they do not dis-
tort financial reporting, to catch and recover invalid ones, and not to
spend a lot of money to process adjustments 95% of the time. It is a
daunting challenge, and the resolution must balance the cost/benefit
trade-off in a way that fits an individual company’s strategy and prof-
itability.

Best Practices

Deduction processing is a science in and of itself, and a book could be
devoted entirely to this subject. Many types of deductions, their cause,
and resolution, are industry specific. We cannot address industry-spe-
cific issues, but will deal with a broader perspective of Best Practices.
The optimal deduction process must be tailored to an individual com-
pany, its products or services, its profit margins, and its market power
and that of its customers. 

The best way to handle deductions is to reduce the number incurred.
This is much easier said than done, especially when the customer is in
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a superior position—that is, when there are several suppliers of your
product, and the customer does not have to change its mode of busi-
ness to suit any individual vendor’s request. This is the most common
situation.

However, two actions can be taken unilaterally to reduce the num-
ber of deductions taken by your customers. These are:

1. Ensuring orders are fulfilled, packaged, documented (packing
slip, etc.), labeled (bar code), and shipped in accordance with
customer specifications. This will preempt special handling de-
ductions.

Receivables Asset Management 95

Two Examples Where a Lack of Sound Deduction
Processing Resulted in Profit Loss and Inaccurate

Financial Reporting

Case One
A food products manufacturer, selling to major retailers, lacked an
efficient and effective deduction process. Staff members were over-
whelmed with the thousands of deductions incurred each month
and fell way behind in clearing deductions. There were a number of
negative impacts:

• Customers were getting away with invalid deductions as they
were not challenged promptly or properly.

• Deductions constituted over half of the total receivables;
many were aged over six months to a year.

• Revenue, profit, and receivables were overstated in the finan-
cial reports.

Case Two
In another case, a distributor had no formal process for deductions.
It did have a policy that all open items over 180 days past due were
to be written off. As a result, deductions would be untouched for
180 days, at which point they were written off. The company was
losing an unknown amount of profit from invalid customer deduc-
tions. This $350 million company later discovered that invalid de-
ductions totaled over $500,000 per year.

� CASE HISTORY �
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2. Ensuring invoice accuracy, reflecting the accurate net or dis-
counted price agreed with the customer. Unfortunately, many
customers do not want promotional pricing reflected on the in-
voice, preferring to take it “off invoice.” This preference limits
the amount of deduction reduction achieved by invoicing accu-
racy. However, there usually are some invoicing errors that, if
prevented, can reduce deductions.

There are also two actions that can be negotiated with customers to
reduce deductions:

1. An allowance for damage, shortages, and so on can be negoti-
ated to cover expected losses for this type of event. Typically, the
allowance is expressed as a percentage of the price and is based
on historical experience. The allowance percent can be granted
on every invoice or taken on a quarterly basis. In return, the cus-
tomer agrees to refrain from taking deductions for the specified
reasons. This can have a huge impact on decreasing the volume
of incoming deductions.

2. Agreement to settle some obligations owed the customer with a
payables wire transfer or check. Examples of such obligations
are lump-sum promotional support for advertising, shelf space,
slotting, and so on. The best expenses for this type of arrange-
ment are low-frequency charges.

Finally, abuse of deductions by a customer (i.e., taking a high vol-
ume of invalid deductions) has to be addressed. It is best addressed by
senior management of both companies agreeing to the parameters of a
business relationship/partnership. Receivables clerks cannot change
the behavior of large customers.

Efforts to reduce incoming deductions generally produce a signifi-
cant payback and are the best way to deal with deductions.

Deductions Processing

As stated earlier, optimal deduction processing must be significantly
tailored to an individual company’s business. However, 12 common
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techniques are essential to efficient, effective deduction processing.
They are:

1. Small-balance automatic write-off in cash application. “Auto-
matic” means that there is no investigation of their validity, they
are just written off. Best Practice is for the small-balance deduc-
tions to be cleared by the system tool, clearing the open item and
charging the appropriate ledger account. In our experience, small
deductions often comprise 30 to 40% of the deductions, but only
2 to 5% of the value. An enormous amount of work can be saved
while sacrificing an opportunity to reclaim a very small amount
of money. Remember, less than 5% of deductions are ever recov-
ered, so 5% of a small value is a very small opportunity.

We have worked with companies whose small-balance write-
off threshold has ranged from $25 to $400. The way to establish
the threshold is to compare the cost of researching a deduction
against the expected return of the effort. Small-balance thresh-
olds can vary based on the type of deduction. We elaborate on
this below.

Finally, audit and sample check write-offs retrospectively to
identify abusive customers and recurring amounts that may in-
dicate a continuing billing/price dispute. Some customers test
their suppliers’ threshold and will frequently deduct an amount
just below the perceived threshold. Repeat offenders can be dis-
covered with the retrospective audit. Alternatively, you may be
invoicing a customer the wrong price on a high-volume item
shipped in the same quantity numerous times, and that cus-
tomer may be continually deducting the same amount.

2. Clear communication of instructions to customers as to where to
send information on deductions (i.e., debit memos). Some cus-
tomers post information on the Web (e.g., Fleming Foods’ Vision
Net), so vendors can ascertain the reason for an individual de-
duction referencing the vendor’s transaction number.

3. Classification of deductions by type at point of entry (cash ap-
plication). This has three benefits:
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a. It enables processing and the small-balance automatic write-
off to be varied by the type of deduction based on probabil-
ity of collection.

b. It enables routing of deductions to the person or department
within the company best positioned to resolve them quickly
and properly. 

c. It enables root cause analysis of high-frequency deductions.
Such analysis guides internal continuous improvement ef-
forts to improve order fulfillment, invoicing, and so on to re-
duce the number of incoming deductions.

4. Establishment of standard time frames for resolution of deduc-
tions. Speed is critically important for recovery of invalid de-
ductions and for overall process efficiency. Staff and
departments outside the deductions processing unit must un-
derstand the deadline for resolving deductions assigned to
them.

5. Documentation, communication, and training in a clear deduc-
tions process, work flows, research methodology, and roles and
responsibilities. Exhibit 3.8 is an illustrative diagram of a deduc-
tion process and work flow. 

6. Utilization of a deduction prioritization methodology. This
methodology does not treat all deductions the same. It priori-
tizes them for research and resolution based on their probability
of collection (if found to be invalid). To illustrate this point, con-
sider two different types of deductions: a deduction for a “con-
cealed” quantity shortage and a deduction for using the same
credit memo twice. It is almost impossible to prove a customer is
wrong about a concealed shortage (a shortage where the stan-
dard package contains, say, 24 items and the customer claims to
have received only 21). On the other hand, if the customer used
the same credit memo twice, that is easy to prove, and the prob-
ability of collecting the invalid deduction is very high. To
achieve maximum recoveries at peak efficiency, the effort of a
deduction team should be focused on those types of deductions
that have a high probability of collection.
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A deduction prioritization methodology utilizes a different
small-balance write-off threshold for different types of deduc-
tions. High-probability-of-collection deduction types have a 
relatively low threshold, and low-probability-of-collection 
deduction types have a high threshold. Remember, you want to
match the level of effort with the expected payback. Why ex-
pend a lot of time researching a deduction if you will be unable
to recover it even if it is found to be invalid?

7. Provision of accurate, up-to-date information on sales promo-
tions offered customers. This is best accomplished by estab-
lishing and populating a promotions database. Commercial
software applications exist to automate this function and make
it widely available through a company’s intranet, server,
and/or on the Web, so all constituents can access it. This infor-
mation must include a description and quantification of the
promotion, effective dates, eligible customers, and a clear ex-
planation on how it is applied and earned by the customer.
Only properly authorized promotions should be included in
the promotions database. Promotions must be loaded in the
database  prior to their effective date.

The advantage of a promotions database is the efficiency it
brings to the research and resolution of deductions. Remember
that 95% (or more) of deductions are allowed. If a customer
properly takes a deduction for an authorized deduction, it
should be allowed. If the staff member researching the deduc-
tion can easily and quickly determine it was a proper deduction,
then the adjustment (or credit memo) can be promptly issued,
matched to the open deduction, and cleared from the ledger.
This is where efficiency is realized.

8. Measurement and reporting of key metrics such as:

a. Throughput (deductions received and cleared in a period)

b. Average cycle time to clear deductions

c. Backlog of deductions(quantity and age)

100 Accounts Receivable Management Best Practices
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d. Ultimate outcome (adjusted or charged back, and percent of
chargebacks actually collected)

9. Utilization of technology (system tools) to automate work flow
and tasks. A number of commercial applications on the market
automate much of the deductions process. Most of them are
combined with credit and/or collection applications as well. In
addition, major ERP systems have deduction processing capa-
bility. Leveraging technology is critical to achieving efficiency in
this high-transaction volume function. Imaging of documents
with Web access is also important, so all members of your firm
can access data and documents wherever they are. In some
cases, it is advantageous to grant customers, brokers, and/or
agents access to this data, especially when you are enlisting their
aid to resolve deductions.

10. Development of a fast, efficient returns processing capability.
(This applies only to companies with tangible products.) Re-
turns are often the leading cause of deductions, and those de-
ductions are of the highest value. The ability to receive and
inspect returns and to issue the appropriate credit or chargeback
is essential to excellence in deduction processing. Bar coding
and scanning technology in conjunction with a return authori-
zation procedure will help process authorized returns quickly.
Unfortunately, many customers will return products without an
authorization number, which requires exception handling.

11. Customer profitability analysis of major customers, which in-
cludes the impact of deductions on profitability. Also, the major
deduction types as a percent of sales for each major customer
should be measured to enable comparison. This enables identi-
fication of high-deduction customers. Corrective action can be
taken to improve order fulfillment quality and direct senior
management action with the customer as needed. For example,
assume the overall average for returns is 1.2% of sales, but one
major customer is returning 4.5% of sales. Two actions should be
taken:

Receivables Asset Management 101
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a. A review of internal order fulfillment for that customer to
ensure orders are being filled properly and to customer
specifications

b. If order fulfillment is satisfactory, a discussion with the cus-
tomer to identify the excessive rate of returns and to formu-
late ways to reduce it

The measurement of deduction types as a percent of sales can
provide the basis for a flat allowance percent granted to the cus-
tomer instead of the customer taking deductions.

12. A periodic review of the cost of processing and controlling de-
ductions vs. the benefit achieved. The cost of deduction process-
ing is the cost of the staff performing the function with an

102 Accounts Receivable Management Best Practices

Two Cases of Deductions Adding to the Bottom Line

Case One
The distributor mentioned earlier in this section, which had no de-
ductions processing capability and just wrote them off at 180 days
old, implemented a formal deductions process. Deductions were
routed to the department best positioned to resolve them (i.e., con-
tract administration for pricing deductions, logistics for shipping 
deductions). Standard resolution times were enforced and perform-
ance metrics introduced. Invalid deductions were challenged, and,
in many cases, the distributor discovered customers were deducting
based on outdated price lists. Invalid deductions were charged back
to customers and collected at an annual rate of $500,000, which
was all increased profit. Past due receivables over 90 days old were
reduced by 70%.

Case Two
The food products manufacturer mentioned earlier in this section re-
designed its deductions processing, incorporating most of the Best
Practices presented earlier. Open deductions decreased by 76%. The
aging profile of open deductions improved substantially, and recov-
ery of invalid deductions increased over 40%.

� CASE HISTORY �
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allocation of overhead for facility, IT, and sales and management
time utilized. The benefit is the amount of invalid deductions re-
covered (collected, not merely charged back). In addition, there
is a benefit for deterrence. Although this is difficult to quantify, it
should be taken into consideration.

Key Points

The four important elements of deduction processing are:

1. Deduction processing is inherently a low-value-added activity.
Essentially, it results in 95% of deductions being adjusted or
written off, and only a few percent being collected from cus-
tomers. Who wants to spend a lot of money on such an activity?

2. If deductions are not researched and checked for validity in
some manner, losses from invalid deductions will be significant
and increase over time.

3. Deductions must be dealt with. That is why it is vitally impor-
tant to have a formal process leveraged with technology. The
necessary “policing” can be performed at the lowest cost.

4. Deduction reduction is the best solution accomplished by im-
proving internal order fulfillment and invoicing operations, and
by confronting abusive customers.

LATE PAYMENT FEES AND PROMPT PAYMENT
DISCOUNTS

Overview

Late payment fees and prompt payment discounts are incentives de-
signed to encourage customers to pay according to terms. Prompt pay-
ment discounts offer a reward for paying “early,” and late payment fees
are a penalty for paying late. If implemented properly, they can have a
substantial impact in improving receivables management results.

Late payment fees (also known as finance charges, interest charges,
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or service charges) are an assessment of the interest value of a customer
enjoying the use of funds beyond the due date. Payment terms are
widely considered an integral part of the price, so if a customer is tak-
ing a longer period to pay than agreed, the customer is receiving more
value than the price being paid. In evaluating price discrimination
under the Robinson-Patman Act, the courts have usually included pay-
ment terms in the pricing equation. 

The interest rate used in the assessment varies, but it is an attempt by
the seller to recoup the extra borrowing cost it incurs as a result of a late
payment. In many states it is limited by usury laws. The most common
rate we have seen is 12% per annum. In the early 1980s, when the prime
rate was in the 18 to 21% range, many companies that had not assessed
late payment fees initiated the practice. Rates were set at 18% or higher,
often the highest rate allowed by law.

The major difficulty with late payment fees is customers’ refusal to
pay them. Many accounts payable departments are under standing or-
ders from the chief financial officer to never pay late payment fees. Col-
lecting them is difficult.

Prompt payment discounts can be an extremely powerful but ex-
pensive tool to expedite payments. To illustrate, consider the payment
terms defined as “1% 10 days, net 30 days from date of invoice.” These
terms enable the customer to deduct 1% from the total invoice amount
if it is paid within 10 days from invoice date. If the customer does not
exercise this option, then the full amount of the invoice is due within 30
days of the invoice date. When interest rates are low, the 1% prompt
payment discount is very attractive. Even if the customer has to borrow
money to pay within 10 days, it is cost effective to do so. If a company
is operating on a low gross margin, the extra 1% margin can be ex-
tremely valuable.

The major difficulty with prompt payment discounts is when cus-
tomers pay well beyond the discount period due date yet still take the
prompt payment discount. This is known as an unearned discount and
is usually charged back to the customer. Many accounts payable de-
partments follow a policy of taking all prompt payment discounts of-
fered, regardless of when the invoice is paid. Collecting unearned
discounts is difficult.

104 Accounts Receivable Management Best Practices
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Best Practices

Best Practice for both late payment fees and prompt payment discounts
are similar. The five Best Practices include:

1. Commitment. The absolutely essential first requirement for the
successful implementation of late payment fees and prompt
payment discounts is a total company commitment to their en-
forcement. By total company commitment, we mean all func-
tions within a company, especially sales, customer service, and
general management as well as finance. The commitment must
be shared at the most senior levels of the firm. This commitment
is critical to presenting and maintaining a united front to the
customer base. Inevitably, large and valuable customers will
balk at paying late payment fees or unearned prompt payment
discounts. If the resolve to enforce the terms does not exist, the
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Prompt Payment Discount Works for 
Supplier and Customer

The customer, a distributor of medical products, operated on a very
low (6%) gross margin. One-third of that gross margin derived from
a prompt payment discount offered by its suppliers. The prompt
payment discount was so important to the distributor’s profitability,
it always paid its invoices early enough to earn the discount. The
customer routinely borrowed on a short-term line of credit to do so.
The cost of borrowings was well below the benefit of the 2% prompt
payment discount. 

The supplier found that the prompt payment discount was very
effective  in securing prompt payments. However, it cost the supplier
two percentage points off of  its gross margin, which exceeds the
cost of funding the receivables for the full payment term. The sup-
plier was in a high-margin business and wanted to preempt receiv-
ables issues with its customers by offering an attractive prompt
payment discount, so it was worth it to the supplier. Both parties
benefited from the prompt payment discount.

� CASE HISTORY �
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implementation of these tools will progressively deteriorate. If a
high level of commitment does not exist, it is best to avoid late payment
fees and prompt payment discounts. Without the necessary com-
mitment, all that will result is the creation of a huge volume of
late payment fees and unearned prompt payment discounts that
will have to be adjusted or written off. This added workload,
plus the defeat of the initiative, will reduce staff morale. In addi-
tion, the customers that do abide by the policy will be punished
for their good behavior. If word gets out into the marketplace
that some firms are flaunting the terms, a great deal of ill will
can be generated among customers that are following the terms.

2. Automation of the creation of late payment fees and unearned
prompt payment discounts. These are high-volume, low-value
transactions that can consume a great deal of staff time unless
completely automated. Other operations to automate are:

a. The notification to customers of the assessment of a late pay-
ment fee or an unearned prompt payment discount. Since
most of these notices are disregarded, an option is to just
post them to the customer account so they will be included
in the monthly statements of account sent to customers.

b. The adjustment or write-off of the transactions. Inevitably, a
large number of these transactions will be adjusted as a re-
sult of negotiation with customers.

3. The use of a grace period for the due dates. If a customer pay-
ment arrives a few days beyond the due date, do you really want
to assess a late payment fee or deny a prompt payment dis-
count? It will be very difficult to enforce a charge for a payment
that is a few days late, and even if you secure payment, it will
generate ill will with the customer. A grace period allows a pay-
ment to arrive a specified number of days beyond the due date
and still be considered on time for the purposes of assessing a
late payment fee or unearned prompt payment discount. Best
Practice defines an optimal grace period at five to eight days. Of
course, every attempt should be made to keep the existence of a
grace period confidential. Otherwise, customers will build it
into their payment cycle.
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4. Utilization of a late payment fee and/or a prompt payment dis-
count as a collection tool. This practice is extremely useful in
proactive customer contact. It reinforces the customer service as-
pect of a proactive call. A suggested approach would be to point
out invoices that are in danger of aging beyond eligibility for a
prompt payment discount or that will incur a late payment fee.
In essence, the call is to alert the customer to an opportunity to
save money.

Late payment fees and/or prompt payment discounts can
also be used as bargaining chips. A limited amount of such
charges can be conceded in return for a customer bringing the
account current or taking another action. Collectors should be
unilaterally empowered to concede a limited amount of such
charges.

5. Booking late payment fees and unearned prompt payment dis-
counts to a suspense account instead of directly to interest in-
come or revenue. Unless you are collecting over 90% of such
charges, booking them in the accounting ledger to an income
account can cause significant revenue variations in some
months.
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Two Late-Payment-Fee Success Stories

The selection of case histories for this section was easy. Of the over
100 companies with whom we have worked on receivables man-
agement, only 2 have successfully implemented late payment fees.
All the rest have struggled with a huge volume of very small value
transactions that are generated, posted to customer accounts, re-
ceive halfhearted collection efforts, age, clutter the receivables
ledger, and are eventually written off, all the while sapping staff time
from more productive activities.

Success Story One
A high-technology company was in dire financial straits and was seek-
ing improvement in revenue and costs every way possible. This envi-
ronment engendered the management resolve necessary to enforcing

� CASE HISTORY �
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Key Points

The two key points to remember about late payment fees and prompt
payment discounts are:

1. Do not utilize these techniques unless senior management is
fully committed and willing to stay the course through some
trying times.

2. Automate the process.
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a late payment fee program. The program was launched, incorporat-
ing the Best Practices mentioned above, and supported by the highest
levels of senior management. Enforcement was achieved even with
large, valuable customers. After six months, the largest benefit was a
19% reduction in DSO, which enabled the firm to reduce its debt and
interest expense with the newly generated cash. Income from late
payment fees was significant (approximating several tenths of 1% of
total revenue) during the first six months, but afterward decreased to
less than 1/10 of 1 percent of revenue. As customers were educated
to the resolve of the program, many of them changed their payment
behavior, which produced the reduction in DSO.

Success Story Two
A refiner of precious metals supplied independent jewelry manufac-
turers. The majority of its customers were very small, undercapital-
ized companies, whose business was heavily skewed by seasonality.
These customers had to manufacture their products through the
summer, ship them to retailers in the fall, and receive payment in
January. They needed financing, but most were unable to secure fi-
nancing from banks. As part of their business strategy, the precious
metal supplier extended payment terms to customers as a means of
financing. The supplier assessed a financing fee and late payment
fees, and collected 97% of them. The financing and late payment
fees were an integral part of doing business and were well under-
stood by customers and the supplier’s sales force. Enforcement was
strongly supported by senior management. The financing and late
payment fees were a substantial contributor to revenue and profit.

Case History (continued)
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Prompt Payment Success Story

The case history for prompt payment discounts is similar to those of
late payment fees. This case history illustrates a success, but at a high
cost.

A manufacturer of auto parts for the aftermarket sold to a network
of dealers. Many of the dealers were small, thinly capitalized busi-
nesses that presented a considerable risk of bad debt loss. Industry
practice was to extend payment terms to 90 to 120 days. In an effort
to meet competition but control credit risk, the manufacturer of-
fered a series of attractive prompt payment discounts. With a net
due date of 90 days from invoice date, the discounts were structured
for 1% if payment was received 60 days from invoice date, 2% at 30
days, and 3% at 15 days from invoice date. The impact on receiv-
ables was impressive. On average, 95% of receivables were current,
with little delinquency and bad debt. However, the cost of the dis-
counts was huge, averaging approximately 2% of revenue, or tens
of millions of dollars. The cost vs. benefit of these terms can be de-
bated, but they clearly had a beneficial impact on receivables man-
agement results.

� CASE HISTORY �

DISPUTE MANAGEMENT

Overview

In our experience, at least half of receivables past due more than 15
days are disputed. Successful dispute management is essential to suc-
cessful receivables management. It is not possible to achieve excellent
receivables management results without a robust capability to identify,
resolve, and clear disputes.

For receivables management purposes, a dispute is any unmet cus-
tomer requirement or expectation that results in short payment or non-
payment of an invoice. Deductions (short payments) are a subset of
disputes, and there are many similarities between deduction and dis-
pute management. 

Disputes arise from:
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• Customer dissatisfaction with the product or service delivered.
We estimate that disputes of this type account for approximately
one-third of all disputes.

• An inaccurate or inadequate invoice. We estimate that this cause
accounts for approximately two-thirds of all disputes. Remem-
ber the importance attached to invoicing accuracy discussed ear-
lier in this book.

The occurrence of disputes is unavoidable. Even if every order is ful-
filled and billed perfectly, disputes will occur because:

• The customer mistakenly perceives an error has been made.

• The customer raises a dispute to delay paying the invoice.

Dispute reduction is a valuable activity, and we will address it later
under Best Practices. The most common flaw we have seen in compa-
nies’ receivables management capability is the ability to promptly iden-
tify, resolve, and clear those disputes that occur. Why does this inability
afflict so many firms? The most common attitudes (and accompanying
processes) are:

• “It’s not my job. If the collectors want the past due invoice
cleared, it’s their job to research, resolve, and clear it.”

• “Customer satisfaction is everybody’s job. If a customer ex-
presses dissatisfaction with something, everyone will stop what
they’re doing and fix it.”

• “The customer is right, but we cannot afford to issue a credit and
take the hit to revenue this month.” We expect this reason will be
given much less frequently as people learn the implications of
Sarbanes-Oxley.

These comments all reflect the absence of a formal process to iden-
tify, research, resolve, and clear disputes, as well as measurement of the
organization’s performance in doing so.
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The results of the lack of an informal or ad hoc process can be devas-
tating. They include:

• Elevated delinquency.

• Excessive credits, allowances, and concessions that decrease rev-
enue and profitability. The greater the elapsed time, the greater
the probability that a credit will be granted, even if the customer
is wrong. The deterioration of people’s memories, the degrada-
tion of documentation, and the turnover of staff on both sides in-
crease the tendency to concede.

• Unhappy customers. Customers may like your product or serv-
ice, but may find conducting business with your firm very diffi-
cult. Waiting long periods of time for a credit memo is
particularly vexing for customers. Inaccurate billing and poor
administration of a customer’s account may affect your supplier
quality rating with your customers, which can ultimately lead to
lower sales volume.

• Lower productivity from handling, reconstruction, and rehan-
dling disputes over an elongated time frame.

Best Practices

Seven Best Practices for excellence in dispute management include: 

1. Establishment of a policy and formal process to manage dis-
putes. The formal process should have defined work flows, pro-
cedures, roles and responsibilities, and ownership. Training
should be conducted of all participants in the process and users
of the reports, so the objective and operation of the process is un-
derstood. All participants must understand their role in the
process and its importance.

The seven-step process must include:

a. Well-defined work flows from identification of a dispute
through to clearing it from the receivables ledger. A com-
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mon trap is to forget about a dispute when it is classified as
resolved. Remember, the ultimate objective is to clear a dis-
pute from the receivables through a payment, credit, or
combination of both. The job is not finished until the dispute
is entirely cleared.

b. Prompt identification of disputes, not just by collection staff,
but by all customer-facing functions of the company, such as
sales, customer service, and so on.

c. Routing of disputes to the person in the organization who
generated the disputed element and is best positioned to re-
solve it. To illustrate this concept, consider a dispute where
the customer claims to have been charged the wrong price.
The pricing or contract administration function can usually
determine in a minute or two if the invoiced price is correct.
People in this position work with the pricing system every
day and can navigate it very quickly. Conversely, a person
outside this department may spend 5 to 20 minutes per-
forming the same research. It is to the company’s benefit to
research the dispute most efficiently; therefore, the pric-
ing/contract administration group should be assigned to
this dispute. In addition, it is likely that this group is the root
cause of the error. Routing pricing disputes to this group
alerts group members to the error so they can correct it for
future transactions of the same type, thereby reducing the
number of disputes incurred in the future. This also teaches
the staff members that if they cause an error leading to a dis-
pute, they will have to deal with it.

d. Establishment of a standard time frame for researching and
resolving a dispute. This time frame sets the expectation of
how fast the customer satisfaction issue will be resolved. It
is usually set at several days. It is the performance standard
that individuals, departments, and the entire organization
will be measured against in evaluating dispute resolution
performance.

e. Tracking of all disputes from identification through to clear-
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ing. This ensures that no disputes “fall through the cracks”
and linger unresolved. Nothing enrages a customer more
than to have to report, describe, and document the dispute
more than once to different people. This tracking requires a
system tool, which will be discussed under the automation
element. Assignment of a discrete transaction number to
each dispute is a simple way to facilitate tracking.

f. Categorization of all disputes by type and root cause. This
facilitates correction efforts and the measurement of
progress in correcting and reducing them.

g. Measurement and reporting of dispute management per-
formance at an individual,  department, and total organiza-
tion level. This brings accountability to the organization and
produces a part of the answer to the question: How are we
treating our customers?  

Four key metrics include:

a. Cycle time from identification of a dispute to clearing from
the receivables ledger

b. Throughput analysis (number and value of disputes identi-
fied in a period vs. number and value cleared)

c. Backlog of unresolved disputes in aging categories

d. Ultimate outcome of disputes via cash payment or credit
memo

2. Automation of the process with technology. Dispute manage-
ment usually involves a high volume of transactions. To effi-
ciently route, categorize, track, and report on them requires the
speed, capability, and database capability of a system tool. The
leading ERP applications have varying capability to manage and
process disputes. As mentioned in the deductions processing
section, many commercially available applications automate the
dispute management function. These applications, sometimes
called “bolt-ons,” are compatible with most ERP systems and
enhance the dispute management functionality. Often the appli-
cations provide credit, collection, and/or deduction processing
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capability as well as dispute management. These applications
also provide the reporting and query functionality required.

3. The ability to attach images of documents, e-mails, approval
forms, and other information to the dispute as it is routed
through the process. This important feature of the leading dis-
pute management automation enables a recipient to view perti-
nent information and documents that another person has
already researched. This is a huge productivity improvement. In
addition, the work flows of dispute types can be designed into
the application to facilitate routing and processing.

4. Development of a culture that views disputes as an opportunity
to improve customer satisfaction, not as an event that places
blame on individuals within the organization. Dispute manage-
ment is a customer service, not a finance or credit department
task. A leading auto manufacturer discovered through customer
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Dispute Categorization Offers Solutions

A publishing company initiated categorization of disputes by type.
After a few weeks, it concluded that the leading cause of customer
disputes was sales and use tax discrepancies. To correct the problem,
the company installed a leading sales and use tax software tool,
which greatly increased its accuracy in charging such taxes. After a
few months, company metrics showed that sales tax disputes de-
creased dramatically.

The same company discovered that disputes concerning a certain
type of display advertisement were the second most frequent dis-
pute type. Customers were sending the ad text to the publisher,
where the text was retyped into its publishing system. Inevitably, a
large number of transcription errors were made. The solution imple-
mented was to cut and paste customers’ electronic submission into
the publishing system. This dramatically decreased disputes of this
type as errors were virtually eliminated and errors that did occur
were the customers’ fault.

� CASE HISTORY �
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surveys that customers who experienced a problem and had it
fixed promptly had a higher incidence of repeat purchases than
customers who had never experienced a problem.

5. Support and reinforcement by senior management that dispute
management is an interdepartmental function to improve cus-
tomer satisfaction, not a collection process.

6. Initiation of a formal, continuous improvement program whose
objective is to correct the root causes of the high-frequency dis-
putes to ultimately reduce the number of disputes incurred.

7. Compilation and comparison of disputes by customer to iden-
tify:

a. Customers who are receiving poor-quality service and who
may be at risk of defecting to the competition

b. Customers who may be utilizing disputes to slow their pay-
ment of invoices.

Key Points

The six key points include:

1. Disputes are the leading cause of receivables delinquency. 

2. Excellence in receivables management is not possible without an
effective and efficient dispute management process.

3. Dispute management requires a formal, robust process and an
organizational commitment to customer satisfaction.

4. Technology to automate the process is essential.

5. A continuous improvement program to reduce the causes of
high-frequency disputes will decrease the volume of future dis-
putes and improve customer satisfaction, productivity, and re-
ceivables management results.

6. Measurement of performance is critical to improvement in dis-
pute management.
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Two Dispute Management Success Stories

Success Story One
A high-technology provider lacked a formal dispute management
process. Visibility of dispute resolution performance was poor. Re-
ceivables management results were disappointing, with a high level
of past due invoices. Analysis of delinquent receivables revealed that
once an invoice aged over 30 days past due, there was a high prob-
ability that it would remain open for several months longer. This
finding is indicative of a poor dispute process. As a result, cash flow
and staff productivity were significantly impacted.

The company implemented a formal dispute process incorporat-
ing most of the Best Practices listed above. Over 500 staff members
in multiple departments were trained in the operation and culture of
dispute management.

After six months of operation, these results were realized:
• The average cycle time from identification of a dispute to

clearing was reduced from 238 days to 86 days.
• Total past due receivables were reduced by 24%. Receivables

over 90 days past due were decreased by half.
• Customer satisfaction with administrative service increased by

30%.
• Staff productivity increased by 41%.

Success Story Two
A publishing firm was dealing with a large number of disputes with
a combination of an ad hoc process and multiple manual lists of
open disputes. Ownership of the process and accountability for re-
sults were unclear. Many disputes were not formally identified as in-
dividuals attempted to deal with them off line. Over two-thirds of
open disputes were over 60 days old.

The company implemented a formal dispute process with many
of the features included in Best Practices. After only four months of
operation, 95% of open disputes were less than 14 days old. The
level of open disputes was reduced by $7 million, enabling a reduc-
tion in the reserve for credits and allowances. Total delinquency and
DSO were reduced by 22% and 16% respectively.

� CASE HISTORY �
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ACCOUNT MAINTENANCE

Overview

Account maintenance is the process of removing clutter from a cus-
tomer’s account. As mentioned, “clutter” describes all the open trans-
actions on a customer’s account except whole invoices. Clutter
includes deductions (short-paid invoices), unapplied cash, credit
memos, chargebacks, unearned discounts, late payment fees, and so
on. All of these transactions sum into the total balance owed by a cus-
tomer. Clutter can cause numerous problems including:

• Customer confusion or disagreement as to how much is owed
and how much is due at any point in time. This confusion
and/or disagreement makes it very difficult for a collector to
collect receivables. At the very least, it reduces collectors’ pro-
ductivity as they will have to research, document, and explain to
the customer the nature of these open items. Often the clutter
serves as a diversion of a collector’s efforts. A collector may call
a customer to collect large, whole open invoices, but the cus-
tomer may insist on discussing the clutter items first. Since
many of the clutter items are of relatively small value, the result
is the collector spending time resolving small-value items, while
the large-dollar invoices receive inadequate attention.

• Customer dissatisfaction with the administrative quality of the
supplier. When customers receive their monthly statement of ac-
count, and it contains many old clutter items, they may conclude
that their account is not being serviced and maintained well.
One of the key objectives of receivables management is to main-
tain customer accounts in good order to facilitate the unencum-
bered flow of business. It is a service provided to customers.
This is why many companies call their receivables management
departments customer financial services. A cluttered account is
the antithesis of customer financial service.

• Difficulty during an internal or external audit for both the cus-
tomer and the supplier. If the auditors want to confirm the bal-
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ance owed by a customer and there is a lot of clutter on the ac-
count, the amount recorded by the customer as a payable will
not agree with the amount on the monthly statement of account.
This may trigger a time-consuming reconciliation at a very in-
tense, busy time of year and will certainly annoy the customer.

• Higher cost in securitizing, collateralizing, factoring, selling, or
other method of financing that pledges the receivables asset. If a
large amount of clutter exists in the portfolio, a lender will dis-
qualify it from the valuation of the asset. This can result in the
lender/financier lending much less than the book valuation of
the receivables asset, charging a higher risk-adjusted interest
rate, or both. For example, instead of receiving financing equal
to 90% of the book value of the receivables at the prime rate plus
100 basis points, the lender may only be willing to lend 80% of
the value at 250 basis points above prime. Often the clutter that
diminishes the realizable value of the receivables is referred to as
dilution.

• Greater bad debt expense. The accumulation of  clutter in the
oldest-aging categories will cause those amounts to be reserved
for, which incurs bad debt expense each month. If they are col-
lectable, their collectability will decrease over time. The ultimate
collection will be higher the earlier they are dealt with. If they
are not collectable, that determination should be made as early
as possible, and the item should be cleared from the receivables
ledger. This will avoid overstating assets, profit, and revenue,
which is critically important under Sarbanes-Oxley.

Best Practices

Exhibit 3.9 presents Best Practice in account maintenance, illustrating
the receivables portfolio as a repository of inflows and outflows.

The receivables portfolio receives a constant input of new transac-
tions:

• Invoices
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• Payments

• Credit memos

• Chargebacks

• Late payment fees

• Unearned discounts
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Sloppy Account Maintenance Proves Costly

A service company had a very large customer that accounted for
over 10% of revenue. The service company’s business involved thou-
sands of low-value transactions per month with this large customer.
Accurate pricing of invoices was a problem, resulting in hundreds of
deductions and disputes incurred each month. Resolution and clear-
ing of these deductions and disputes lagged well behind the rate of
creation of these clutter items. Over a two-year period, 16,000 clut-
ter transactions accumulated, most in the oldest-aging category.
The transactions were:

• 14,000 deductions
• 1,200 unapplied payments
• 800 unapplied credit memos
• 250 chargebacks
Their net value was several million dollars, which was reserved for

at a very high percentage. The result of the failure to maintain the
account of this major customer was:

• An unhappy customer. The customer attended numerous
meetings to resolve the problem, but it kept getting worse.
The customer felt it was not being serviced and threatened to
take its business elsewhere.

• A loss of several hundred thousand dollars of invalid deduc-
tions  that would have been collected if they were charged
back on a timely basis.

• A workload of almost one person-year of work to research and
resolve the 16,000 clutter items.

Clearly, failure to maintain this customer account in a clean state
had a serious impact.

� CASE HISTORY �

03_SALEK_053_130  5/27/05  3:05 PM  Page 119



Ideally the credit transactions match and clear the debit transactions,
leaving only whole open invoices. The perfect portfolio would contain
only current, whole open invoices. 

In order to approach the perfect, uncluttered state, the unmatched
clutter transactions must be cleared continuously and on a timely basis.
Unfortunately, there is no magic to this. It requires a process that is dili-
gently executed every week. The eight key elements of this process are:

1. A policy that recognizes the low value and low collectability of
most of the clutter. Too many companies cling to small, old
amounts of doubtful value. In many cases, the cost of tracking
them and attempting collection exceeds the expected payback.
Best Practice policy mandates the write-off of most clutter deb-
its at a defined age, often 180 days.

2. Automatic small-balance write-off in cash application. This
eliminates many clutter items as soon as incurred for a minor fi-
nancial impact.

3. Purging of small-value, aged credit balances, such as credit
memos and unapplied payments. A list of purged transactions
should be kept to provide an audit trail should a customer in-
quire about them in the future. Escheat laws should also be re-
viewed and obeyed when purging unapplied payments.
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Exhibit 3.9 Receivables Holding Tank
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4. Empowerment of collection staff members to concede clutter
transactions below a defined value as part of their negotiations
and client service.

5. Automated execution of the purges.

6. Manual adjustments executed by lower-cost administrative or
clerical staff, and not by collectors.

7. Automated matching and clearing of credit memos to invoices
using the invoice number as the reference number.

8. Sound deduction, dispute, and reconciliation processes.

Key Points

The two key points to remember about account maintenance are:

1. Lack of good account maintenance can have substantial delete-
rious effects on receivables management. Many of the impacts
are hidden and take time to accumulate. Account maintenance is
often overlooked when dealing with boosting cash collections or
dealing with large, problem customers. However, if neglected
too long, it will impact receivables management results, cus-
tomer service, and efficiency.

2. A disciplined approach with automatic clearing built into policy
and process will solve the majority of clutter buildup  in the
portfolio.

PAYMENT PROCESSING

Overview

Payment processing, also known as cash application, is the process of
applying customer payments, credit memos, and adjustments to open
debit obligations (usually invoices) on a customer’s account to match
and clear them. Payment processing refers to payments in all its
forms:
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• Checks

• Electronic payments such as wire transfers and Automated
Clearing House (ACH) payments

• Credit, debit, and procurement card payments

• Actual currency

The objectives of payment processing are to:

• Deposit funds received in the company bank account as quickly
as possible. Usually this function is performed prior to applying
payments for internal control and segregation of duties reasons.
The passage of the “Check 21” banking law, which became ef-
fective October 28, 2004, will reduce “float” time and give com-
panies faster use of the money received via paper check.

• Match the payments to open debits on the proper customer ac-
count accurately and quickly, and clear the transactions.

Perfect performance for payment processing would be to apply
100% of payments accurately and on the same business day they were
received. This perfection is rarely if ever achieved for a variety of rea-
sons, which will be discussed later.

When payment processing is performed well, it is usually unno-
ticed. It is when errors or backlogs emerge that the function receives 
attention. The two major problems encountered with payment pro-
cessing are a backlog of unapplied payments and inaccurate applica-
tion of payments. Of the two, misapplication of payments is the more
damaging.

Backlog of Unapplied Payments

Customer payments that are unapplied more than a few days after re-
ceipt date can cause several problems:

• The first is wasted collection effort. If a customer has paid, but
the payment has not been posted, a collection letter or collection
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call may be triggered. Collecting an invoice that has already
been paid is pure, 100% waste.

• Customer annoyance. Collection activity on an invoice that has
been paid wastes customer time as well as vendor time. It also
serves to annoy the customer. It is poor customer financial serv-
ice and degrades the customer’s perception of the vendor as a
quality operation.

• It adds to the clutter on a customer’s account and in the total re-
ceivables portfolio. The deleterious effects of clutter were de-
scribed in the preceding section.

The causes of a backlog of unapplied payments are usually:

• The customer’s remittance advice (i.e., instructions on how to
apply the payment) is missing or unclear. This is commonly
known as unapplied cash, as it can be posted to the proper cus-
tomer account, but not matched to an open obligation.

• The payment processing staff members are unable to identify
which customer has sent the payment. Believe it or not, this hap-
pens much more frequently than you would expect. It can be
caused by a change in the customer’s name due to a merger or
acquisition. It can be caused by the customer’s legal name being
different from the trade name under which it conducts business.
Either cause can confuse cash appliers. You would think that
companies would want to ensure that they receive credit on
their account for money they send to suppliers, but “unidenti-
fied” cash is a common occurrence.

• The payment processing staff is not keeping up with the volume
of incoming payments. This can be caused by understaffing or
underperformance of the staff.

Misapplication or Inaccurate Posting of Payments

As in invoicing, while both speed and accuracy are important, accuracy
is much more important, because the results of misapplied payments are 
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devastating. Correction of unapplied cash may require contacting the
customer and performing some research, but generally it is not too time
consuming. However, correcting a misapplied payment can require an
enormous amount of time. It will involve reversing the erroneous ap-
plication and performing the correct application. Seems easy enough.
However, if the misapplication occurred well in the past, it may require
every payment applied since the error to be reversed and reapplied. For a high-
volume customer, this can be a lot of work. If misapplications were
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Misapplication of Payments 

An apparel manufacturer sold to over 10,000 customers, most of
whom were small-volume accounts. Poor management of the pay-
ment processing function caused the manufacturer to apply all cus-
tomer payments to the oldest open obligations, disregarding customer
remittance advice. This misapplication continued for six months over a
high volume of payments before senior management intervened. 

The results were catastrophic. Thousands of payments were mis-
applied, affecting thousands of customer accounts. Each month
when statements of account were sent to customers, there was a
flood of incoming calls from customers disputing the status of their
accounts. Most of the calls regarded invoices the customers had
paid, but were shown as open and past due on the statement of ac-
count because of misapplication of the payments. Customers were
annoyed and enraged, and demanded the statements be revised
and reissued. Hundreds of customers ceased all payments until they
received an accurate statement of account. The credit and customer
service departments were paralyzed by the volume of calls and the
task of correcting customer accounts. No outbound collection calls
were made for several months.

Cash flow dropped substantially. Overhead costs increased dra-
matically because of the temporary labor hired to correct the inac-
curate payment posting. A workload of several person-years of work
confronted the company. Concessions increased to appease angry
customers. The misapplication of payments was threatening the
very profitability of the company.
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made to numerous customer accounts, then the rework increases mul-
tiplicatively. This type of corrective effort can consume dozens of hours
of work for a single customer.

In addition to rework, the misapplication will cause customer dis-
satisfaction. In some cases, it may cause customers to withhold all fu-
ture payments until their accounts are reconciled and cleaned up.
When customers adopt this posture, it:

• Decreases cash flow

• Imposes an urgent rework requirement

If many customers adopt the same stance simultaneously, the impact
on cash flow can be serious. In addition, the rework burden mush-
rooms, and all the rework must be performed quickly to induce cus-
tomers to resume payments. This could be considered a crisis.

The cause of misapplication is usually human error and lack of com-
mitment to get it right. If a customer’s application instructions are un-
clear, always contact the customer and secure clarification. Payments
should never be applied unilaterally; they should always be applied
consistently with the customer’s directions. It is that simple. One com-
pany with which we have worked has a policy of immediate termina-
tion of any payment processor who applies a payment without written
instruction from the customer. Undoubtedly, the company learned
from experience.

Best Practices

Best Practices for payment processing rely on a strong commitment to
accuracy and “doing it right,” balanced against the need to apply pay-
ments promptly. The staff members who process payments should
have diligence, attention to detail, and a thorough knowledge of cus-
tomer accounting. The other seven major elements of Best Practices in
payment processing are:

1. Auto-cash technology. This technology and how to optimize it
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could be the subject of a book all by itself. At a summary level, it
enables the payment processing/accounts receivable applica-
tion to automatically:

a. Identify the customer account to which the payment should
be posted. This is accomplished by the system matching the
Magnetic Image Character Recognition (MICR) number on
the check or the customer number specified in the electronic
remittance data to the MICR number or customer number in
the customer master file, then to the proper customer ac-
count in the receivables ledger.

b. Identify the open obligation on the customer account to
which the payments apply, then match and clear the two
transactions.

Often the payment data required is prepared by the lock-
box processor while depositing the funds into your account.
The data are sent by the bank and read by the auto-cash
function.

The auto-cash function locates open obligations to apply
payments based on predetermined decision rules pro-
grammed in the system. These rules (called algorithms) can
be simple or quite complex. For example, the rule may re-
quire an exact match of the transaction (invoice) number
and the amount for an automatic match. If both conditions
are not present, the auto-match will not be executed, and it
will have to investigated manually. Alternatively, the rule
may be set to accept either of the two conditions to execute
an automatic match and clearing. The less stringent the
rules, the higher the percentage of payments that will be au-
tomatically matched. This percentage is also known as the
auto-cash hit rate. The degree of stringency is a decision
each company has to make based on the level of control de-
sired, the number of customers, transactions, and so on. 
Remember, the higher the percentage of payments automat-
ically matched, the less manual work is required. This in-
creases speed and reduces cost.
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The value of auto-cash cannot be overstated. Without it,
100% of payments have to be manually applied. Even with a
poor hit rate of 50% (70 to 80% is common), the manual
work is cut in half. What other administrative functions do
you know of where 50 to 80% or more of the manual work
can be eliminated?

c. Most ERP systems have auto-cash functionality in the ac-
counts receivable modules. Many commercially available
credit and collection automation applications have it as
well. Thousands of companies use it, and activating it is not
difficult. Activation may require changes in the internal
process and in the way your lockbox processor presents
data. However, the benefits are well worth the effort and
cost. Other tips for auto-cash include: Allow the auto-cash
application to match and clear individual payments con-
tained within a remittance. A company with which we have
worked has its algorithms structured so that the entire check
must be automatically applied or the payment will be re-
jected, thereby requiring manual application of the entire
payment. An example of this structure is in applying a cus-
tomer check that paid 88 invoices. All but one payment
matched an open invoice exactly, yet the entire payment was
rejected for one exception. The result: Instead of one invoice
being manually matched and cleared, all 88 were.

d. Allow the auto-cash application to apply short payments
and create a separate deduction item. This is important if
you incur many deductions from your customers. Structure
the algorithm so that if the customer and invoice number
matches that on the remittance advice, but the amount is less
than the invoice, match and clear the invoice and payment,
and post a deduction to the customer account. This can raise
the hit rate substantially.

e. Build an automatic write-off of small balances into the algo-
rithms. Clear the transaction immediately and automatically.

f. Over time, analyze the rejects and their root causes. If it is the
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behavior of certain customers, contact them and try to get
them to remit in a manner that will raise the hit rate. Some of
the rejects can be accepted with refinements to the algorithms.
For example, linking parent and child relationships may en-
able the function to identify the customer making the pay-
ment. For example, if GE is paying invoices posted to your
account for Amersham (a recent acquisition of GE), the par-
ent-child linkage will enable automatic matching of the GE
payment with the Amersham invoice. Sophisticated users
have even built-in mathematical testing designed to identify
transposition errors in invoice numbers. All of these refine-
ments raise the hit rate and reduce workload.

2. Adopt a strict policy of complying with customer payment in-
structions at all times. If there is any doubt as to which open
items a customer wishes to pay, contact the customer and secure
its guidance. A confirming e-mail from the customer is desirable.
Many payment processors with whom we have worked are re-
luctant to contact the customer directly. Some route the request
for clarification through the collection staff. This involves an
extra step but has the advantage of precipitating another contact
between the collector and the customer. Whichever method is
chosen, contact the customer. Do not guess. This guarantees accuracy.

3. Write-off small balance discrepancies automatically if possible,
manually if necessary. Payment processing is the perfect stage to
clear a transaction that will cost more money than it is worth to
investigate and attempt to recover. The higher the write-off
threshold, the more transactions will be quickly cleared, and the
more time that will be saved.

4. Implement imaging of customer payments and remittance ad-
vices. This is the fastest way to retrieve this information when
needed. Lockbox processors will usually offer this service for a
fee. However it is arranged, it will enhance productivity. Images
can be attached to e-mails, which accelerates transfer of infor-
mation to customers and others within the company. This accel-
erates resolution of payment application discrepancies.
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5. Continuously contact customers that do not send their remit-
tance to the proper lockbox, and request them to change their
remit address. Handling of misdirected payments usually in-
volves manual effort. It slows cash flow and increases workload
and cost. For many customers, a form letter requesting they send
their payments to the proper address  is not sufficient. A call is
often required. The benefit is worth the effort.
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Two Cases of Payment Processing Improvements

Case One
The apparel manufacturer mentioned earlier in this section imple-
mented two major initiatives to recover from its problems. One was
a reconciliation and recovery program designed to clean up the seri-
ously cluttered portfolio. The other initiative was to redesign its pay-
ment processing, incorporating many of the Best Practices outlined
in this section. The revamped payment processing maintained and
advanced the progress made during the reconciliation and recovery
program and prevented it from recurring. The results after one full
year were impressive:

Open Item Type Beginning One Year Later
Credit memo 4756 1306
Unapplied cash 2351 658
Debit memos 6541 533

Case Two
A surgical products manufacturer initiated a two-part effort to im-
prove its payment processing. The first was an accelerated program
to research and correctly apply unapplied cash. The second was to
improve the hit rate of its newly activated auto-cash function. Both
initiatives utilized many of the Best Practices described in this sec-
tion. After only six months, these results were achieved:

• Unapplied cash was reduced from $1.6 million to under
$500,000.

• The auto-cash hit rate increased from 71 to 90%, largely as a
result of the parent-child linkage explained above.
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6. Institute a continuous effort to research and apply “unapplied”
and “unidentified” cash. It may make sense to have one or two
staff members dedicate some time to specialize in this task. Spe-
cialization usually results in increased proficiency.

7. Establish targets and regular reporting of progress for these
three payment processing metrics:

a. Volume and value of incoming payments and payments
completely applied

b. Volume, value, and age of “unapplied” and “unidentified”
cash

c. Auto-cash hit rate

Key Points

The three key points about payment processing are:

1. Accuracy is paramount. Solicit and obey customer instructions
on which open item payments apply.

2. Use auto-cash.

3. Measure throughput and backlog.

NOTE

1. Imany, Inc., seminar, “DSO Reduction: The Facts and Fallacies.”
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Technology

OVERVIEW

This chapter gives an overview of technology in receivables manage-
ment and the basic functionality required. It is not intended to be a
technical treatise, but rather a general management perspective.

The proper use of technology is essential to achieving the effective-
ness and the cost efficiency required of receivables management. How-
ever, it can be the object of overkill and the recipient of the blame for
underperformance of the receivables management team. Receivables
management success is more dependent on a sound process, staff skills
and motivation, disciplined work habits, strong supervision, metrics,
and incentives than on state-of-the-art technology. Technology drives
cost efficiency and effectiveness, but is ineffective without the previ-
ously mentioned attributes. We have worked with effective credit and
collection departments whose systems just reported invoice number,
date, and amount in aging categories and allowed payment posting.
While their efficiency suffered, they achieved strong aging and days
sales outstanding (DSO) results. Beware the credit manager who
blames all shortcomings on the technology or believes the solution is
solely improved technology.

There are three major deficiencies with receivables management
technology that can seriously affect receivables management. They are:

1. Lack of data integrity. If invoices, payments, and other transac-
tions are not posting and deleting properly, or if balances change
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in the absence of a legitimate transaction, this is a serious prob-
lem. It paralyzes the collection effort, which depends on know-
ing how much a customer owes and for which transactions. It
can render collection letters and statements of account useless.

2. Inaccurate aging. This is fairly common. Many companies set
their aging mechanism (or are restricted by their receivables ap-
plication) for 30-day categories aged from invoice date. This is
fine if 100% of invoices have payment terms of net 30 days. Un-
fortunately, the aging status (current or past due) of invoices
with different payment terms will not be accurate. For example,
an invoice with net 45-day payment terms will be displayed as
14 days past due when it is 44 days beyond invoice date. It is re-
ally current, not past due. Inaccurate aging forces a collector to
examine each invoice to determine its aging status. This is time
consuming and decreases productivity. Inevitably, collectors
will call on an invoice they believe is past due. Customers will
rebuke them. Not only is this wasted time, but it will reduce the
morale and confidence of collectors and eventually make them
gun-shy about making collection calls. Customers will gain the
upper hand and doubt whatever they are told in the future. In-
accurate aging can also render collection letters and statements
of account useless. Proper aging is from due date, not invoice
date, and is very important to receivables management success.

3. Slow navigation among system screens and/or slow system re-
sponse time. Typically, receivables staff members must consult
multiple screens to gather required information and to perform
operations. If it takes 10 seconds or more between screens, this
will substantially impact productivity.

RECEIVABLES APPLICATIONS

Receivables applications are available in two major forms. One form is
the module included in the enterprise resource planning (ERP) appli-
cation that runs the entire company. Examples of well-known ERP soft-
ware providers are Oracle, SAP, J.D. Edwards, and PeopleSoft (recent
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acquisitions of J.D. Edwards and PeopleSoft by Oracle notwithstand-
ing). The advantage of the ERP modules is that they are fully integrated
and compatible with the sales, billing, general ledger, and other func-
tional modules serving the company. This is a huge advantage in effi-
ciency, speed, and maintenance cost efficiency.

ERP receivables modules and their functionality have improved
over the years. While they may not have the functionality, ease of use,
and speed of specialized, commercially available credit and collections
packages, they can provide most of the required functionality if config-
ured properly. We have worked with a number of firms that complain
about the limited functionality of their ERP receivables management
modules, but that are not using it completely or properly.

The other major form is the commercially available, specialized
credit and collection applications. Examples of providers of these pack-
ages are Get Paid, Emagia, E-credit, I-many, and 9ci, Inc. These pack-
ages, also known as bolt-ons, replace and/or supplement the ERP
system’s receivables management module with their own. These appli-
cations generally have more sophisticated functionality and improve
receivables management effectiveness and efficiency. The providers of
these applications claim that they are compatible with all major ERP
systems and will provide consulting assistance in activating the appli-
cation. The decision to utilize one of these packages depends on the
cost versus benefits projected and will vary by individual company. In-
clusion of the information technology (IT) department is essential to
such a decision, as the compatibility and maintenance support issues
must be evaluated by IT. Many users of such applications enthusiasti-
cally endorse them and attribute significant improvement in receiv-
ables management results to their use. Ultimately, the decision to use
such an application comes down to the cost versus benefit analysis.

David A. Schmidt, principal of A2 Resources and a leading expert on
receivables management automation, is a strong proponent of automa-
tion tools. He says:

Receivables management is being transformed by automation. Credit
and collection software provides work flow, data management, and
analysis tools that have been lacking in even the best ERP systems. By
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enabling access to all the information associated with the quote-to-
cash process and then providing the tools to readily act upon that
data, all from a single user interface, companies that have imple-
mented receivables management software have realized dramatic
improvements in performance as measured by reduced DSO and
delinquencies. Greater efficiency, however, is only a part of the equa-
tion. The data gathered as a result of credit and collection activities
provide a wealth of customer and process intelligence that can be
used to increase customer profitability, invoice accuracy, and ulti-
mately customer satisfaction. Used properly, receivables manage-
ment automation is becoming the missing link between back office
operations and front line customer relationship management.

BEST PRACTICES

Best Practices in receivables management technology utilization starts
with the realization that technology is an important part, but only a
part, of excellence in receivables management. Process, staff skills and
motivation, senior management support, billing quality, supervision,
metrics, and incentives are also important elements.
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Consequences of Not Aging Invoices Properly

A distributor operated a receivables application that did not age
open invoices properly. It aged all invoices in 30-day categories from
invoice date. Unfortunately, it sold customers on multiple terms,
ranging from net 30 days all the way to net 120 days. Aging of the
receivables asset was inaccurate, with past due receivables being sig-
nificantly overstated. Prior to calling a customer, collectors had to
analyze and reformat the open invoices to get a true picture of the
past due amounts. This was time consuming and seriously reduced
productivity. Outbound collection calls were well below the required
volume, and collection letters and statements were not used. Cash
flow suffered, and true delinquency was at elevated levels. Collector
morale suffered.
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The functionality of receivables management technology tools
should include at least the six capabilities listed below. Customized ca-
pabilities to serve the unique needs of an individual business are criti-
cally important, but must be determined on an individual organization
basis. The following six capabilities would be useful to most compa-
nies. The detailed technology capabilities required for each operation
are included in each functional section in this book.

1. General capabilities

a. Security, restricted access, and virus protection.

b. Complete interface capabilities with general ledger, order
entry, and billing. 

c. Ease of navigation among screens. This is best accomplished
by linking screens through predetermined work flows or
routines, so that information required is automatically pre-
sented to the user. For example, when reviewing a customer
account in preparation for a collection call, a work flow will
retrieve the customer master file or just the customer contact
name, phone number, and e-mail address. Whether this is
accomplished automatically or manually, it must be com-
pleted within several seconds.

d. Electronic commerce capability including Electronic Data
Interchange (EDI). This includes the ability to send, receive,
and process orders, invoices, and payments with supporting
information (e.g., remittance advice from the lockbox
processor), the capability to direct debit a customer’s bank
account, execute any Automated Clearing House (ACH) or
EFT transaction, and process credit, debit, and procurement
card transactions.

e. Imaging of documents available throughout the company
and to customers via the World Wide Web. This capability
serves most of the functions and operations within receiv-
ables management.

2. Credit control capabilities

Technology 135
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a. Automated credit scoring of customers with ability to link
directly into commercial credit reporting and/or credit scor-
ing vendors.

b. Automatic order hold capability triggered by either an over-
credit-limit or delinquency condition, or a bounced check,
with the ability to exempt customers from automatic credit
hold.

c. Robust customer master file capabilities, including credit
limit (open, cash in advance, letter of credit, etc.) with expi-
ration date, risk rating, parent-child linkage to other ac-
counts, payment history and trend, complete customer
contact, and ship-to and bill-to information.

3. Collection capabilities

a. Accurate aging of invoices by due date.

b. Truly automated collection letters with message and sup-
pression capability and the ability to exclude disputed
items.

c. Truly automated statements of account with message capa-
bility, plus the ability to generate and send one on demand.

d. Automated, accurate generation of unearned discounts and
late payment fees, with allowance for a grace period, and
generation of notices to customers.

e. Automated prioritization of accounts for collection action.

f. Automated customer contact, including auto-dialing, e-
mail, fax, preformatted letters on demand.

g. Automated diary follow-up reminder.

h. Automated “look ahead” capability to view which invoices
will fall due at a specified future date.

i. Notes capability at both the transaction and account level.

4. Dispute and deduction processing capabilities

a. Capacity to categorize with reason code and type.
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b. Assignment of unique, discrete transaction number.

c. Routing to predetermined department based on reason code
or type according to prescribed work flow.

d. Ability to prioritize disputes based on preestablished crite-
ria.

e. Tracking of status through deletion from the receivables
ledger.

f. Capacity for multiple users to identify and process the dis-
putes and deductions.

g. Dunning capability for open disputes beyond the allowed
resolution date.

h. Robust reporting capabilities to report on disputes and de-
ductions by type, resolver, status, age, and ultimate out-
come.

5. Payment processing capabilities

a. Auto-cash with the ability to modify algorithms as desired.

b. Automatic small-balance write-offs.

c. Automatic matching and clearing of credit memos and ad-
justments to open invoices and debits using the unique
transaction number as a reference.

d. Ability to assign reason codes to credit memos, adjustments,
and write-offs.

e. Easy navigation of the closed item (“paid history”) files.

f. Easy reversal of applied payments.

g. Deduction processing capabilities.

6. Query and reporting capabilities

a. Ability to easily generate a suite of standard reports to in-
clude aging, days sales outstanding (DSO), weighted aver-
age payment days (WAPD), and cash collected versus target.

b. Excellent query capability to generate custom, one-time re-
ports.
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c. Ability to generate reports by collector, customer type or re-
gion, and so on. Query capability is extremely important for
identifying opportunities to continually improve receivables
management results. It provides the ability to analyze results
and determine trends to diagnose emerging problems.

COST VERSUS BENEFIT

The cost versus benefit analysis is the key determinant in deciding the
amount and cost of technology to utilize. Benefits derive from produc-
tivity (fewer full-time equivalents engaged in receivables management;
this includes individuals deployed within the credit department and
those external to the direct receivables management functions who de-
vote a portion of their time to the task). Additional benefits derive from:

• Reduced bad debt expense

• Lower concessions of invalid deductions

• The funding savings from lower receivables

• The hard-to-quantify improvement in customer service

Costs are the direct costs of acquiring the technology, the start-up
costs of activation, and the ongoing support and maintenance costs.

KEY POINTS

Three key points to remember include:

1. Technology is indispensable to achieving excellent receivables
management results.

2. Technology alone cannot drive success in managing receivables.

3. Even a modest deployment of technology can bring substantial
improvement in results and efficiency, so analyze the cost versus
benefit, and do not be discouraged if the benefit does not justify
a state-of-the-art system.
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Organizational Structure

OVERVIEW

The “right” organizational structure is one that will:

• Deploy the proper skills to each of the functions within receiv-
ables management to maximize effectiveness

• Staff the positions with the appropriate level of knowledge and
experience to be cost efficient

The organizational structure defines how work is allocated among
members of the organization, as well as the authority and reporting re-
lationships. Economists refer to this allocation as “division of labor.” 

The resources and skills required are derived from the portfolio
strategy. Each segment of the portfolio has a specific management ap-
proach, which defines the skill sets required. The amount of resource
required is derived from the volumes handled.

In addition to allocating work among staff and defining the skill sets
required, there are three major dimensions of organizational structure
that must be addressed. They are:

1. Specialized versus enriched job content. Specialized job content
means concentrating on a few tasks, which yields proficiency
and efficiency. The disadvantage is that employees can become
bored with a narrow range of tasks. Enriched job content means
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a broad range of tasks. This promotes employee interest, devel-
opment, and cross-training. The disadvantage is lower profi-
ciency and productivity.

2. Utilization of a mix of part-time and full-time staff or only full-
time staff. The advantage of part-time staff is:

• Part-time work instead of full-time work in repetitive pro-
cessing tasks can reduce boredom.

• Part-time workers can often increase their work hours, which
builds flexibility into department capacity.

• Part-time workers are often more cost efficient.

3. The number and span of control of supervisors and manage-
ment. Companies with which we have worked often underesti-
mate the level of supervision required to achieve peak
effectiveness and efficiency. Other firms are top heavy as a re-
sult of a desire to reward good performers through a promotion
to a supervisory or management position that is not really
needed.
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Getting the Right People

A service company sold to thousands of customers, many of which
were of small or medium size. Management of the receivables port-
folio required a high volume of outbound collection calls to ade-
quately penetrate the portfolio. A number of the collectors were
uncomfortable with collection calling. As a result, whenever a dis-
pute was encountered or a customer questioned their statement of
account, these collectors performed hours of research and reconcili-
ation to clean up the account and provide explanations to the cus-
tomers. Therefore, their volume of outbound collection calls was
inadequate. The company matched the wrong skill set (and desire)
with the position and suffered inadequate cash collections as a re-
sult.

� CASE HISTORY �
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Organizational Structure 141

BEST PRACTICES

Best Practices in organizational design dictate that the structure must
be tailored to each individual company, its sales and transaction vol-
umes, its profitability, the number and risk profile of its customers, and
its strategy and culture. No template can define the structure by filling
in the blanks. However, the next eight Best Practices will help you de-
sign an effective and efficient organization.

1. Design the organization independently of the skill sets of the
employees currently in the department. In other words, design
it as if you were starting an entirely new organization with no
employees yet hired. Naturally, the reality of business will in-
duce you to populate the organization with existing staff, but
the mismatches of skills and position requirements will at least
be apparent. Actions such as training or staff replacement to cor-
rect the mismatches can then be planned and implemented.

2. Create specialized positions wherever possible, subject to the
size limitations of the department. As mentioned, specialization
promotes proficiency, productivity, and cost efficiency. In addi-
tion, the skill sets to perform the various functions within re-
ceivables management are quite different. The skills (and
willingness) required to make collection calls are very different
from those required to process payments and credit memos and
reconcile customer statements. If all of these tasks are bundled
into one enriched job, it is likely that one or more of the tasks
will not be performed well. To make matters worse, some low-
skilled tasks will be performed by high-skilled, high-cost staff.
The different tasks and required skill sets (cryptically described)
can be classified as shown in the table on the following page. Of
course, adequate cross-training and backup capacity must be
planned for specialized jobs.

3. Utilize part-time employees for some of the support positions.
This is more cost efficient, and the part timers will be “fresher” in
their work and provide backup and extra capacity when needed.
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4. Implement a program of periodic training to improve skill sets
and provide cross-training in critical tasks. Training can be in the
form of classroom, Web-cast, or side-by-side training, pairing an
experienced teacher with a trainee. Of the three, side-by-side
training is the most effective.

5. Create adequate supervision, but ensure the supervisory posi-
tions are not burdened with too much processing work. Receiv-
ables management requires a disciplined work effort performing
the right actions, with consistent quality, in adequate volumes
every day. Targets for key activities and results, and measure-
ment of progress in achieving those targets, is a crucial manage-
ment tool. Supervisors must monitor the work performed,
reallocate peak workloads, and handle exceptions and escala-
tions. If they are bogged down with busywork and cannot spend
the majority of their time with the staff they supervise, results
will not be optimized. 

A good scheme for supervision is to have one supervisor for
credit and collections staff and one for support functions. Sup-
port functions are the processing functions that do not involve
frequent customer contact. Support functions include payment
processing, dispute and deduction resolution, account reconcil-
iation, and other administrative support. The scale of operations
may not be sufficient to justify two supervisors. Conversely, if

142 Accounts Receivable Management Best Practices

Task Required Skills Cost

Credit assessment Financial evaluation High

Collection: small accounts High-volume customer contact Medium

Collection: national accounts Customer contact and account
and government maintenance High

Payment processing Clerical accuracy Low

Reconciliation Clerical accuracy Low

Dispute and deductions Research, collaboration Medium

Administrative support Attention to detail Low
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the span of control exceeds 10 to 12 staff members to one super-
visor, additional supervisors may be needed.

6. Determine the level of resource needed based on transaction and
customer volumes, service-level agreements (e.g., to process a
credit application within 48 hours), and the company’s overall
strategy and financial targets. To determine the quantity of col-
lectors, the model in Exhibit 5.1 is helpful.

In the model shown in Exhibit 5.1, many of the variables can
be modified to fit an individual company’s circumstances. For
example, the classification of the customers among “Poor,” “Av-
erage,” and “Good” can be used. Similarly, the call intensity lev-
els, average call duration, and available hours can all be
modified to more closely suit an individual company’s environ-
ment. This model will yield a logical basis for determining the
number of collectors needed.

For support functions, determining the number of staff re-
quired is simple. Just take the normal run rate of incoming trans-
actions in a day for a function (not a seasonal peak), and divide
it by the number of transactions a competent staff member can
process working seven hours in a day. This will yield the num-
ber of staff members required. Naturally, the calculated number
can be adjusted by judgment.

7. Do not staff for peak volumes. Rely on part-time or temporary
help and/or staff overtime to meet peak demands.

8. Try to avoid performing all of the research and resolution of dis-
putes and deductions within the credit or receivables depart-
ment. Disputes and deductions originate in many departments.
The ability to resolve and prevent them in the future also resides
within those departments.

The examples in Exhibits 5.2 and 5.3 are organizational structures
designed utilizing most of the Best Practices described above. These
structures can give a sense of the fundamentals of a good organization
structure.

Organizational Structure 143
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KEY POINTS

The organization structure has four key points:

1. The foundation of the organization structure is the portfolio
strategy.

2. Receivables management tasks can be classified into two types:
customer contact and processing support. These categories re-
quire very different skill sets performed by staff of very different
cost levels.

3. Specialization drives effectiveness and cost efficiency.

4. Active supervision of daily work is a critical success factor.

148 Accounts Receivable Management Best Practices
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Metrics, Reporting, and
Incentives

OVERVIEW

Receivables management is one of the most measurable business func-
tions. The amount of cash collected, amount of receivables written off,
amount within defined aging categories, and many other receivables
dimensions are all finite numbers easily measured by accounting sys-
tems. This is fortunate, because conventional business wisdom states
that you cannot manage that which you cannot measure.

This chapter addresses summary-level metrics for managing the re-
ceivables asset. Specialized metrics designed for industry-specific fac-
tors are not discussed here. Similarly, detailed metrics for individual
functions performed in the management of the receivables asset are
discussed in the sections dealing with that function (e.g., see the dis-
cussion on credit holds in Chapter 2).

Metrics and reporting are absolutely essential to successful manage-
ment of the receivables asset. However, too much measurement and re-
porting, or overkill, will hurt results. Ideally, reporting of monthly
results should consume no more than four hours of work per month.
Analysis of the reports and taking action as a result of the reports
should be the main focus. Everyone wants improved results; however,
time spent reporting decreases the time spent improving results. Bear
in mind that the objective is to improve results.
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“REPORTING-DRIVEN DOWNWARD SPIRAL”

We have frequently observed a phenomenon we call the “reporting-
driven downward spiral.” This phenomenon starts when receivables
results are below expectations. Senior management gets involved and
begins requesting special reports and analyses. Usually the burden of
producing these reports and analyses falls on the manager and staff of
the receivables management function. A great deal of time is spent pro-
ducing the special reports. Less time is available to actually drive im-
provement. As a consequence, the next month’s results deteriorate, and
there are even more requests for special analyses, meetings, and so on.
All of these activities divert time from implementing actions to drive
improvement, so results are disappointing again the following month.
The continuing deterioration of results is the downward spiral.

The overriding principle in receivables metrics and reporting is to
keep it simple and avoid consuming a great deal of time in their prepa-
ration. There are three basic types of receivables reports:

1. Measurements of results.

2. Monitoring of key activities that produce results.

3. Analyses of trends, root causes, and/or pockets of opportunities
for improvement. These should be one-time analyses and re-
ports, not recurring ones.

Metrics are most effective when compared to a target. Targets can be
derived from historical performance, operating or financial budgets, or
benchmarking against similar companies or those judged to be best in
class.

Benchmarking is useful to obtain a general idea of the performance
achieved by other organizations. It yields an order of magnitude of the
difference between the selected companies’ performance. However, the
conditions under which that performance was achieved could be vastly
different from the conditions under which your company operates
(even if the company is in the same industry). In such cases, the com-
parison is not useful. This is especially true in receivables management
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where so many factors affect results. When benchmarking against an-
other company’s receivables management results, six influences can
cause a huge difference in results achieved and can render the bench-
mark comparisons virtually useless:

1. Billing quality. If 15% of your invoices have errors and only 2% of
the benchmarked company’s invoices have errors, the receiv-
ables results can be very different, even if other factors are
equivalent.

2. Systems capability. If one company’s receivables management
functions are highly automated and another’s are manual, their
results are not very comparable.

3. Payment terms offered. If one company offers net 30-day terms
and another net 60, their respective days sales outstanding
(DSO) will not be comparable. Exhibit 6.1 illustrates this effect.

4. Strategy and management priorities. If one company’s strategy is to
maximize revenue and tolerate the increased risk, its results will
be very different from a company that is fiscally conservative
and focuses on cash flow.

5. The degree of export or overseas sales. Payment practices for exports
or overseas sales can be very different and can significantly im-
pact results.

6. The level of resources devoted to managing the receivables asset. If one
$500 million (annual sales) company uses 16 staff members to
manage its receivables, and another $500 million company in the
same industry uses only 5 staff members, their respective re-
ceivables management results will not be comparable.

In Exhibit 6.1, the company with the far left bar graph had a DSO of
51 and benchmarked itself against four other companies in its industry.
Two companies had DSOs that were 8 to 12% higher, and the other two
had DSOs 12% lower. The company performing the benchmarking con-
cluded that there was modest improvement available. Unbeknownst to

06_SALEK_149_164  5/27/05  3:06 PM  Page 151



that company, it had the greatest opportunity for improvement among
the five companies. Its best possible DSO of 27 days (a significant por-
tion of its business was sold on net 15-day terms) was substantially
lower than any of the companies in the benchmark study. Its gap be-
tween best possible and actual DSO was the highest (24 days, or 47%).
However, since the company did not have insight into the other firms’
payment terms, it mistakenly concluded that it was in line with the in-
dustry.

As stated earlier, the use of appropriate metrics is essential to receiv-
ables management success. Conversely, the use of the wrong metrics
can hinder success, as these case histories illustrate.

BEST PRACTICES 

The two Best Practices for reporting receivables management results in-
clude:

152 Accounts Receivable Management Best Practices

Exhibit 6.1 Misleading DSO Benchmarking
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1. Report monthly and minimize the number of metrics routinely
reported.

2. Report on the basic dimensions of the receivables asset:

• Risk. Age profile, risk profile by credit score, and bad debt ex-
pense

• Turnover. DSO actual versus best possible and cash collected

• Quality. Billing quality index, level of clutter

• Cost. Cost of accounts receivable management group as per-
cent of revenue

• Service. Cycle time of disputes and credit application turn-
around

Metrics, Reporting, and Incentives 153

Two Cases of Focusing on the Wrong Metrics

A service provider selected as its key receivables management metric
the percent of receivables that were over 60 days past due. Natu-
rally, the receivables management staff members focused their col-
lection efforts on amounts over 60 days past due, which they drove
to a relatively low level. Unfortunately, receivables over 60 days past
due comprised only 10% of total receivables, which meant the other
90% of the asset was neglected. Receivables that were between 10
and 60 days past due received little attention and, as a result, were
higher than they should have been. Correspondingly, DSO was
much higher than it should have been. The company was overlook-
ing a significant cash flow opportunity because of the performance
metric it selected.

A beverage producer defined and measured its past due receiv-
ables as any amount greater than 30 days past due, in effect giving
its customers a 30-day grace period. This definition led to a mis-
statement of past due receivables, a slight underaccrual of bad debt
expense, and disguised a significant cash flow opportunity. Its defi-
nition of its key metric built in a substantial degree of ineffectiveness.

� CASE HISTORY �
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• Other. Specialized, such as deductions, unbilled accounts re-
ceivable, and so on

Metrics for deduction management include:

• Days of deductions outstanding (DDO)

• Age profile of open deductions (number and value)

• Percentage and dollar amount denied and collected

Metrics for unbilled receivables include:

• Days of unbilled receivables and days of billings outstanding
(DBO) in lieu of DSO 

• Age profile of unbilled receivables and total value

The four Best Practices for reporting key activities (operations) that
drive results are:

1. Report weekly and live by it. Weekly operations reporting is de-
signed for the supervisors and managers who have to produce
results. The advantage of weekly (and in some cases daily) re-
porting is that it allows timely corrective action to be taken.
Often we hear receivables management supervisors say that last
month’s results were not up to expectations. The critical advan-
tage of weekly reporting is that when the reports indicate sub-
standard results are developing, there is still time left in the
month to implement corrective action. Exhibit 6.2 is an example
of a weekly operations report (also known as an activity plan)
for the collections function.

The important characteristics to note about the collection ac-
tivity plan are:

• Only the key drivers of results are included in the “Inputs”
section. Ask yourself: “What two to three actions or indicators
do I need to monitor to know we are on track to meeting our
targets this month?”
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• As mentioned, the collection activity plan is set up to monitor
the weekly volumes of activities, to provide an early oppor-
tunity to implement corrective action. Some activities, such as
collection calls and payment promises, should be monitored
on a daily basis.

• The activity plan can be used as a planning tool. Start with the
results you wish to achieve at month end, then ask: “What
volumes of key activities need to be performed at which times
during the month to deliver the results I am seeking?” Then
plan those volumes of activities and arrange for the resources
to execute.

• The collection activity plan also displays the volumes
achieved in the prior three months for a quick comparison.

• The “Outputs” are the key results metrics to be achieved,
such as cash collected, DSO, aging parameters, and so on. 

• The activity plan can be compiled for individual employees
or departments as well as an aggregate version.

2. Prepare similar activity plans for other functional areas, particu-
larly in the support functions. Exhibit 6.3 illustrates an activity
plan for the payment processing (or cash application) function.

3. To gain the most benefit from activity plans, tailor them to the
function and the individual company. They should not exceed
one sheet of paper. If they are longer, you are approaching
overkill.

4. The other operating report is the Major Problem Account report.
As its name suggests, this report lists the top 10 (but no more than
15) problem accounts with pertinent receivables data. Its purpose
is to focus senior management attention on these accounts to en-
list their help in clearing them. In our experience, it is unrealistic
to expect a member of senior management to be effective in deal-
ing with more than two or three problem accounts, so the report
should be structured accordingly. If this report is reviewed at a
semimonthly or monthly management meeting, it can be very ef-
fective in mobilizing assistance to clear the problems.
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INCENTIVES

Incentives can be extremely useful in motivating staff to achieve excel-
lent performance. One of the critical qualifications for a good incentive
plan is that it should be able to be objectively measured. Receivables
management performance can be objectively measured and quickly, so
rewards can be paid quickly. Delivering the reward as soon as possible
after the desired behavior has been displayed is another basic principle
of incentives.

Of all the functions within receivables management, collections is
the one most conducive to effective incentives. The support functions
are more difficult to measure and lend themselves better to group in-
centives based on throughput and quality.

Even with collection incentives, subjectivity and/or lack of equity is-
sues can be raised with the setting of targets or with the allocation of ac-
counts. These issues require attention to avoid neutralizing the
incentive through establishing what are perceived as unattainable tar-
gets. However, no incentive scheme is ever beyond question. Receiv-
ables management is very compatible with incentives, especially when
compared to other administrative functions.

Other important considerations for designing incentive plans for re-
ceivables management staff are:

• Do not include elements that must be subjectively evaluated.
Save those for the annual performance review, and reward
achievement of these elements through increases to the base
salary.

• Keep it simple and easy-to-understand. Minimize the number of
metrics on which the incentive is based. Minimize the amount of
time required to administer the plan.

• Include group and individual rewards where appropriate. In-
centives based on group achievements are excellent for supervi-
sors. They are also useful for the support processing functions
where teamwork is essential in handling overflow, filling in for
absent coworkers, and so on.

158 Accounts Receivable Management Best Practices
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• Incentives can be used successfully with both staff and front-line
supervisors. 

• Pay the incentives monthly or at least quarterly. This increases
motivation. Annual goals with annual payouts are not as effec-
tive in motivating daily performance. Also, if it becomes appar-
ent in midyear that the annual target will not be achieved,
performance can really suffer.

• Utilize graduated payouts over a narrow range of achievement.
All-or-nothing payouts can be demotivating, especially when
the shortfall is minor. Minor shortfalls also tempt management
to make exceptions, which undermine the integrity of the target.

• Avoid negative or “clawback” incentives, which can be demor-
alizing. The worst-case outcome of an incentive plan should be
zero payout, not a recapture of payouts previously disbursed.

• The amount of the incentive should be a significant percentage
of the base salary, so it really means something. Incentives of 10
to 15% of base salary will win attention and motivate staff.

INCENTIVES BEST PRACTICES

Best Practices for incentive plans for collection staff incorporate the at-
tributes described above. The best, simplest incentive for collections is

Metrics, Reporting, and Incentives 159

Dangers of Overcomplicating Incentive Strategy

A multibillion-dollar manufacturer of high-technology equipment
designed an extremely complex incentive plan for its sales force.
Over time, modifications made it even more complex. It was difficult
to understand, reducing its motivational effect. In addition, it was
extremely difficult to administer. A study revealed that it consumed
the time of 400 full-time equivalents, plus substantial management
time. The cost of this incentive plan was millions of dollars annually
for motivation of limited value.

� CASE HISTORY �
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actual cash collected versus a target. After all, you do not pay collectors
to write receivables off, process credits, and shuffle paperwork. Cash
collection is the primary mission. If the targets are set properly, achiev-
ing the cash target will enable achievement of virtually all the other
quantitative results. DSO and aging will fall in line if cash collection
goals are consistently met. The need to remove clutter and other aged
uncollectables can be established as an objective to be evaluated in the
annual performance review. Designing the collection incentive to de-
pend on just one metric is the simplest-to-understand, easiest-to-ad-
minister incentive scheme. This incentive is most effective when it is an
individual incentive. You may wish to add an extra payout when the
overall cash target is met, but an individual incentive is the most effec-
tive means of motivating a collector. The critical task is setting individ-
ual targets that are achievable and realistic, not demotivating.

The best way to set realistic, achievable monthly cash collection tar-
gets for an individual collector is to:

• Start with the summary receivables by aging category for the
prior month-end for the collector’s assigned accounts.

• Identify major, troubled accounts (i.e., bankrupt, litigation, col-
lection agency, embroiled in a major dispute, etc.) from whom
you realistically cannot expect any significant payments. Ex-
clude (subtract) them from the summary receivables.

• Quantify the amount of cash collections expected from each
aging category. Use historical collection percentages if available,
and remember to discount the expected cash by the prevailing
incidence of disputes that will probably not result in cash in the
upcoming month. If disputed invoices can be identified and
quantified, exclude most of them from the summary aging,
based on historical collection percentages.

• After all exclusions are made, and the expected percentage of
cash is calculated for each aging category, sum for all categories
for the total. This total is the cash collection target for the coming
month.

160 Accounts Receivable Management Best Practices
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• If a significant portion of sales are made on payment terms of
less than 30 days, the cash from these sales must be computed
from the sales forecast and added to the total cash target. Exam-
ples of such cash are credit, debit, or procurement card sales,
cash-in-advance sales, down payments, and deposits.

Exhibit 6.4 provides an example of a cash collection target calcula-
tion. 

Assuming a standard net 30-day payment term and $3 million of
credit card sales, the cash collection target for the illustrative portfolio
in Exhibit 6.4 is $39,200,000.

Remember, the ability to measure actual cash receipts by collector is
essential to utilizing cash collection incentives. Nontrade receivable
cash (i.e., royalty payments, asset sales, etc.) must be excluded.

Best Practices for incentive plans for support functions include the
general attributes mentioned above. The incentive plans should be
based on throughput and quality. A good metric for throughput is the
magnitude and age of backlog. For example, the incentive plan for pay-
ment processing is best structured to payout on achievement of:

• Maintenance of the backlog of unapplied cash (both unidenti-
fied and unposted cash) consistently below a specified level. The
target level should be equivalent to a fraction (one-half or one-
third) of an average day’s cash receipts. It should also include a
condition reflecting age, such as no item unapplied more than 30
days beyond its receipt date or less than 10% of unapplied pay-
ments over 15 days from receipt date.

• Quality and accuracy standards. The best way to measure accu-
racy is the number of payments in the period that had to be reap-
plied (i.e., the original application reversed, and the payment
reapplied). The tolerance for this quality metric should be ex-
tremely low, approaching zero. There are cases when a payment
is applied correctly and has to be reapplied because the cus-
tomer made an error. These types of reapplies are rare, so reap-
plies are a valid measure of first-time quality. Usually the
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reapplies will be so infrequent that they can be evaluated on a
case-by-case basis to ensure they are error-based.

The incentive plan for a dispute resolution team would also be based
on:

• Backlog (number and age based on the normal volume of in-
coming disputes and the standard resolution time established).
For example, if 10 disputes are normally received each day, and
the standard response time is 12 days, the backlog target could
be set at 15 days’ worth of disputes to allow for some slack in the
system (or 150), with no dispute open more than 45 days.

• Cycle time from identification to resolution. In the above exam-
ple, the cycle time target would be 15 days.

• Ultimate outcome. The ultimate outcome is defined as the man-
ner in which the dispute is cleared from the receivables ledger.
Disputes are cleared by noncash transactions (credit memos or
adjustments), by cash payments, or by a combination of both. If
a dispute resolution team is rewarded solely on clearing dis-
putes fast and driving the backlog down, there is a bias to credit
a dispute since this is a unilateral, fast way to clear it. Invalid
disputes that should be collected from the customer may be
credited in an effort to qualify for a backlog-only–based incen-
tive. The measure of ultimate outcome serves as a check and bal-
ance on the bias to credit a dispute. The target for collecting
disputes can be based on historical experience, but the percent-
age collected should increase over time for two reasons:

• Disputes should be addressed earlier in their life cycle. The earlier
an invalid dispute is challenged with the customer, the greater the
probability of collection.

• The continuous improvement efforts driven by dispute data
should reduce the number of errors committed by your company,
which in turn will decrease the number of disputes that should be
credited.
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KEY POINTS

Four points are key here:

1. Keep the incentive plan simple to minimize administration time,
effort, and cost, and to make it easy to understand by all partici-
pants.

2. Set targets wisely. Targets should be set slightly higher than is
required to achieve the overall department objectives.

3. Offer incentives for only those results that can be accurately and
quickly measured, so payouts can be made quickly.

4. Ensure the amount of money is significant enough to merit at-
tention to the incentive plan.
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Acquisition Integrations
and ERP
Implementations

OVERVIEW

Acquisition integrations and enterprise resource planning (ERP) im-
plementations are two very different activities. Why are they grouped
together in the same chapter? Both activities have a strong potential of
negatively impacting receivables management results if not planned
and executed properly. In addition, the methodology to recover from
the negative receivables impact is similar for both initiatives.

The reason these initiatives impact receivables management results
is that they affect the entire quote-to-cash process (i.e., the receivables
antecedents described in Chapter 2). As explained in that chapter, any
introduction of error or delay in the “upstream” processes will ad-
versely impact the receivables asset. The chief manifestation of prob-
lems with the receivables antecedents is inaccurate invoices, which are
extremely damaging to receivables management effectiveness and effi-
ciency. The best way to illustrate this effect is with case histories.

Reading these case histories begs the question: How does this hap-
pen? First of all, integrating an acquisition and implementing a new
ERP system are not easy tasks. They are major tasks requiring many
months and the work of dozens if not hundreds of people, and it all
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Examples of the High Costs to Receivables 
When Acquisitions or ERP Implementations 

Do Not Go Smoothly

Case One
A distributor of high-technology industrial supplies acquired a com-
petitor approximately half its size. Both companies were high-trans-
action volume suppliers with tens of thousands of customers. In
integrating the order entry, invoicing, and receivables management
functions, it did not accurately transfer the acquired company’s cus-
tomer contract files. These files governed the product pricing for
each major customer. As a result, thousands of incorrect invoices
were issued. Customers either refused to pay the inaccurate invoices
or short paid them, thereby producing thousands of deductions and
disputes. The impact on the acquiring company was devastating. Six
months after commencing order processing and invoicing for the
combined enterprise:

• Seriously past due receivables (defined as over 150 days past
due) tripled, increasing to $48 million.

• There were 150,000 open items aged beyond 150 days past
due.

• 25,000 customer accounts had at least one item over 150
days past due.

The work and expense required to recover from this situation was
enormous:

• It was nine months before receivables returned to the preac-
quisition aging profile.

• Over 40% of the receivables over 150 days past due ($19 mil-
lion) were credited or written off.

• The cost of the recovery effort in extra labor and overtime was
almost $500,000.

Case Two
A manufacturer of precision components integrated an acquisition
and implemented a new ERP application simultaneously. These ini-
tiatives overloaded the organization’s capability to implement
change. The new ERP system would randomly default to list price
when invoicing (very few customers paid list price), generating hun-
dreds of inaccurate invoices. It deleteriously affected receivables
management results:

� CASE HISTORY �
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• DSO increased by 31%, reducing cash flow by $30 million. 
• The number of disputed invoices quadrupled.
• Customer service and credit and collection staffs were over-

whelmed with the work required to resolve the huge volume
of disputed invoices.

• Customer satisfaction was impacted.
The recovery from these problems:
• Required seven months of intensive effort.
• Cost over $650,000 in out-of-pocket extra help.
• Required issuing credit memos at triple the normal rate for

over eight months.

Case Three
A capital equipment manufacturer acquired a competitor about one-
third its size. It executed the integration of the order processing, ful-
fillment, and invoicing fairly well as it combined the two firms’
operations. It did not orchestrate the management of the acquired
receivables well. Unwilling to add to the workload of its receivables
management group or to incur additional expense, it assigned the
responsibility for collecting the acquired receivables to a financial
analysis department in corporate headquarters. This group was not
trained in collections, nor did the staff members have a desire to
learn collections. The results were disastrous. The acquired receiv-
ables asset was reduced moderately during the one year it was 
administered by the corporate group. However, disputed and 
difficult-to-collect receivables remained open and were another year
older. The organization and completeness of the files deteriorated
during the year. By the time the acquiring firm’s management real-
ized the corporate group was not effective, they were faced with
these problems:

• There were $6.1 million of open receivables aged between 15
months and 3 years. 

• The $6.1 million was composed of almost 18,000 open items
(invoices and many clutter transactions), with an average net
value of $339.

• The files were missing numerous documents (proof of deliv-
ery, purchase order, service reports, etc.).

Case History (continued)
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must be coordinated through a project management function. How-
ever, two common mistakes contribute to problems with these initia-
tives. They are:

1. Inadequate resources, especially: 

168 Accounts Receivable Management Best Practices

• The company was facing substantial write-offs and a signifi-
cant expense to try to collect as much of the $6.1 million as
possible.

Case Four
A medical insurance company implemented a new ERP system and
did not fully test the invoicing function. It initiated use of the new
system and discovered it could not generate invoices. It was assured
by the vendor that the problem was temporary and invoicing would
be operational in a few days. The insurer was unable to invoice for
two months. The impact on cash flow was disastrous even after in-
voicing was restored as customers balked at paying three monthly
premium invoices simultaneously. Many customers demanded extra
time to research their files to ensure the newly arrived invoices were
not duplicates. Other customers did not have the cash flow to pay all
of the invoices at once. The cost of borrowing to compensate for the
cash shortfall was hundreds of thousands of dollars.

Case Five
Similar invoicing problems were encountered during an ERP imple-
mentation by a production equipment manufacturer that was un-
able to invoice for seven weeks. A similar impact was experienced
with cash flow.

Case Six
A software developer implemented a new ERP system with difficulty.
One year after activating the invoicing function, it was discovered
that over $3 million of maintenance and support invoices were never
generated. It developed a special approach to collecting these re-
ceivables, which included training for sales, customer service, as well
as collections. The firm generated and mailed the invoices, but had
to incur extra expense and time to collect them.

Case History (continued)
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• Functional expertise in the quote-to-cash and receivables
management processes.

• Information technology (IT) expertise.

• Supplemental resources. Staff members are needed to con-
tinue to process the normal flow of work, to assist in the inte-
gration or implementation, and to clean up the receivables
portfolio before it is integrated or converted to the new sys-
tem. Often, supplemental resources are not sufficient for the
work needed.

• Senior management resources to drive results and secure re-
sources as needed.

2. Inadequate planning of the tasks required. The task most fre-
quently under- or poorly planned is the preparation of the:

• Existing receivables portfolio for conversion to the new ERP
system.

• Acquired receivables portfolio for integration into the acquir-
ing company’s receivable management infrastructure. The re-
ceivables management staff of an acquired company will
usually realize their jobs will be terminated when the receiv-
ables management function is consolidated into the acquiring
company. As a result, their performance will often be inade-
quate to clean up the portfolio as needed prior to consolidation.
Even with incentives, the staff turnover and lagging perform-
ance may not be sufficient to prepare the portfolio as planned.

As the case histories illustrate, the impact of a poorly executed
acquisition integration or system conversion can result in:

• Ultimate loss of the acquired or converted portfolio of up to 10%
of its value through bad debt or concessions

• Seriously decreased cash flow in the short and medium term

• Substantial extra cost to recover from the effects of the poor exe-
cution (overtime, temporary help)

• Damaged customer satisfaction
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BEST PRACTICES

For the purpose of our Best Practices for integrating an acquired re-
ceivables portfolio and/or implementing a new ERP system, we will
restrict the scope to only those critical steps that affect the receivables
asset. Acquisition integration and ERP implementation each merit a
separate book. 

The three major areas critical to the successful acquisition integra-
tion or systems conversion of a receivables portfolio are:

1. Planning and execution

2. Portfolio cleanup

3. Recovering from suboptimal execution

Planning and Execution

Plan the new quote-to-cash process work flow from end to end. For
each step, plan the source of required information, what the informa-
tion inputs and outputs will be, and the processing to be performed.
Ensure the system functionality can perform as needed and test, test,
test. For acquisitions:

• Ensure the product numbers for the products of the acquired
company are loaded into the product master files in acceptable
formats, and do not duplicate existing product numbers.

• Ensure the customer numbers for the acquired customers do not
duplicate existing ones. The truly new ones must be loaded into
the customer master files in the proper format. Retain the exist-
ing credit limits and update the riskier ones as soon as possible.

• Ensure the pricing files and contracts for newly acquired cus-
tomers are in place.

• If information is to be retrieved from the acquired company’s
system on an ongoing basis, ensure the interfaces are built prop-
erly to enable the retrieval.
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• Retain the acquired company’s lockbox. Even if you communi-
cate a change in lockbox and remittance address to customers, it
will take months and continuous reminders to get all customers
to use the new lockbox address.

• Mail an official communication to the acquired company’s cus-
tomers announcing the acquisition and listing contact names
and phone numbers, the correct payee name, and the correct re-
mittance address. This letter is best signed by executives from
both the acquired and acquiring company to add credibility to
the announcement.

• Transfer all electronic and hard-copy files pertaining to current
customers and open receivables. This includes collection notes
for the past 6 to 12 months stored in the acquired company’s col-
lection application as well as hard copies or images of invoices,
purchase orders, proofs of delivery, checks and their application,
and so on. Ensure the files are in proper order to facilitate quick
retrieval.

• Retain a few members of the acquired company’s receivables
management group if possible. They will bring a wealth of in-
formation about the new customers. Arrange an account-by-ac-
count briefing between the outgoing collection staff of the
acquired company and the team taking over. Similarly, secure a
thorough understanding of the acquired company’s payment
processing procedures and files.

• Set a cutoff date for when all orders will be handled by the new
consolidated system and staff. Ensure the invoicing will be han-
dled by the consolidated system and the receivables and pay-
ments posted to the new receivables ledger.

• If at all possible, maintain the “pre-cutoff” receivables on a sep-
arate legacy application (the acquired company’s receivables
ledger). By using a separate application, no new invoices will be
added. The receivables balance will decrease only through ap-
plication of payments, credit memos, adjustments, and so on.
Utilization of the separate ledger facilitates the deployment of a
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temporary team. It enables them to focus on only the receivables
they must clear. In addition, measurement is easy.

Portfolio Cleanup

The principle of portfolio cleanup is simple: It is easier to integrate or
convert a smaller, less complex receivables portfolio than it is a large,
disorganized, complex one. The way to achieve a smaller, less complex
portfolio is to clear as many of the open items as possible.

Perfection in a receivables portfolio to be converted or integrated is
to have it composed exclusively of current, whole open invoices. This
is the ideal state. In practice, it is not achievable without incurring sub-
stantial, unnecessary write-offs. Think about what the perfect portfolio
does not contain:

• Past due invoices

• Deductions (or short payments)

• Unapplied cash

• Unapplied credit memos

• Open chargebacks

• Unearned discounts

• Late payment fees

All but the first transaction type are also known as clutter. While in
the real world it is not possible to clear all of these open transactions,
the more that are cleared, the easier the integration and/or conversion.
Remember, the collectability of these transactions is diminished. The
work required to collect them is great. Passing clutter on to the new
consolidated receivables management group or to the new system will
make the task of managing the new work flow much more difficult.
This is another reason for leaving “pre-cutoff” or “pre-cut-over” re-
ceivables on a separate ledger. That way, they can be worked until
cleared or wither on the vine without impacting the new system or re-
ceivables management team.
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Retaining the collection staff of the acquired company with an in-
centive for staying until the end, or utilizing temporary resources, is an
excellent way to clean up a portfolio. When the job is finished, the re-
source and expense is discontinued. Remember, a full staff is needed to
deal with the ongoing business volume. A special effort to clean up the
portfolio merits additional resource.

Recovering from Suboptimal Execution

If the planning, execution, and portfolio cleanup still leave you with an
increase in past due receivables and a decrease in cash flow, the high-
impact action program and the reconciliation and recovery program
described in Chapter 3 under “Special Collection Efforts” have proven
to be excellent tools for rebounding from the disruption. These tools
can enable you to liquidate work backlogs and restore the receivables
asset to the desired condition. At this point, the normal operations of
the receivables management group should be sufficient to achieve the
desired results. Exhibits 7.1, 7.2, and 7.3 illustrate how effective these
tools can be in recovering from a faulty acquisition integration.
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Exhibit 7.1 Recovery from Acquisition Integration Problems
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Exhibit 7.3 Recovery from Acquisition Integration Problems

Exhibit 7.2 Recovery from Acquisition Integration Problems
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KEY POINTS

The four key points to remember about integrating an acquired receiv-
ables portfolio or converting it to a new ERP system are:

1. Plan thoroughly for the move.

2. Provide adequate resources, both functional and information
technology, to process ongoing business, plan and execute the
move, and clean up the receivables portfolio prior to the conver-
sion/integration.

3. Clean up the portfolio before integrating or converting it. Better
yet, segregate and track it on a separate receivables ledger.

4. If receivables results are still impacted, utilize a high-impact ac-
tion and/or reconciliation and recovery program to restore the
asset to the desired condition.
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Outsourcing

OVERVIEW

Outsourcing is the action of hiring an outside firm to perform desig-
nated functions. The trend toward outsourcing business functions is
well established and is gaining momentum across a wide range of in-
dustries. Human resource administration, warehousing, order fulfill-
ment, call centers, and application programming are examples of
functions commonly outsourced. In fact, the issue of outsourcing func-
tions to overseas locations has become a political issue in the United
States that was debated during the 2004 presidential election.

Outsourcing is usually performed two ways:

1. Functions are outsourced to the outsourcer’s off-site processing
center. The outsourcer performs the function with its staff using
its information technology (IT) system. Connectivity to the out-
sourcing company’s IT system is essential for this arrangement
to work.

2. The outsourcer performs the function on-site in the outsourcing
company’s office. The outsourcer still provides the staff and
management, and may use its IT application or the outsourcing
company’s application.

Receivables management, specifically the credit, collection, and pay-
ment processing functions, are likely candidates for outsourcing, when
a company believes one or more of these reasons apply:
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• The functions are not considered a core competency.

• The functions can be performed for lower cost by an outsourcer.

• The outsourcers are specialists and can achieve better results in
improving cash flow and bad debt exposure.

• The outsourcing company can avoid capital investment in IT de-
signed to support the credit, collection, and payment processing
functions.

It should be noted that there is a big difference between outsourcing
the complete collection function for all or a portion of customer ac-
counts and using a collection agency. Outsourcing commits the out-
sourcer to work the entire customer account including current and
recently past due amounts. A collection agency usually receives only
uncooperative, seriously past due accounts that have been cut off from
shipments or service.

The growth of outsourcing credit, collection, and payment process-
ing is testimony to its ability to deliver cost and performance improve-
ments. However, outsourcing is not for everyone. It has to be executed
properly to generate the benefits expected. The outsourcing company
cannot totally wash its hands of the functions. It must:

• Provide a significant level of support to the outsourcer

• Expend effort in monitoring the outsourcer’s performance 

• Monitor their customers’ reaction to the outsourcer’s contact
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Two Outsourcing Failures

While there are many successful outsourcing case studies, these two
illustrate outsourcing failures.

Case One
A high-tech company outsourced its credit, collection, and payment
processing functions to the off-site facility of a large, well-known
professional services firm. After six months, the receivables manage-

� CASE HISTORY �
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ment results had deteriorated, and the outsourcing agreement was
terminated. The failure was caused by both parties.

The outsourcing company:
• Had poor-quality billing, which generated a high volume of

disputes.
• Lacked a formal dispute resolution process. The roles of the

outsourcer and the client were undefined.
• Responded slowly or not at all to the outsourcer’s inquiries for

help with disputes.
• Responded slowly to decisions on escalating collection efforts

with uncooperative customers.
The outsourcer:
• Was new to the field of receivables process outsourcing.
• Staffed its team with inexperienced personnel.
• Managed the team with supervisors who were experienced in

business process redesign, but not credit and collection tac-
tics.

• Failed to design and agree to a formal dispute management
process with the client prior to commencing the outsourcing
processing.

Case Two
The second case concerns a consumer products manufacturer that
incurred a high volume of deductions and outsourced its collection
and deductions processing to the off-site facility of a leading ac-
counts receivable outsourcing firm. It retained the credit and pay-
ment processing functions in-house. After only five months,
receivables management results had deteriorated, and the outsourc-
ing agreement was terminated. Here again, the failure was caused
by both parties.

The outsourcing company:
• Failed to provide many of the debit memos and other docu-

ments supplied by customers in support of deductions to the
outsourcer. Many of the documents were missing.

• Failed to supply the outsourcer with information document-
ing promotional discounts offered their customers. Most of
the deductions taken by customers were valid, as they were

Case History (continued)
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BEST PRACTICES

Best Practices for outsourcing some or all of the receivables manage-
ment function start with the decision to outsource or keep some or all
of the functions in-house. Making the right decision is critical. If a deci-
sion is made to use an outsourcer, then the organization must commit
to support the outsourcer properly or optimal value will not be
achieved. A company cannot completely wash its hands of these vital
operations.

Answering these six questions will enable the right decision for your
organization.

1. Should we outsource our entire customer base or a portion of it? Out-
sourcing the entire customer base would probably be the most
cost effective and save the most management time. However, it
may not be the best way to handle your larger, key customers
from which you derive the most revenue and profit and to
which you have the most credit risk exposure. Remember, credit
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consistent with the promotions offered. The outsourcer did
not have the information required to efficiently clear the valid
deductions.

• Did not render timely decisions on disputes that required a
management decision to resolve.

• Did not respond to requests for information regarding dis-
putes on a timely basis.

The outsourcer:
• Understaffed the collection function by 50%. The delinquency

of open invoices deteriorated as a result.
• Failed to be proactive in securing necessary information from

the client.
• Failed to escalate the inadequate cooperation it was receiving

from the client to the client’s senior management.

Case History (continued)
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and collection helps your customers maintain their accounts
with you in good order, thereby facilitating immediate fulfill-
ment of their orders. That is why some firms call their credit and
collections departments customer financial services.

Portions of the customer base more conducive to outsourcing
are the international customers (especially Europe, with its rela-
tively fragmented markets, each with a language requirement)
and your smaller customers. Caveat: Ensure your “small” cus-
tomers are truly small, not just customers with a low receivable bal-
ance on the day you categorize them.

2. Which functions should be outsourced? Outsourcing all functions
can be the most cost efficient and most management time effi-
cient. Operations most conducive to outsourcing are payment
processing (combined with lockbox processing and auto-cash),
credit scoring, and high-volume collections of smaller accounts.
Collections on larger accounts and dispute and deduction pro-
cessing are more complex and require much higher levels of
support to the outsourcer, so the labor savings will be lower.

3. Are you prepared to properly support the outsourcer? As stated ear-
lier, you cannot completely wash your hands of these critical
functions. Shortcomings on your part could severely impair the
effectiveness of the outsourcer. Examples of such shortcomings
are:

a. Poor systems interface with the outsourcer’s applications

b. Poor billing, order fulfillment, and/or service quality

In addition, there will be a need for active, ongoing support to
provide:

a. Direction to enforce the credit policies the outsourcer is ad-
ministering

b. Requested information promptly to quickly resolve cus-
tomer disputes and deductions

c. Timely management decisions on exceptions, escalations,
and when there are gray areas
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Finally, there is a large, up-front set of tasks to equip the out-
sourcer with the tools, information, and empowerment required
to perform the functions excellently. Regardless of which receiv-
ables management functions are outsourced, these setup tasks
will be required:

d. Complete systems compatibility and interconnectivity to
enable two-way information flow, communication, and pro-
cessing to be exchanged. This is always more difficult than
initially envisioned. Online processing is preferable to
overnight batch processing.

e. Providing the outsourcer access to the hard copy and elec-
tronic files needed. This may include customer master files,
contracts, pricing, shipping, invoicing, sales orders, returns,
marketing promotions, and so on as well as the receivables
and payment posting applications.

f. Agreeing on the process and work flows for the functions to
be outsourced, including who performs which steps and
overall roles and responsibilities. Examples of these
processes are the collection timeline with escalation proto-
col, dispute resolution, deduction processing, and unap-
plied cash handling.

g. Empowerment for the outsourcer to negotiate and settle
with a customer, with unilateral adjustment thresholds.

4. Is the outsourcer competent? Does the firm have the technical and
human resources, industry experience, and experience with a
company of your size and portfolio dimensions (i.e., 20 cus-
tomers who owe you $15 million each versus 5 million cus-
tomers who owe you $300 each)? Check multiple references and
do a walk-through of the outsourcer’s facility.

5. Are you confident the outsourcer will treat your key customers right?
If it does not, your competitor will. Do not forget the customer
service aspects of receivables management. It fosters frequent
contact with customers, and the state of the customer’s account
is a good barometer of the quality of service being provided.

182 Accounts Receivable Management Best Practices

08_SALEK_177_186  5/27/05  3:07 PM  Page 182



Getting close to your major customers through face-to-face vis-
its builds rapport and relationships.

6. If you position your company to properly support the outsourcer,
should you just do the rest in-house? When the systems are operat-
ing properly, your order fulfillment/billing/service quality is
strong, and your dispute process is robust, you have done the
heavy lifting. At that point, the classic credit and collection func-
tion may not be that difficult or costly.

If the decision has been made to outsource some or all of the receiv-
ables management functions, the next major step of Best Practices is to
find an outsourcer and finalize a service-level agreement (SLA) with
the outsourcer.

Finding an outsourcer, like finding any service or product provider, is
best accomplished through a competitive bidding process. Enlist the aid
of the procurement department to help get the best deal. Candidates
should be selected from among outsourcers who have experience in your
industry and with companies of your size. Solicit and interview refer-
ences, and conduct a walk-through of the outsourcer’s facility. Then nar-
row the list of candidates down to three, and ask for quotations.

Negotiation and contract writing is a science in itself, but here are six
helpful tips for constructing the SLA:

1. Familiarize yourself with the transaction volumes in the func-
tions to be outsourced. The cost of the service will be based, in
part, on the volumes. Know the seasonal peak volumes, the
lows, and the average or “run rate,” and how the volumes may
change during the term of the agreement. 

2. If outsourcing the collection function, use the collection call in-
tensity options model (see Exhibit 5.1) to decide how intensely
you wish the receivables portfolio to be worked. The intensity
chosen will determine the volume of collection calls required
and the staff level the outsourcer will need.

3. Beware one-time setup costs, à la carte pricing, and cost escala-
tors.

Outsourcing 183

08_SALEK_177_186  5/27/05  3:07 PM  Page 183



4. Do not begrudge the outsourcer a profit on the deal. The out-
sourcer will make a profit eventually, and an extremely low
price will force the outsourcer to reduce resource and service to
you and your customers. Remember, this is a partnership where
the outsourcer will share your systems and interact with your
employees and your customers.

5. Ensure the work flows and roles and responsibilities for each
function are clearly documented and incorporated into the con-
tract.

6. Define the communication flows and issue resolution protocols
between outsourcer and your firm.

The last major dimension of outsourcing is monitoring the results of
the outsourcing arrangement. The receivables management results can
be monitored using the techniques outlined in Chapter 6 of this book.
You can even get the outsourcer to produce most of the metrics and re-
porting, but always verify the results independently.

The cost of the arrangement is easily tracked through your accounts
payable records. The actual cost can be compared to the SLA and the in-
ternal budget for the function.

The quality of service and impact on your customers can be tracked
two ways:

1. By commissioning a polling firm that specializes in customer
satisfaction studies to conduct a statistically significant poll of
your customer base

2. By regularly questioning your sales force and customer service
groups for feedback they have received from customers regard-
ing the outsourced functions

Diligence in monitoring results is critically important to ensuring the
outsourcing agreement delivers the results and efficiencies expected.
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KEY POINTS

There are three key points regarding outsourcing:

1. Outsourcing works for many companies and fails for others. The
decision to outsource at all, and then the determination of which
functions, is critically important. Devote the proper amount of
time and effort to the decision.

2. Find the right outsourcer through intensive investigation and
competitive bidding. Then partner with the firm; do not treat it
as an adversary.

3. Measure and monitor results and costs.
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Selected Topics

INTRODUCTION

This chapter provides brief comments on other receivables asset man-
agement topics. 

POLICY AND PROCEDURES

Policies and procedures for each of the functions within receivables
management are very important. Policies document management’s for-
mal posture on each function (e.g., credit policy addresses risk toler-
ance). Procedures delineate the actions and steps to be taken for each
operation. 

Clear policies are required as part of strong internal controls, which
we will discuss in more detail in the next section. They also provide
guidance to employees charged with performing the functions. In-
evitably, employees will be faced with decisions that are not explicitly
covered by detailed procedures. In these instances, acting in concur-
rence with the governing policy will usually be judged the proper de-
cision.

Detailed procedures contribute to receivables management effec-
tiveness and efficiency in two major ways:

1. They serve as a reference for experienced employees in per-
forming their job functions.
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2. They are excellent tools for initial and refresher training of
newer employees.

Detailed procedures are also required as part of strong internal con-
trols.

Best Practice is for policy and procedures to be stored online with
read-only access granted to anybody who may need to refer to them.
Online storage facilitates revisions and updates. Access to revise the
policies and procedures must be restricted to a few individuals, and
any changes must be approved by authorized individuals.

Policies and procedures should be reviewed periodically (the exter-
nal auditors can advise how frequently) and updated as needed.

INTERNAL CONTROLS

As stated, the existence and compliance with policies and detailed pro-
cedures are a fundamental requirement of strong internal controls.
Even prior to the passage of the Sarbanes-Oxley Act of 2002, strong in-
ternal controls were vital to all companies, but especially publicly
owned companies. External auditors would refuse to attest to the fi-
nancial statements of companies whose internal controls were inade-
quate. Internal controls are also important for the protection of a
company’s assets. Numerous cases have been identified where embez-
zlement or fraud was perpetrated involving billing, returned goods,
cash application, and receivables. The absence of effective internal con-
trols would expose a company to a high level of risk of loss from fraud. 

With the advent of Sarbanes-Oxley, the need for strong internal con-
trols has intensified because of the civil and criminal penalties and the
increased scrutiny of oversight organizations. One area of major focus
of Sarbanes-Oxley is not the safeguarding of company assets but the ac-
curacy of financial reporting. Under Sarbanes-Oxley, companies must
document their procedures and the flow of financial information that
feeds their financial reporting. As a result, policies and procedures gov-
erning receivables management are more important than ever. 

Receivables-related issues can pose a risk to the accuracy and relia-
bility of financial statements. The receivables asset and revenue can be
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overstated, and expenses understated, by the existence of a significant
level of uncollectable receivables on the balance sheet. The clearing of
those uncollectables will decrease revenue if cleared by a debit to rev-
enue (credit memo or adjustment) and increase expenses if cleared by a
write-off to bad debt. Unless effective procedures are in place to clear
and/or reserve adequately for uncollectables, there is a risk that the fi-
nancial statements will be inaccurate.

The passage of Sarbanes-Oxley has increased the need for sound
policies and procedures that are an integral part of internal controls.

A list of internal controls over the revenue cycle and the receivables
asset can be found in an auditing textbook.

FINANCING OF THE RECEIVABLES ASSET

There are various techniques for using the receivables asset to obtain
accelerated funding instead of waiting for customers to pay the in-
voices. All of these techniques:

• Involve an incremental financing or borrowing cost

• Impose duties and restrictions on the borrower

• Are structured differently

Since they are all financing instruments with a high degree of cus-
tomization, they must be evaluated very carefully and negotiated with
the lender. It is highly recommended that the advice of an impartial
receivables funding, treasury, or financing expert be utilized in ne-
gotiating and structuring any financing agreement.

A brief description of the various types of receivables funding fol-
lows.

Sale of Receivables

This is the simplest form of financing, where a company sells its receiv-
ables asset to a financing entity. The financing entity takes title to the
asset and pays a lump sum in return. Of course, the seller does not re-
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ceive 100 cents for every dollar of receivables sold. The purchase price
is reduced for:

• The interest value of the money advanced by the buyer. The rate
is based on prevailing interest rates, the length of time the lender
expects to wait before receiving payment for all invoices pur-
chased, and the risk premium the lender perceives for the risk of
nonpayment of the purchased receivables.

• Expected dilution (deductions, discounts, etc.) incurred in col-
lecting the receivables.

• The cost to the buyer of collecting the receivables. Since the re-
ceivables have been sold to the buyer, the buyer will have to col-
lect them. Usually, the seller mails a letter to customers
informing them of the assignment of the receivables to the buyer
and how to pay (payee name, address).

• A profit element.

In addition, the buyer may not purchase all of the receivables of-
fered. The buyer may eliminate receivables owed by high-risk cus-
tomers, either individual customers or a class of customers, such as
foreign accounts.

The advantage to the seller is that it receives the funds in a matter of
days instead of waiting 30 or more days. However, this can be an ex-
pensive way to obtain financing.

Factoring Receivables

Factoring of receivables is very similar to the sale technique described
above. The major difference is that factoring is a continuous, ongoing
purchase of receivables, compared to a transaction for a finite portfolio
of receivables.

The factor serves as the seller’s receivables management function,
performing credit, collection, and payment processing functions. How-
ever, the factor will purchase receivables from only customers whose
creditworthiness has been vetted and approved. If the seller sells to
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customers not accepted to the factor, the seller has to perform the re-
ceivables management function itself.

Collateralizing Receivables

Collateralizing receivables involves pledging the asset as collateral for
a loan. The simplest form is pledging them as a condition for obtaining
a term loan. The company continues to administer them as always, ex-
cept there will be covenants specifying standards of aging, concentra-
tion, and so on to be met, and reporting requirements from the lender.
Often the lender will exclude receivables over 90 days past due and ex-
pected dilution from the collateral valuation and reduce the amount fi-
nanced. For example, the receivables ledger may show a face value of
$100 million, but only $80 million may accepted as collateral by the
lender.

Another form of collateralization is securitization, where the receiv-
ables asset is used to secure commercial paper or other financing in-
strument issued to third-party investors. Securitization is an ongoing
financing instrument with acceptable receivables purchased by the fi-
nancing entity on a continuous basis. The seller manages the asset as
always, but with additional procedural and reporting duties and
covenants.

The cost of all of these financing techniques is inversely related to
the quality of the receivables asset. The discount or interest rate used
will be based on the factors described in the “Sale of Receivables” sec-
tion. Evaluation of the cost involves two key elements:

1. The cost of the funds obtained through receivables financing
compared to the cost of funds obtained through other financing
techniques

2. The cost of managing the receivables asset and complying with
the financing entity’s requirements compared to the cost of man-
aging the asset without receivables financing arrangements

Financing receivables is often used when other financing sources are
unavailable or exhausted. It is difficult to justify incurring significant
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costs to receive the cash from receivables 30 to 50 days earlier. Remem-
ber, when receivables are financed, it is usually most or all of the asset.
This includes numerous customers who pay on time or close to it. As a
result, financing costs are incurred on a revenue stream that converts to
cash in 30 to 40 days.

In conclusion, the financing of receivables can be an important
source of funds, but it can be expensive and should be evaluated care-
fully.

PAYMENT TERM CHANGES

Changing payment terms is an important senior management decision
that has strategic implications. Payment terms directly affect the level
of investment in receivables (which is among the three largest assets for
most companies). Payment terms are an integral part of the price and
can affect customer retention. Payment terms are difficult to change. If
a change in terms is contemplated, consider the fact that:

• Increasing terms will raise the investment in receivables and re-
duce cash flow. If not granted to similar categories of customers,
it may expose a company to price discrimination charges. It is
difficult to decrease terms once extended.

• Decreasing terms will reduce the investment in receivables and
improve cash flow. However, it is very difficult to accomplish. In
our experience, it will require senior management to deliver the
message to key customers. Customers will usually ask for a
price reduction or an increased prompt payment discount.
Terms reductions are best implemented during an announced
price increase, when the amount of increase can be diminished
somewhat in exchange for faster payments.
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C A S E  S T U D Y  O N E

SOFTWARE DEVELOPER

The Company

The company is a software developer whose product enables
small and midsize financial services firms to automate their busi-
nesses. Its revenue stream includes license fees, installation, train-
ing, technical support, and hardware. The complexity of new
product offerings, strong growth, and staff turnover all con-
tributed to a deterioration of receivables management results. As
the aging profile worsened (over 50% of receivables were more
than 60 days past due) and bad debt exposure and expense in-
creased, management designated improved receivables manage-
ment as a top priority. 

The Solution

The work team assigned the task assessed the processes and the
state of the receivables portfolio. The work team determined
which practices were sound and built on them, while redesigning
other procedures to improve effectiveness. The key elements of
this solution were:

• A redesigned portfolio strategy that focused the majority
of effort on the 9% of customers that owed over 90% of the
receivables asset, while controlling the thousands of small
accounts that constituted a serious bad debt risk.

• A high-volume collection calling effort on the larger ac-
counts. Collection training enhanced this effort.

• Establishing weekly targets for each collector for both key
activities and results. Reporting actual results versus tar-
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gets enabled staff members to monitor their progress and
provided an objective basis for evaluating their perform-
ance.

• Frequent performance reviews of collection staff members
to provide feedback and improve their effectiveness.

• A collection letter routine directed at the thousands of
small-balance accounts.

• A reconciliation and recovery effort focused on large ac-
counts with disputed and “cluttered” balances.

The Results

In six months, the following results were achieved:

• A 54% reduction in the over-90-day past-due receivables

• A 49% reduction in total past-due receivables

• A reduction in bad debt expense of 45%

• DSO reduction of over 30 days.

With the process changes that were implemented, these results
will be sustained—and advanced. The performance metrics de-
veloped will enable management to monitor progress and take
corrective action when necessary. The client has since reduced its
DSO to below 40 days.
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C A S E  S T U D Y  T W O

MAJOR SOFTWARE COMPANY

The Company

The company is a major software company. It was seeking im-
proved receivables management by bringing its outsourced credit
and collection functions back in-house. Poor management of the
receivables asset had resulted in decreased cash flow, deteriorat-
ing aging, and a declining stock price. The company’s immediate
priorities were to: 

• Arrest the deteriorating results and drive improvement

• Orchestrate the transition from the outsourcer and estab-
lish an in-house credit and collection operation

The Solution

The project team quickly assessed the receivables portfolio and
the existing receivables management processes and designed an
action plan to accomplish the above-mentioned objectives. It de-
ployed a team of three senior supervisors to drive critical seg-
ments of the project during the succeeding six months, which
included:

• Design of a portfolio strategy and collection process to
maximize cash flow.

• Recruitment, training, and direct day-to-day management
of a transition collection team.

• Development of an escalation protocol and an ad hoc dis-
pute management process.
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• Institution of weekly activity and results targets with re-
porting of achievement.

• Design of the organizational structure of the in-house
Credit and Collection Department, specifying number and
required skill set of staff, and their roles and responsibili-
ties. Trained new staff as they were hired.

• An orderly phased transition of functions from transitory
staff to the permanent staff.

The Results

• Cash receipts increased 22% on a constant revenue level in
the first full quarter of the project compared to the prior
quarter.

• Days Sales Outstanding (DSO) decreased 42% from prior
year levels, releasing the equivalent of $55 million of cash
from the receivables asset.

The stock price, aided by increased profitability, doubled in less
than a year.
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C A S E  S T U D Y  T H R E E

MEDICAL PRODUCTS MANUFACTURER

The Company

The company is a medical products manufacturer that sells di-
rectly to hospitals. The company was experiencing a rapidly
growing receivables asset, with a severe aging profile and sub-
stantial exposure to bad debt loss. This condition was the result of
two “sea change” events:

1. The assimilation of a major acquisition

2. The implementation of a new ERP system

The Solution

A task force was organized to reverse the asset deterioration, in-
crease cash flow, and reduce the exposure to bad debt loss. After a
quick assessment of the receivables portfolio and revenue man-
agement processes, the task force formulated and implemented
the following solution:

• Developed a portfolio strategy and redesigned the credit
and collection management process to execute the strategy

• Provided an interim department manager to drive results,
manage the staff, and ensure the new process was adopted
and effectively performed

• Initiated a Reconciliation and Recovery effort for 150 aged,
“cluttered” customer accounts

• Implemented a basic dispute management process

• Instituted activity and result targets and reporting of
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progress toward achieving the targets on a daily, weekly,
and monthly basis

The Results

After six months, the company achieved the following results:

Percent
Indicator Start Finish Change

Days sales outstanding 63 49 (22)
> 90 day past due receivables* $19 $7 (63)
Total receivables* $111 $88 (21)
Percent of open transactions 76,000 49,000 (36)
Unapplied cash* $1.6 $0.5 (69)

*In millions

In the final phase, the task force designed an organizational
structure for the Credit department, specifying the number and
skill sets of staff required to effectively manage the asset. The task
force then managed the transition into the new organization,
training new supervisors and staff, so the improvements achieved
could be sustained and advanced. This client’s DSO is consis-
tently in the low 40 day range, and reached 37 in the summer of
2004.
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C A S E  S T U D Y  F O U R  

ORTHOPEDIC THERAPY DEVICE
MANUFACTURER

The Company

The company is a prominent manufacturer of orthopedic therapy
devices selling to over 10,000 healthcare providers and distribu-
tors in the United States and overseas. Its operations were com-
plicated by rapid growth, the integration of a major acquisition,
and the implementation of a new ERP system. These events pro-
duced an escalating investment in receivables, a decrease in cash
flow, and an increasing exposure to bad debt loss.

The Solution

A project team was formed to reverse the deterioration of the re-
ceivables asset and increase cash flow. Within three weeks it had
analyzed the processes and the receivables asset and developed
an action plan, which included:

• Development of a portfolio strategy and a redesigned col-
lection process featuring streamlined workflows to free up
more time for calls, advanced timing of calls, and weekly
portfolio reviews

• A reorganization of the Credit Department including real-
location of accounts and redeployment of staff to handle
the extreme volume of incoming calls, and provide admin-
istrative support to the collectors

• An upgrade of the staff’s skills through refresher training
on the system tools, and advanced collection and negotia-
tion education
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• Institution of both activity and result tracking and report-
ing on a daily, weekly, and monthly basis

The Results

After only three months, average daily cash receipts increased by
33%, setting numerous records for daily, weekly, and monthly
cash collections.

The increased cash was an indicator of the improvement in the
underlying processes, people skills, and organization. The new
metrics enabled management to monitor the progress with a min-
imal investment of time.
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C A S E  S T U D Y  F I V E

MEDICAL TEST EQUIPMENT SUPPLIER

The Company

The company is a leading worldwide supplier of medical test
equipment selling to hospitals, laboratories, and government en-
tities. The company was reducing its delinquent receivables at a
steady rate but wished to accelerate progress in the short term.

The Solution

A dedicated team was formed to deliver accelerated delinquency
reduction on a segment of the receivables portfolio comprised of
450 accounts controlling $23 million of receivables in a two-
month time frame. To accomplish this, the team designed a high-
impact action program, which includes only those actions and
techniques that can be implemented within several weeks, and
which are proven to begin delivering results within a month.
Among the actions implemented were:

• A portfolio strategy designed to concentrate maximum
focus on the high-yield segments

• Coordination with the clients’ organization to avoid dupli-
cation of customer contact

• Utilization of existing dispute management and escalation
processes

• Institution of daily activity targets, weekly delinquency
goals, and reporting of actual achievement

• Hands-on management of the entire effort
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The Results

In two months, the results achieved were impressive:

Percent
Indicator Start Finish Change

Delinquent A/R* 11.5 6.5 (43)
Percent of total A/R delinquent 52% 35% (33)
Past due categories :

1–30 days* 6.7 4.5 (33)
31–60 days* 1.9 0.7 (63)
61–90 days* 1.2 0.1 (92)
> 90 days* 1.7 1.2 (29)

Totals* 11.5 6.5 (43)

*In millions

All actions taken by the dedicated team were thoroughly docu-
mented in the client’s files, so the client’s collection staff could re-
sume activity on the accounts with a minimum of disruption.
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C A S E  S T U D Y  S I X

FOOD PRODUCTS MANUFACTURER

The Company:

The company is a $350 million food products manufacturer sell-
ing to supermarkets, wholesalers, and mass merchandisers. It had
outsourced the invoice to cash process (including deduction pro-
cessing), to a leading outsourcer, but were unhappy with the re-
sults. A work team was organized to establish an in-house
capability for this function.

The Solution

Given the urgency of the client’s need and the unavailability of
the ultimate location for this function, it was moved in-house in
two stages:

First, an interim staff, managed and augmented by temporary
resources, was assembled in the headquarters location to
perform the function

Second, once their southeast U.S. facility was finished and an
organization recruited and trained, the function was trans-
ferred to the new location

The work team’s approach was to:

• Design and document the invoice to cash and deduction
processes and workflows

• Optimize the functionality of the existing ERP system (J.D.
Edwards)
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• Design an organization structure, defining number and
skill set of staff, reporting relationships, and primary roles
and responsibilities

• Design metrics and reporting tailored to their specific
needs

• Recruit, augment, and manage the department in its tem-
porary and ultimate location

The Results

The in-house capability was up and running in its ultimate loca-
tion in seven months. Invoices over 90 days past due were re-
duced by 70%, open deductions were reduced from $33 million to
less than $8 million, and DSO decreased from 43 to 33.
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� I N D E X

Account maintenance
best practices, 118–121
case history, 119
clutter. See Clutter transactions
key points, 121
process of, 117

Accuracy
and disputes, 110
inaccurate aging, 132
invoicing, 41–44, 47, 48, 50
payment posting, 123–125
pricing, 17–20

Acquisition integrations
best practices, 170–174
case histories, 166–168
key points, 175
planning and execution, 170–172
portfolio cleanup, 172, 173
problems with, 165, 168, 169
recovery from suboptimal

execution, 173, 174
Activity plans, 154–157
Aged open receivables, reconciliation

and recovery programs, 85–89
Aging

failure to properly age invoices,
134

inaccurate, 132
Applications. See also Technology

bolt-ons, 113, 133
credit and collections, 133
deductions processing, 101
ERP. See Enterprise resource

planning (ERP)
order processing, 43, 44
types of, 132–134

Attorneys, 80
Auto-cash. See Payment

Automation of processes. See also
Applications; Technology

dispute management, 113, 114
importance of, 133, 134
payment process, auto-cash

technology, 125–128

Backlogs
contract system, 15
and incentive plans, 161
and integration of acquired

receivables, 173
metrics, 33, 34
price changes, inputting, 16
unapplied payments, 122, 123

Bad debt, 22
and credit holds, 32, 33
credit insurance, 34–36
and metrics, 34
reserve for high-risk customers,

25–27
Bankruptcy

and credit risk, 22, 23
Kmart example, 31
and need for updating credit limits,

27
Benchmarking, 150–152
Billing Quality Index (BQI), 43, 44

Cash application. See Payment
Check 21 banking law, 122
Clutter transactions

account maintenance, 117, 118, 120,
121

and aged open items, 85, 86
defined, 55
illustrations of, 58, 59
portfolio cleanup, 172, 173
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Collateralizing receivables, 191, 192
Collection

activity plan, 154–156
agencies, 80
best practices, 67–81
calling, 64
case histories, 67, 72, 82
collection call intensity model, 144,

145
customer contact

execution of, 75–77
methods, 70–74
preparation for, 74, 75
timing, 68–70

as “eyes and ears” of credit
function, 29

incentives, 158. See also Incentives
intensity

matrix, 62, 63
model, 144, 145

key points, 81
late payment fees, 107. See also Late

payment fees
letters, 70–72
national accounts, 81–83
negotiation, 77, 78
organization chart, 147
payment plans, 78
and portfolio strategy, 66, 67
premium service, 82–84
proactive contact, 69, 70
problem customers, 79–81
prompt payment discounts, 107.

See also Prompt payment
discounts

special efforts. See Special
collection efforts

statements of account, 72, 73
technology capabilities, 136
timeline (escalation protocol), 67,

68, 80
unearned discounts, 104

Concentration analysis, 54–57
Contract administration

best practices, 13–16

case history, 14
key points, 16
price discrepancies, 12
terms and conditions, 13

Cost/benefit analysis
deductions processing, 102, 103
technology, 138

Credit and collection applications,
133, 134. See also Applications

Credit controls
absolute controls, 29, 30
best practices, 23–37
case histories, 21, 22, 31
credit and collection organization

chart, 147
credit applications, 23–25
credit holds, 30–33, 39
credit insurance, 34–36
credit limits, 23

exceeding, 30
high-risk customers, credit

reserve for, 25–27
new customers, 23–25
updating, 27–29

credit risk, 20–23, 33
effectiveness, measuring, 33, 34
foreign customers, 36, 37
key points, 37, 38
metrics, 33, 34
objective of, 20–22
ongoing business, 29–33
overall risk rating, 33
technology capabilities, 135, 136

Credit insurance, 34–36
Credit investigation, 24

information providers, 24
and nonstandard terms, 26, 27
and updating credit limits, 28

Credit limits. See Credit controls
Credit risk, 20–23, 33

high-risk customers, 25–27
Credit scoring, 24, 25

automation of, 136
and overall risk rating, 33
and updating credit limits, 28
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Customer satisfaction
and dispute management, 110, 111,

114–115. See also Dispute
management

and invoicing, 48–51
monitoring, 184

Customer service
and credit limit, 26
and outsourcing, 182, 183
and quality of receivables asset, 5

Customer visits, 73, 74
Customers

master file, 27, 29, 136
problem customers, 79–81

Deductions processing
abuse of deductions, 96
automation, 101
best practices, 94–103
case histories, 95, 102
cost/benefit analysis, 102, 103
defined, 92
key points, 103
metrics, 154
negotiating, 96
problems with, 94
reasons for, 92, 93
reducing number of deductions,

94–96
returns processing, 101
short payments, 92
techniques, 97, 98, 100–103
technology capabilities, 136, 137
timeliness of, 93, 94
workflow chart, 99

Delinquency, 22
“burning the candle at both ends,”

79, 80
and collection letters, 70–72
and updating credit limits, 30–33

Discounts. See also Incentives
prompt payment. See Prompt

payment discounts
unearned, 104

Dispute management

automation of process, 113, 114
best practices, 111–115
case histories, 114, 116
customer analysis, 115
and customer satisfaction, 110, 111,

114, 115
electronic imaging, use of, 114
frequency of disputes, 109
incentive plan, 163
key points, 115
pricing disputes, 19, 20
process

automation of, 113, 114
consequences of lack of, 111
establishment of, 111–113

reasons for disputes, 110, 115
sources of disputes, 110
technology capabilities, 136, 137

Drivers
receivables antecedents, 9
of receivables management, 5, 6

E-mail
collection letters, 71
customer contact methods, 70
follow-ups, 77
preparation for, 74, 75

EDGAR, 24
Electronic data

credit information, 24
invoicing, 46
order processing, 38

Electronic Data Interchange (EDI), 38,
39

invoices, 46
and technology capabilities, 135

Electronic imaging, 27
dispute management, 114
payments and remittance advices,

128
and technology capabilities, 135

Enterprise resource planning (ERP)
auto-cash functions, 127
and deduction processing, 101
and dispute management, 113, 114
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Enterprise resource planning (continued)
implementation of ERP

best practices, 170–174
case histories, 166–168
key points, 175
problems with, 165, 168, 169

receivables applications, 132, 133
software providers, 132, 133

ERP. See Enterprise resource
planning (ERP)

Escalation protocol, 67, 80

Factoring, 190, 191
Finance charges. See Late payment

fees
Financial reporting

and deductions processing, 94, 95
and internal controls, 188, 189

Financing of receivables asset
advice recommended, 189
collateralizing, 191, 192
factoring, 190, 191
sale of receivables, 189, 190

Foreign customers
credit controls, 36, 37
and outsourcing, 181

Grace periods, 106

High-impact action programs
case histories, 90, 91
elements of, 90, 92
and integration of acquired

receivables, 173
key points, 92
objectives, 89
planning stage, 90
purpose of, 89

Incentives
best practices, 159–163
case history, 159
collection, 158
considerations, 158, 159
key points, 164

pricing, 17
use of, 158

Insurance, credit, 34–37
Interest charges. See also Late

payment fees
interest rate, 104

Internal controls, 12, 188, 189. See also
Sarbanes-Oxley Act of 2002

customer master file, 27
Invoicing

accuracy, 41–44, 47, 48, 50
best practices, 43–48
Billing Quality Index (BQI), 43, 44
case histories, 41, 49, 51
correcting inaccurate invoices, 47,

48
customer satisfaction assurance,

48–51
electronic, 46
importance of, 40, 41
information included, 44–46
key points, 50, 51
large invoices, 48–50
purpose of, 40
speed, 41–43
unbilled receivables, 46, 47

Kmart
and credit controls, 31, 33

Late payment fees
best practices, 105–107
case histories, 107, 108
defined, 103, 104
grace periods, 106
key points, 108
purpose of, 103

Magnetic Image Character
Recognition (MICR), 126

Major Problem Account report, 156
Management

account maintenance
best practices, 118–121
case history, 119
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key points, 121
overview of process, 117, 118

benefits of effective management,
2, 4

collection process. See Collection
complexity of, 2, 3
deductions processing. See

Deductions processing
disputes. See Dispute management
drivers, 5
expectations for, 2
generally, 53
importance of, 1–3
late payment fees

best practices, 105–107
case histories, 107, 108
defined, 103, 104
grace periods, 106
key points, 108
purpose of, 103

and organization structure, 140
outside influences, 6
payment processing. See Payment
portfolio strategy. See Portfolio

strategy
prompt payment discounts

best practices, 105–107
case histories, 105, 109
key points, 108
problems with, 104
purpose of, 103

special collection efforts. See
Special collection efforts

supervisors, 142, 143
Master file

access to, 29
new customers, 27
and technology capabilities, 136

Metrics
benchmarking, 150–152
case history, 153
credit controls, 33, 34
deduction management, 100, 101,

154
effectiveness of, 150

importance of, 149
payment processing, 130
unbilled receivables, 154
use of, 149

National accounts, 81–84
National Association of Credit

Managers (NACM), 24
Negotiation, 77, 78

collection, 77, 78
deductions processing, 96
payment, 78, 79
payment plans, 78

Objectives
conflicts among, 6, 7
of credit controls, 20–22
of high-impact action programs, 

89
of payment processing, 122

Order processing
best practices, 39, 40
defined, 38
key points, 40

Organization structure
best practices, 141–147
case histories, 140
collection call intensity model, 144,

145
credit and collection organization

chart, 147
elements of, 139, 140
key points, 148
purpose of, 139
sample chart, 146

Outsourcing
best practices, 180–184
case histories, 178–180
criteria for decisionmaking,

180–183
defined, 177
key points, 185
metrics and reporting, 184
reasons for, 177, 178
selection of provider, 183, 184
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Outsourcing (continued)
service-level agreement (SLA), 183,

184
types of, 177

Parent/child linkage, 31
and automatic matching of

payments, 128
Pareto principle (80/20 rule), 54
Payment

activity plan, 156, 157
auto-cash technology, 125–128
backlog of unapplied payments,

122, 123
best practices, 125–130
and capabilities of technology, 137
case histories, 124, 129
cash application, 121
foreign customers, 36, 37
inaccurate posting, 123–125
key points, 130
late payment fees. See Late

payment fees
metrics, 130
misapplication of, 122–125
misdirected, correcting, 129
negotiation, 78, 79
objectives of payment processing,

122
plans, 78–79
processing, 121, 122

outsourcing, 181
terms

changes in, 192
terms as part of price, 104
types of, 122

Planning
implementation of new ERP

system, 170–172
integration of acquired receivables,

170–172
Policies and procedures, 184, 188
Portfolio strategy

analysis step, 54–58
approach, 54
best practices, 54–66

case histories, 64–66
and collection process, 66, 67
key points, 66
segment strategy step, 60–64
segmentation step, 58–60

Price
changes, inputting, 16
discrepancies

as cause of invoice disputes, 16
and contract administration, 12

elements of, 18
payment terms as part of, 104

Pricing administration
best practices, 17–20
case histories, 17–19
key points, 20
price discrepancies, 12, 16
pricing incentives, 17

Procedures, 187, 188
Process owner, 6
Promotions, 100
Prompt payment discounts

best practices, 105–107
case histories, 105, 109
key points, 108
problems with, 104
purpose of, 103

Purchase orders, 39. See also Order
processing

Quotation
best practices, 11, 12
case histories, 11
defined, 10
feasibility/deliverability, 10
key points, 12
terms and conditions, 10

Quote-to-cash process, 165. See also
Receivable antecedents

Receivable antecedents. See also
Contract administration;
Credit controls; Invoicing;
Order processing; Pricing
administration; Quotation

defined, 9
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impact of acquisitions and ERP
implementations, 165

importance of, 9, 10
Reconciliation and recovery

programs
and aged open items, 85
case histories, 88
and integration of acquired

receivables, 173
measurement of progress, 88, 89
procedures and staff, 86
purpose of, 85
reconciliation pack, 86, 87

References, credit applications, 24
Reports and reporting

best practices, 153–157
“reporting-driven downward

spiral,” 150
technology capabilities, 137, 138
types of reports, 150
weekly operations report

(collection activity plan),
154–156

Returns, 101
Risk

credit risk, 20–23, 33. See also
Credit controls

foreign customers, 36, 37
high-risk customers, 25–27
overall risk rating, 33

Robinson-Patman Act, 104

Sale of receivables, 189, 190
Sarbanes-Oxley Act of 2002

and deductions processing, 94
and dispute management, 110
and internal controls, 12, 188, 189
pricing controls, 20

Schmidt, David A., 133
Security devices, 25
Segmentation

portfolio analysis, 58–60
strategy for specific segments,

60–64
Service charges. See Late payment

fees

Service-level agreement (SLA), 183,
184

Short payments. See Deductions
processing

Signatures, importance of, 13
Six Sigma, 48
Skill sets, 141, 142
SKU. See Stock keeping unit (SKU)
Special collection efforts

benefits of, 83, 85
best practices, 85–92
defined, 83
high-impact action programs,

89–92
and integration of acquired

receivables, 173
reconciliation and recovery, 85–89

Staff. See also Organization structure
allocation of and skill sets, 139,

141–143
part-time, 141

Statements of account, use of, 72, 73
Stock keeping unit (SKU), 18
Supervision, 142, 143
Suspense accounts, 107

Technology. See also Applications
best practices, 134–138
capabilities, 135–138
case history, 134
cost/benefit analysis, 138
key points, 138
and outsourcing, 177, 178
problems with, 131, 132
query capabilities, 137, 138
use of, 131

Telephone communication
customer contact methods, 70
execution of, 75–77
preparation for, 74, 75
voice mail, 77

Terms and conditions
best practices, 13
and contract administration, 13
contract renewal, 15
credit, 24, 26, 27
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Terms and conditions (continued)
payment terms, changes in, 192
and purchase orders, 39, 40
quotations, 10

Total Quality Management, 48
Training, 142

Unbilled receivables, 46, 47
metrics for, 154

Xerox, 43
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