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When a business extends credit to its customers, it often includes specific terms that influence the
cost and attractiveness of the credit arrangement. One common credit term is “2/14 Net 28,” which
indicates that a customer can receive a 2% discount if they pay within 14 days; otherwise, the full
amount is due in 28 days. Understanding what this means for customers and how to calculate the
actual cost of opting for early payment versus waiting until the full due date is crucial for both buyers
and sellers. This article explores the detailed calculation of the cost of trade credit under these terms,
providing insights into its financial implications.

Understanding the Terms: What Does 2/14 Net 28
Mean?

Breaking Down the Terms

The term “2/14 Net 28" can be broken down as follows:

- 2% Discount: Customers can deduct 2% from the invoice amount if they pay early.

- 14 Days: The window during which the early payment discount is valid.

- Net 28: The total amount is due within 28 days if the early payment discount is not taken.

Implication for Customers

Customers face a choice:
- Pay early: Within 14 days to enjoy a 2% discount.
- Pay later: By the 28th day without any discount, paying the full invoice amount.

The decision involves comparing the cost of early payment with the savings gained through the
discount.

Calculating the Cost of Trade Credit

Why Calculate the Cost?

Understanding the actual cost of trade credit helps customers decide whether paying early for a
discount is financially advantageous compared to waiting until the full due date.



Basic Concept

The cost of trade credit is essentially the interest rate that the customer pays for the convenience of
delaying payment. When the customer takes the discount, they are effectively paying a fee for early
payment, which can be expressed as an annualized percentage rate.

Step-by-Step Calculation Method

To determine the cost of trade credit, follow these steps:

1. Identify the discount terms:
- Discount percentage (D): 2%
- Discount period (d): 14 days
- Full credit period (D): 28 days

2. Calculate the difference in days:
- The time between taking the discount and paying full amount: 28 days - 14 days = 14 days

3. Calculate the effective interest rate:

The formula for the cost of trade credit when taking the discount is:

\[

\text{Cost of trade credit} = \left( \frac{\text{Discount}}{1 - \text{Discount}} \right) \times \left(
\frac{365} {\text{Difference in days}} \right)

\]

Alternatively, a simplified approach is:

\[
\text{Interest Rate} = \frac{\text{Discount %}}{1 - \text{Discount %}} \times \frac{365}{d}

\]
4. Apply the formula with the specific numbers:

- Discount % (D): 2% or 0.02
- Discount period (d): 14 days

\[
\text{Interest Rate} = \frac{0.02}{1 - 0.02} \times \frac{365}{14}

\]

\[
= \frac{0.02}{0.98} \times 26.07

\]

\[
\approx 0.02041 \times 26.07 \approx 0.5317

\]



5. Express as a percentage:

\[
0.5317 \times 100 \approx 53.17\%

\]

This means the annualized cost of choosing to pay early and take the discount is approximately
53.17%.

Interpreting the Results

What Does This Number Mean?

An approximate annualized interest rate of 53.17% indicates that by paying early to enjoy the 2%
discount, the customer is effectively paying an interest rate equivalent to over 50% per year. This is a
significant cost and suggests that unless the customer has a better use of their cash, paying early for
the discount may not be financially advantageous.

Decision-Making Guide for Customers

Customers should consider the following before deciding:

- Availability of cash: Do they have sufficient cash flow?

- Cost of alternative financing: Could they borrow at a rate lower than 53%?
- Impact on cash flow: Will early payment strain their finances?

- Opportunity cost: Could the cash be invested elsewhere at a higher return?

Additional Considerations in Trade Credit Analysis

Impact on Business Relationships

Offering discounts encourages prompt payments, improving the seller’s cash flow and reducing credit
risk.

Effect on Supplier’s Cash Flow

For suppliers, these terms incentivize early payments but also require careful management to ensure
they are not adversely affected.

Financial Ratios and Metrics

The cost of trade credit also ties into financial analysis:
- Days Sales Outstanding (DSO): Measures the average collection period.



- Cost of Credit: Influences the company's working capital management.
- Payback Period: How quickly the discount pays off relative to the cash flow.

Summary of Key Points

- The term “2/14 Net 28" offers a 2% discount if paid within 14 days, otherwise full payment is due in
28 days.

- Calculating the cost of trade credit involves understanding the implied interest rate of paying early.

- The approximate annualized cost of taking the discount is about 53%, indicating a high cost for early
payment.

- Customers should weigh the cost of trade credit against their cash flow, alternative financing
options, and opportunity costs.

- For suppliers, offering such terms can promote faster payments but requires careful management to
sustain healthy cash flows.

Conclusion

Understanding the cost of trade credit is essential for making informed financial decisions. The “2/14
Net 28" terms exemplify how early payment discounts function as implicit interest rates, which can be
substantial when annualized. Customers should evaluate whether the cost of paying early aligns with
their financial strategy and liquidity position. For businesses, offering favorable credit terms can foster
stronger customer relationships and improve cash flow, but it must be balanced against the
associated costs. Ultimately, a clear grasp of these concepts enables both buyers and sellers to
optimize their credit and payment strategies, ensuring financial efficiency and stability.

Remember: Always perform a detailed analysis of your cash flow, alternative financing options, and
the real cost of trade credit before making payment decisions under terms like “2/14 Net 28.”

Frequently Asked Questions

What does the payment term 2/14 Net 28 mean in trade credit
agreements?

It indicates that customers can receive a 2% discount if they pay within 14 days; otherwise, the full
amount is due in 28 days.

How do you calculate the cost of trade credit when a
customer opts to pay after the discount period?

The cost is calculated based on the forgone discount and the additional days the payment is delayed,
typically using the formula: (Discount / (1 - Discount)) x (360 / (Net days - Discount period)).



What is the approximate annualized cost for a customer who
misses the 14-day discount window under 2/14 Net 28 terms?

The annualized cost can be around 36-40%, depending on the exact calculation, reflecting the high
cost of delaying payment beyond the discount period.

Why do suppliers offer discounts like 2/14 Net 28, and how
does it benefit both parties?

Suppliers offer discounts to encourage early payments, improving cash flow, while customers benefit
from savings if they pay early, reducing their effective cost of credit.

If a customer chooses to pay after 28 days instead of taking
the discount, what is the effective cost of trade credit for
them?

The effective cost is the equivalent annual interest rate implied by missing the discount, which often
exceeds standard borrowing rates, making late payment costly.

How can customers decide whether to take the discount or
pay later under 2/14 Net 28 terms?

Customers should compare the cost of the discount with alternative financing options; if the cost of
late payment exceeds the discount savings, paying early is advantageous.

Additional Resources
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In the world of business, credit terms are a vital component of customer-supplier relationships. They
influence cash flow, profitability, and competitive positioning. One common trade credit arrangement
is expressed as "2/14 Net 28," which indicates that customers can take advantage of a 2% discount if
they pay within 14 days, but the full amount is due within 28 days without penalty. Understanding the
financial implications of such terms is crucial for customers evaluating whether to take the discount or
pay later. This article delves into the meaning of these credit terms, explains how to calculate the
effective cost of trade credit for customers, and explores the strategic considerations involved in
decision-making.

Understanding the "2/14 Net 28" Credit Terms
What Do the Terms Mean?

The notation "2/14 Net 28" translates into specific payment incentives and deadlines:



- 2/14: Customers receive a 2% discount if they pay within 14 days of the invoice date.
- Net 28: The full invoice amount is due within 28 days, regardless of whether the discount is taken.

This arrangement incentivizes early payment by offering a financial benefit but still allows the
customer to pay the full amount later without penalty. The primary question for customers is whether
taking the discount offers a cost saving compared to paying the invoice after 28 days.

Why Do Suppliers Use Such Terms?
Suppliers use these terms to encourage quicker payments, thus improving their working capital and

reducing the risk of bad debts. For customers, the decision to take early payment discounts hinges on
comparing the cost of trade credit with alternative financing options or the opportunity cost of capital.

Calculating the Cost of Trade Credit: The Concept
The Core Idea

The essence of calculating the cost of trade credit lies in understanding the implicit interest rate that
the customer effectively pays when choosing to forego the discount and pay later. This involves
comparing the discount period to the full payment period and translating the discount forgone into an
annualized interest rate.

The Basic Formula
The approximate formula to determine the cost of trade credit is:

\[ \text{Cost of Trade Credit} = \left( \frac{\text{Discount %} }{1 - \text{Discount %}} \right) \times
\left( \frac{360} {\text{Difference in days between full payment and discounted payment}} \right) \]

This formula assumes a 360-day year for simplicity and standardization in financial calculations. It

calculates the annualized cost of forgoing the discount, giving customers a benchmark to compare
against other financing sources.

Step-by-Step Calculation: An Example

Let’s analyze a typical scenario involving "2/14 Net 28" terms:
- Invoice amount: $10,000

- Discount offered: 2%

- Discount period: 14 days

- Full payment period: 28 days

- Difference in days: 28 - 14 = 14 days

Step 1: Calculate the discount amount

\[ \text{Discount} = 2\% \times \$10,000 =\$200 \]



Step 2: Calculate the net amount if paid after discount period

\[ \text{Amount payable if paid early} =\$10,000 - \$200 =\$9,800 \]

Step 3: Determine the implied interest rate for the period

The customer foregoes the $200 discount if paying after 14 days, which effectively costs:

\[ \text{Interest cost} =\$200\]

The amount financed (the difference in payment) is the full invoice amount:

\[ \text{Interest rate over 14 days} = \frac{\$200}{\$9,800} \approx 0.02041 \text{ or } 2.041\% \]
Step 4: Annualize the interest cost

Since the period is 14 days, annualizing involves:

\[ \text{Annualized cost} = 2.041\% \times \frac{360} {14} \approx 2.041\% \times 25.714 \approx
52.5\%\]

Interpretation: Forgoing the discount is equivalent to paying an annual interest rate of approximately
52.5%. This high rate underscores the financial significance of taking the discount when feasible.

Implications for Customers and Strategic Decision-Making
Should Customers Take the Discount?

Given the example above, paying after 28 days instead of taking the discount incurs an implied
interest rate of around 52.5%. If the customer's cost of capital or alternative financing options are
higher than this rate, it makes sense to take the discount. Conversely, if financing is cheaper
elsewhere, it may be advantageous to delay payment.

Factors Influencing the Decision

- Availability of cheap financing: Customers with access to low-interest credit may prefer to pay later.
- Cash flow considerations: If paying early strains cash flow, customers might opt to pay later despite
the higher implied cost.

- Opportunity cost: The potential return from investing the freed-up cash elsewhere.

- Supplier relationship and negotiation: Sometimes, customers negotiate for more favorable terms
based on their payment history or volume.

Broader Context: Cost of Trade Credit Compared to Other Financing

Understanding the implicit cost of trade credit helps customers compare it with other borrowing
options:



- Bank loans or lines of credit: Typically have explicit interest rates, which can be compared directly.
- Factoring or invoice financing: Might be used to accelerate cash flow but come with fees.

- Internal funds: Using retained earnings or reserves involves no explicit interest but may have
opportunity costs.

If the implicit annual interest rate of 52.5% (as in the example) exceeds the cost of alternative
financing, the customer should prioritize early payment to realize cost savings.

Additional Considerations and Limitations
Assumptions in Calculation

- The calculation assumes no late penalties or additional fees.

- It presumes the customer can pay early without cash flow constraints.

- The use of a 360-day year standardizes calculations but may differ slightly from actual financial
years.

Real-World Variations

- Some suppliers may have different discount terms.
- Customers might face varying internal costs or constraints.
- Market conditions and credit policies influence the attractiveness of early payment.

Conclusion: The Strategic Significance of Understanding Trade Credit Costs

The "2/14 Net 28" terms provide more than just a payment window; they serve as a financial
instrument that influences cash flows and profitability. For customers, accurately calculating the cost
of trade credit is essential for making informed decisions. By translating discount terms into an
annualized interest rate, businesses can compare this implicit cost against other financing options
and determine whether early payment is economically advantageous.

In a competitive marketplace, savvy customers leverage such understanding to optimize cash
management, minimize financing costs, and strengthen supplier relationships. Conversely, suppliers
benefit from offering attractive terms to encourage prompt payments, reducing their own financial
risk and improving liquidity.

Ultimately, grasping the nuances of trade credit costs empowers both buyers and sellers to foster
mutually beneficial financial arrangements, ensuring healthy business operations and sustainable
growth.
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