The Case for Evaluating Business Credit
Executive Summary

Recent challenges in the U.S. have bolstered the need for examining credit risk. This whitepaper will describe what types of businesses should examine credit risk and under what circumstances evaluating the likelihood that a business will default on its financial obligations can boost profits or protect your business. It will provide a brief review of current methods available for businesses to evaluate credit risk and describe some of the advantages and shortcomings of various methods. Finally, this paper includes a directory of online tools to help manage risk tied to credit and business relationships.

Challenges

More than three years after the official end to the recession considered the worst since the Great Depression, U.S. businesses are recovering but not recovered.  Privately held companies in the U.S. are generating average annual sales growth of around 6 percent, and profit margins on average are at a five year high.1 The Dow Jones Industrial Average of major publicly traded U.S. companies recently traded at a five-year high, and the U.S. economy continues to post positive – if small – gains.

But uncertainty remains the mood of the day, with surveys showing that a sizable portion of private companies are worried that a potential lack of demand is the top barrier to growth.2 Business owners must protect themselves against financial and operational risks, even as they balance the need to service customers and plan for growth. Obtaining a business credit report can address this challenge.

Bankruptcies & Business Closings

The financial and operational risks to business owners are evident in several statistics. Business bankruptcies peaked at nearly 61,000 in 2009, and they’ve declined to around 47,000 in 2011.3 But the 44,435 business bankruptcies that have been filed in the 12 months ended June 30 remain more than 28 percent higher than the annual average between 2000 and 2006.

And as recently as the first quarter of 2011, business failures outnumbered business startups, according to the Bureau of Labor Statistics.4 These statistics indicate the economy is not back to where it was before the recession, so credit risk remains a concern.
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It has become critical for businesses of all types and for lending institutions to spot signs of financial sickness before they are fatal. “If you have a business relationship with another firm and that firm goes under, that can have an adverse impact on your business and your ability to do what you do and make money,” notes Rebel Cole, PhD, professor of finance at DePaul University.

Of course, a bankruptcy filing by a borrower is one sign of financial trouble. But several other events within a one-year period are also considered a default on obligations. These include: A borrower being 90 days past due on a loan, a loan being placed in a nonaccrual status, a write-down on the obligation (the reduction of the book value of an asset following an indication the value is diminished), or the classification of a loan modification as a troubled-debt restructuring. In each of these cases, the potential loss from a failure of an obligor to honor its payments is present.

Pressures on Lenders and Borrowers

Banks of all sizes face increased oversight amid new laws and regulations, as well as concern that more volatility in real estate markets may be ahead, and that can affect their tolerance for credit risk tied to new business and existing relationships. Charge-offs and delinquency rates remain in focus at financial institutions. U.S. banks categorized 5.23 percent of all loans and leases as delinquent as of March 2012, and charge-offs, net of recoveries, represented 1.24 percent of banks’ total loans and leases.5
The focus on containing risk has meant many businesses continue to find it difficult to access credit, and they remain concerned that financial institutions will tighten credit if economic conditions deteriorate. Lending activity for small businesses only last year began to recover from three straight years of contraction.6 And the Federal Reserve Bank of New York recently found that almost half of firms it surveyed did not apply for financing because they did not think they would get approved.7 

Determining the likelihood that a business will default on its financial obligations is a cornerstone of credit risk modeling.8 Probabilities of default models such as the Business Credit Report by Sageworks can be a key resource not only to predict default, but also to price loans. Later in this whitepaper, some differences among various methods of predicting default will be described.
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Third-Party Risk

In addition to uncertainty tied to their own companies and the lending environment, businesses in recent years have found it difficult to manage third-party risk, especially in a weakly recovering economy. Private companies have seen their average accounts receivable days increase to 50.14 in 2012 from 38.65 in 2009. Meanwhile, the average for accounts payable days has fallen in 2012 after two years of increases.9 When customers aren’t paying on time and when suppliers are ratcheting up fees for late payments to them, it can mean cash flow is difficult to forecast, which makes planning for growth and protecting your own credit more complex. 

Examining credit risk for privately held businesses is complicated by the entanglement of company and business owner financials. Many business owners use personal credit for their companies, and companies are often owned by multiple business partners with varied financial interests in other businesses. According to the Small Business Administration, a lack of data makes it difficult to know how many small business owners have personal guarantees on their loans, and how small businesses’ creditworthiness compares to large firms’ creditworthiness. This lack of data means many types of businesses should evaluate the likelihood that a third party will default on its financial obligations. 
Despite the need for conducting financial due diligence, businesses often fail to thoroughly check out the firms with which they do business, according to a recent survey by Sageworks. By a nearly 2-1 margin, accounting professionals surveyed said clients don’t do enough to ensure creditworthiness of customers, vendors and other potential transaction partners before extending credit.10
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What Types of Companies Should Be Evaluated & When?

What types of businesses need to conduct financial due diligence on another company? And when during the business or economic cycle is it important to evaluate the default risk?

Sageworks Senior Financial Analyst Michael Lubansky says most companies at some point could find it useful to understand another party’s probability of default.  A common situation where businesses desire more information on credit risk is when they are evaluating a new vendor or supplier. Evaluating the default risk can boost business safety by perhaps avoiding supply-chain interruptions.

Suppliers

“If you’re depending on a company to provide the supplies you need for your business operations, and if the supplier’s not financially sound, you potentially expose yourself to problems that may slow your own business operations,” according to Lubansky. This could result in a shortage of raw materials or inventory, making it difficult to supply your customers.

DePaul University Professor of Finance Rebel Cole adds that in addition to affecting your ability to generate revenue, a supplier going out of business can also affect your cash needs. “They may be offering you trade credit and therefore you could be losing one of your sources of financing,” he says.

Vendors 

Vendors or distributors of your own products can potentially create business risk on several fronts that warrant vendor credit checks. “There’s reputational risk if a vendor or someone who is selling your product is not financially sound,” Lubansky says. “That could reflect poorly on you as a business operation.”

Additionally, if a vendor defaults you may have to identify another vendor so that your products can continue to be sold and distributed. This risk can lead to lost revenue and sales channels.

Customers 

Some businesses may find it helpful to run a business credit score for a major customer, too. “If your customer goes out of business that could be very problematic,” Cole says. “First of all, you lose sales, but more importantly, you may have accounts receivable outstanding. They may not be able to pay you back.” 

“It doesn’t really matter which side of the supply chain they’re on – whether they’re a customer or a supplier. If they go under, they directly impact your ability to supply your goods and services and make money,” Cole says. 

Borrowers 

Financial companies considering extending a loan or any credit to a business customer can use a business credit report to see how creditworthy that company is currently and to predict its likelihood of default.  When a credit analyst is trying to assess the risk exposure tied to a new credit line or credit line increases, pulling a report on a company’s default risk and combining it with a loan file can provide a more complete understanding of the risk exposure. Certainly, misclassifying a firm that is at risk of default can result in losses tied to failed loans. But misclassifying a firm that is not at risk of default also has direct and indirect costs in the form of lost interest income and lost customers, according to accounting researchers.11
Companies Conducting Self-Evaluation 

When a company is evaluating its own financial health and planning for growth or for weathering a downturn, an assessment of your current situation and the probability of default helps create a more complete picture.

The same is true for a company that is considering applying for a loan. Knowing your own business credit rating prepares you for potential objections on the part of a lender and can build credibility as you negotiate on rates and fees. Lower rates and fees mean higher profits for you. When banks assess potential borrowers, they fundamentally are examining the ability of a potential borrower to repay the loan. Analyzing the potential borrower’s assets, as well as the cash-flow outlook and potential pitfalls are primary objectives.

Auditors 

Auditors trying to assess risks related to notes payable or long-term debt and risks related to a company’s ability to continue as a going concern could gain insight by pulling a report that shows a standardized measure of a company’s default risk.

Negotiators

Companies that have business credit ratings and understand their own default risk can use that information in negotiations with other businesses. Similarly, deals involving mergers or asset purchases may be better informed with information on how likely it is the counterparty will default within a year.

Advisors 

Small Business Development Centers and other entities that provide advice to company owners can use information on a business’ probability of default as they consult on improving a firm’s financial position.

Some people might find it advantageous to evaluate a business’ probability of default not only before entering into a business relationship, but also periodically thereafter.  Experts say that a company’s probability of default can vary by stages of the business cycle and by stages of an industry lifecycle. For example, retailers can run into cash crunches when they must purchase large quantities of goods ahead of the holiday season, which is typically their biggest revenue-generating quarter. Reassessing credit risk is also a good idea when there are signs a business partner has experienced a change in financing or is facing a hardship. For example, if a business partner’s suppliers are suddenly accepting cash only for deliveries, it may be a good time to reassess default risk in order to protect your ability to recover accounts receivable.

Given the myriad of uses for a business evaluation that indicates the probability of default, it is no wonder that businesses use various methods for evaluating credit risk.
Options for Assessing Default Risk

Options for conducting financial due diligence and for assessing default risk are numerous, though many of the methods have shortcomings.

Qualitative Methods

One of the most basic and informal ways companies can evaluate another business is to check credit references. Many companies do this. Indeed, checking credit references was cited most often when accounting professionals were recently asked by Sageworks for the most important thing for a company to do when evaluating the creditworthiness of a potential transaction partner (client, vendor, dealer, supplier, etc.).12
[image: image4.png]Which of the following is most important
for a company to do when evaluating the creditworthiness
of a potential transaction partner?

Check credit references of 50%
company

Request the business's 22%
financial statements

Request payment histories 9%

Check for liens 4%

Check business owner's 15%
credit score

0% 20% 40% 60% 80% 100%

Percent of respondents
Source: S a u ﬂwnrks Survey





But an inherent shortcoming is that the party being checked typically supplies the information on the references. As a result, many companies rightly view the value of this method skeptically. 

Community banks have historically relied on a relationship-based lending model that can be applied to evaluating credit risk in other business relationships, Cole notes. “You live in the same community; you do business with people that do business with your counterparty,” he says. “The old story was you go to church with them, you see if they don’t show up, and you have other friends who do business with them, so if they don’t pay somebody else, word gets around.”

Of course, community bankers typically have direct access to information on whether a customer is bouncing checks or has drawn down on reserves, whereas a business partner often doesn’t have that detailed insight into another company’s current financial situation, Cole says. While a business may not have access to another private company’s checkbook register, some basic financial data usually made available during due diligence will provide a more comprehensive evaluation than qualitative data alone.

Demographic Data

Data on certain groups of people and businesses can be helpful in estimating default risk. Average incomes of people in certain areas or occupations may provide insight into their financial stability. But some populations and types of businesses have limited financial-related data available. 

Traditional Business Credit Score

You can run a credit check or try to gather a credit score from one of the traditional providers in order to gain insight into payment histories and the current load of debt.
But many firms do not have a credit rating, and if they do, it is typically focused on past financial dealings. Researchers writing in the Journal of Credit Risk recently wrote that small and medium-sized enterprises constitute the majority of obligors of banks within the U.S. However, according to the researchers, “These companies are not rated either because their financial information is not readily available or because it is provided on an inconsistent basis across companies.”13  

And credit-rating agencies have come under increased scrutiny since the financial crisis, with legislative calls to limit conflicts of interest and strengthen the science behind the ratings process.14
In addition, some credit ratings provide limited contextual information on the industry linked to the company being evaluated. 

Cole says a traditional credit score based largely on past credit history is not as accurate or as powerful in predicting who will actually default as is a score based on statistical modeling for the probability of default.

“A credit score is a useful predictor of default, but it’s by far not the only thing that matters,” Cole says. “A firm may have never missed a payment before until it blows apart.”

The Business Credit Report by Sageworks

The statistics-based predictive probability of default model behind the Business Credit Report by Sageworks was developed by studying the historical default behavior of business loans and the financial characteristic of the businesses and their owners prior to a default. A global view of a customer is often critical due to the importance of personal financials on a corporate borrower’s ability to pay on a loan.

As Sageworks Senior Financial Analyst Mike Lubansky says, “You want to understand the financials of all related entities, as well as the specific entity. A full-fledged global analysis will look at the entities together and separately to evaluate any potential weaknesses in the chain.”
Conclusion

The ongoing U.S. economic recovery and continued tight lending conditions for many firms make it important for businesses to evaluate the credit risk in various relationships. Some types of businesses that should consider determining the likelihood that a business will default within a year include companies assessing vendors, suppliers, customers, and borrowers. While several methods exist for checking the credit ratings of a business and for trying to understand the likelihood of default, a statistics-based model that predicts the probability of default and incorporates financial characteristics of both businesses and their owners can be a valuable tool in financial due diligence.

Additional Resources

“Managing your business credit; Why small businesses should manage their business credit,” U.S. Small Business Administration. 

http://www.sba.gov/content/managing-your-business-credit

“Extending credit to your customers,” U.S. Small Business Administration. 

http://www.sba.gov/content/extending-credit-your-customers

Sample legal forms related to business transactions and credit, Fullerton & Knowles law firm. 

http://www.fullertonlaw.com/legal-forms.html

“Obtaining credit: Proven best practices,” Sageworks Inc. 

http://www.sageworksinc.com/blog/post/2011/09/01/Obtaining-Credit-Proven-Best-Practices.aspx

“Avoid cash flow catastrophes: Improve your forecasts,” Sageworks Inc. 

http://web.sageworksinc.com/improve-cash-flow-white-paper/

“Get your money faster: Four steps to minimize late payments,” Sageworks Inc.

http://www.sageworksinc.com/blog/post/2012/02/13/Get-your-money-faster-Four-steps-to-minimize-late-payments.aspx
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About Sageworks, Inc.
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