CHAPTER 4

DEBTORS AND CREDITORS

OBJECTIVES

This chapter will enable the business owner to develop an understanding of:

credit business dealings

debtors and creditors

memorandum accounts for debtors and creditors

maintaining debtors' and creditors' accounts

small enterprises and their relationships with debtors and creditors.

4.1 Credit business dealings

So far, in the previous three chapters, we have only discussed cash transactions. However, a business does not always deal
in cash. There are instances when the business has to make non-cash transactions. A business may sell or purchase goods
on credit for various reasons.

1. There are established customers who want to deal in credit and pay off later.

Example

Arshad runs a retail store selling common household items. His various customers purchase household items regularly
from him because he offers credit to them and does not push them strongly for early payment.

2. A business may want to attract more customers by offering credit sales, because new customers may be attracted if
they are offered credit.

3. To compete with other businesses, a business may introduce credit sale schemes.

Example

Ahmir wants to expand his printing press; therefore, he has started offering better credit terms to his customers. He
has started granting a slightly longer credit period of 30 days, compared with other businesses, which typically give 21
days' credit. This has increased his sales revenue as well as his number of customers. He has also introduced a credit
management scheme in which he gives 1% settlement discount to those customers who make payment before the 30
days are up.
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4.2 Debtors and creditors

Credit transactions are mostly of two types: purchasing inventory on credit and selling inventory on credit.

When some inventory is purchased on credit, the business recognises the supplier as a 'trade creditor' or 'account payable'.
Likewise, when some inventory is sold on credit, the customer is known as a 'debtor' or'account receivable'.

Itis also very common that certain routine expenses are not incurred in cash but are paid for afterwards. For example, cold
drinks and other refreshment items are purchased from the nearby store and the payment for these is made some time later.
As these credit transactions do not relate to sale or purchase of inventory, a business recognises these suppliers as 'sundry
creditors' to differentiate them from 'trade creditors'.

Example

Ahmad runs a small cloth shop. To serve his regular customers better, he entertains them with cold drinks and other
refreshments. He has made arrangements with a nearby cold drinks shop and repays the entertainment bill on a
weekly basis. This cold drinks shop is the sundry creditor for Ahmad.

4.3 Memorandum accounts for debtors and creditors

It is a common practice among small enterprises to note the details of their trade debtors and trade creditors on a small
piece of paper or in a pocket diary for later reference. Whenever they pay their trade creditors or receive any amount from
trade debtors they refer to the pocket diary or pieces of paper to update the status of their customers, suppliers and sundry
creditors. Because such pocket diaries or pieces of paper act as a memorandum for the business owner, they may be
referred to as'memorandum accounts'.

Example
The pocket diary of a business owner may look as shown here.

4 August 2007 sold goods to Ahmad for Rs.5,00Q@eceipt due on 12/8/07

4 August 2007 purchased grocery items from Hania of Rs. 1,200 payment due on 13/8/07 payment made
5 August 2007 purchased cloth for resale from Ashraf for Rs.2,00(bayment to be made next Monday
8 August 2007 sold cloth to &isal for Rs.1,000 Rs.500 on 10/08/07 and remaining on 18/8/07

12 August 2007 purchased goods from Arshad for 1,000payment later this month.

Memorandum accounts are very helpful in recalling the details of customers with whom business transactions have been
made. Credit business transactions are a common business feature and memorandum accounts prove helpful as the
business owner or manager may use memorandum accounts to assess the expected time of receipt or payment of cash.
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Example

Suppose today is 12 August 2007; using the above example today's continue:

'...Payment from Ahmad of Rs.5,000 is due today and payment to Ashraf is to be made today of Rs.2,000, so
Rs.3,000 will be left at the end of the day...'

If a business does not also keep proper accounts for its trade creditors and trade debtors and relies only upon memorandum
accounts, it faces certain risks.

1. If the piece of paper or pocket diary is lost, the business may not be in a position to recover the whole amount
receivable or it may make excess payments for goods purchased. With reference to the above example, the business

may pay more than Rs.2,000 to Ashraf or receive less than Rs.5,000 from Ahmad.

2. Some transactions may escape recording in pocket diaries on a timely basis and the businessman may record an
incorrect amount when he updates his pocket diary later.

4.4  Maintaining debtors' and creditors' accounts

Maintaining debtors' and creditors' account is quite easy. Figs 4.1 and 4.2 show examples of these accounts.

Figure4.1
NAME OF THE BUSINESS
Trade Debtor Account - [ Name of Debtor ]
Folio No.
Date Sales / Detail | Unit [ Total Amount | Amount Received | Mode Folio No. | Net Receivable
Sales Price a b (Cash/ c=a-b
Return Bank)
Account
Folio No.
Figure 4.2
NAME OF THE BUSINESS
Trade Creditor Account - [ Name of Creditor]
Folio No.
Date Purchase / | Detail | Unit | Total Amount | Amount Received | Mode | Folio No. Net Payable
Purchase Price a b (Cash/ c=a-b
Return Bank)
Account
Folio No.
Rs. Rs. Rs. Rs.
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POINTS TO NOTE

2. Sales and purchase returns are also recorded within these accounts.

1. New business dealings are continuously aggregated as they occur, in the net receivable and net payable
columns, and the account shows the latest status of trade debtors and trade creditors.

1August 2007
2August 2007
3 August 2007
4August 2007
5 August 2007
6August 2007
7August 2007
8August 2007

ILLUSTRATION 8

During the month of August 2007 Ahmad sold and purchased cloth roles from various parties on credit. The details of
all such business dealings are as shown here.
Purchased 100 metres cotton cloth at Rs.50 per metre from Mr. Asad 1
Sold 25 metres cotton cloth to Mr. Jan at Rs.65 per metre 2
Purchased 100 metres cotton cloth at Rs.50 per metre from Mr. Asad 3
Sold 75 metres cotton cloth to Nafees Cloth Merchants at Rs.60 per metre 4
Sold 15 metres cotton cloth to Mr. Jan at Rs.65 per metre 5
Returned 25 metres cotton cloth to Mr. Asad at Rs.50 per metre 6
Purchased 50 metres cotton cloth at Rs. 55 per metre from Mr. Akbar 7
Nafees Cloth Merchants returned 15 metres cotton cloth at Rs.60 per metre 8
10August 2007 Sold 50 metres cotton cloth at Rs.75 per metre to Nafees Cloth Merchants 9
11August 2007 Nafees Cloth Merchants made a payment of Rs.4,000 through cheque No.2347 10
11August 2007 Rs. 2,500 were paid to Mr. Asad through cheque No. 5005 11

Individual accounts of trade debtors and trade creditors are shown below in Figs 4.3 to 4.10. The numbers highlighted in
yellow below correspond with those in lllustration 8 above.

Figure 4.3
AHMAD CLOTH MERCHANTS
Trade Debtor Account - Mr. Jan
Folio No. 001
Date Sales / Detail Unit Total Amount Mode Folio No. |Net Receivable
Sales Price Amount | Received | (Cash/ c=a-b
Return a b Bank)
Account
Folio No.
Rs. Rs. Rs. Rs.
2|2 August 2007| 003 |25 meters 65 1,625 _ _ _ 1,625
5[5 August 2007] 003 [25 meters 65 975 — — — 2,600
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Figure 4.4

AHMAD CLOTH MERCHANTS
Trade Debtor Account - Nafees Cloth Marchants
Folio No. 002
Date Sales/ |Detail Unit Total Amount | Mode Folio No. |Net Receivable
Sales Price Amount Received | (Cash/ c=a-b
Return a b Bank)
Account
Folio No.
Rs. Rs. Rs. Rs.
4| [4 August 2007 003 |75 meters 60 4,500 — —_ —_ 4,500
8| [8 August 2007 001 |15 meters 60 (900) — — — 3,600
9 |10 August 2007] 003 |50 meters 75 3,750 —_ —_ —_ 7,350
10 _ _ _ _ Bank _
11 August 2007 4,000 0347 3,350
Figure 4.5
AHMAD CLOTH MERCHANTS
Trade Creditor Account - Mr. Asad
Folio No. 002
Date Sales / Detail Unit Total Amount | Mode Folio No. [Net Receivable
Sales Price Amount | Received | (Cash/ c=a-b
Return a b Bank)
Account
Folio No.
Rs. Rs. Rs. Rs.
1 August 2007 002 |100 meters 50 5,000 _ _ — 5,000
3 August 2007 002 |100 meters 50 5,000 — — — 10,000
6 August 2007 001 25 meters 50 (1,250) — — — 8,750
Bank -
11 August 2007 — —_ —_ — 2,500 5005 002 6,250
Figure 4.6
AHMAD CLOTH MERCHANTS
Trade Creditor Account - Mr. Akbar .
Folio No. 002
Date Sales / Detail Unit Total Amount | Mode Folio No. [Net Receivable
Sales Price Amount Received | (Cash/ c=a-b
Return a b Bank)
Account
Folio No.
Rs. Rs. Rs. Rs.
7 August 2007 002 50 meters 55 2,750 — — — 2,750
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For the sake of clarity sales and purchase accounts are reproduced below.

Figure 4.7
AHMAD CLOTH MERCHANT
Purchase Account
Folio No. 002
Date Party Detail of Purchase Unit | Total Payment | Mode of
Price Made Payment
Rs. Rs.
1 August 2007 | Mr. Asad - Folio 001 100 metres of cloth cotton 50 5,000 Credit
3 August 2007 | Mr. Asad - Folio 001 | 100 metres of cloth cotton 50 5,000 Credit
7 August 2007 | Mr. Akbar - Folio 002 | 50 metres of cloth cotton 55 2,750 Credit
Total 250 metres of cloth cotton 12,750
Figure 4.8
AHMAD CLOTH MERCHANT
Purchases Return Account
Folio No. 001
Date Party Detail of Inventory Returned Unit Total Mode of
Price Amount | Receipt
Rs. Rs.
6 August 2007 [ Mr. Asad - Folio 001 | Returned 25 metres of cloth cotton 50 1,250| Credit
Total 25 metres of cloth cotton 1,250
Figure 4.9
AHMAD CLOTH MERCHANT
Sales Account Folio No. 003
Date Party Detail of Purchase Unit Total Mode of
Price Payment Payment
Rs. Rs.
2 August 2007 | Mr. Jan - Folio 001 Sold 25 of cloth cotton 65 1,625  Credit
4 August 2007 | Nafees Cloth Merchant Folio 002 | Sold 75 of cloth cotton 60 4,500  Credit
5 August 2007 | Mr.Jan - Folio 001 Sold 15 of cloth cotton 65 975  Credit
10 August 2007 | Nafees Cloth Merchant Folio 002 | Sold 50 of cloth cotton 75 3,750  Credit
Total 165 metres of cloth cotton 10,850
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Figure 4.10

AHMAD CLOTH MARCHANT
Sales Return Account

Folio No. 001
Date Party Detail of Inventory Returned Unit Total Mode of
Price | Amount | Receipt
8 August 2007 | Nafees Cloth Merchants | Received 15 metres cloth cotton 60 900 | Credit
Folio 002
Total 15 metres cloth cotton 900

4.5 Small enterprises and their relationships with debtors and creditors

Recapping what we have covered here about a business and its debtors and creditors, we can summarise.

1. Debtors and creditors are the backbone of a business, particularly if the business is that of trading inventory.
This is because most small enterprises that undertake trading business usually make credit transactions with
their regular customers and suppliers, and a large proportion of sales revenue generated and purchase
expenditure incurred involves credit transactions.

2. Since not all business transactions are cash-based, credit dealings have to be accommodated.

3. In order to receive and pay accurate amounts of money, proper records of trade debtors and trade creditors
should be maintained.

As a business may undertake various credit transactions, it should take note of a few important factors, illustrated in
the following example.

Example

Fareed runs a small retail store in a busy market. He grants credit to his customers only if:
e they have been dealing with him for at least six months, or
e they have given him some security deposit, or
e they have provided some acceptable reference.

Fareed always gives each customer a credit limit; once the accumulated balance receivable from a customer exceeds
Rs.2,000, he notifies the customer concerned, and if the accumulated receivable balance reaches Rs.3,500 Fareed
will start to pursue that customer for payment. He does not make further credit sales to customers whose payable
balances exceed Rs. 5,000 unless they make a repayment of at least half the balance payable.

Apart from this, Fareed pursues customers for the recovery of all balances that are more than two months old. He
pursues his customers by telephone calls and by posting reminder letters for repayment of the balance due.

Fareed assesses the creditworthiness of a customer by considering the volume of business he conducts with the
customer and the time taken by the customer in repaying the due balance, and he considers their reputation in the
market (for example, whether they can provide a good credit reference).
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Credit should be allowed to those customers who enjoy good market repute or who have been transacting with the
business for some time so that the business owner has confidence in them. To avoid losses in future, a business may
request references from prospective customers.

In the above example, Fareed assesses the market repute of customers and enters into credit transactions with
those customers who have been dealing with him for some time.

Credit limits should be set for trade creditors. Credit sales should be made only up to those pre-set credit limits. The
credit period should be made clear to the customer at the time of the sale. Trade debtors must be pursued to make
the payment due within the set time limit.

In the above example Fareed has set a reminder limit of Rs.2,000; a recovery pursuing limit of Rs.3,500 and a
limit of Rs.5,000, above which he does not make further credit sales. Regarding the overall time limit, Fareed
pursues the recovery of all the balances that are more than two months old.

If a trade debtor does not make payment within the prescribed time or exceeds the maximum credit limit allowed,
further credit sales should not be made to him.

In the above example, Fareed does not sell goods to customers who do not clear all the payments within two
months of sales or whose payable balance exceeds Rs.5,000, this being his upper limit for selling goods on
credit.

Trade debtors may be analysed by assessing those who delay their due payments or who never settle their account
fully. Some debtors try to put pressure on the business to give up minor or older balances. The credit limit of a trade
debtor can be increased if the debtor builds up a record of making timely payments.

Example

One of Fareed's customers makes timely payments to him and clears his balance on a monthly basis. Fareed has been
making credit sales to him for the last six months and found his transactions satisfactory. Therefore, Fareed has
increased the credit limit of the customer from Rs.5,000 to Rs.10,000.

On the other hand he has refused credit to those customers who have outstanding balances exceeding Rs.5,000 or
who do not repay the due balance within two months of the relevant transactions.

Cash received from trade debtors should immediately be deposited into the business's bank account. This ensures
that large quantities of cash are not held by the business and the risk of cash misappropriation is minimised.

Trade creditors should always be requested to allow the maximum credit time and greatest credit limit. A business
should always clear its balance payable to its trade creditors within the prescribed time limit to gain the confidence
of suppliers.

Example

Habib runs a small gift shop and purchases resaleable items for his gift shop from Najeeb Enterprises, a wholesaler. He
always purchases goods for Rs.10,000, which is the maximum credit limit allowed to him, and he repays the
outstanding balance within three months of the date of purchase, as this is the maximum credit duration allowed to him.
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7. A business should try to make maximum payments through crossed cheques to be cleared from its business bank
account, as explained in Chapter 2.

8. All credit transactions should immediately be recorded in the respective accounts to avoid the risk of forgetting any
business transaction.

CHAPTER ROUND-UP

1. A business has to make credit transactions in order to retain its customers and remain competitive with other
businesses.
2. Suppliers from whom inventory is purchased on credit are known as trade creditors and customers to whom

inventory is sold on credit are known as trade debtors.

3. Memorandum accounts are the accounts that are maintained by the business owner or manager for reference
purposes. Examples include details noted on paper and in pocket diaries. As there are various risks involved in
maintaining memorandum accounts, a business should maintain proper records of trade debtors and trade
creditors.

4, Separate accounts for each trade debtor and trade creditor should be maintained so that the individual status of
each one of them can be ascertained at any time by the business.

b. A business should practise good credit policies to ensure that its trade debtors make the payments due on a timely

basis. Likewise, trade and sundry creditors should also be paid on time to improve creditors' opinion of the
creditworthiness of the business-its market repute.
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