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ABSTRACT

The paper studies theories relating to trade credit contracts as well as their applications
and limitations, via review and synthesis of the trade credit literature. Using keywords
and search phrases, the literature was identified from key economics, business and finance
domains. Trade credit contracts are not complex, this can be explained by factors such
as shortness of credit period, frequent transactions, proximity and interaction between
trading parties, and effective informal enforcement mechanisms. In contrast to the long-
standing conception that trade credit is more expensive than bank credit, trade credit is
often cheaper than bank credit, hence its high incidence and level of use across countries.
The high use of trade credit should warrant some policy attention, particularly trade
credit regulation. Theories explaining trade credit are highly interconnected; most of them
have received considerable empirical support in both developed and developing countries.
The interconnected nature of the trade credit theories should inform methodological
approaches to their empirical testing and present an opportunity for comprehensive theory
development in the field.
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INTRODUCTION

The use of trade credit in interfirm trade is prominent in both developed and
developing countries. Trade credit contracts are linked to purchases as well as
sales of goods. The long history of trade credit as a common short-term financing
practice among non-financial firms suggests that firms find value in it. A plethora
of theories has emerged to explain why firms engage in trade credit activity as
suppliers, receivers or both. Financial based theories were the first to emerge.
Subsequently, non-financial based theories emerged including transaction cost and
commercial theories. These theories have been subjected to empirical examinations
(Petersen & Rajan, 1997; Garcia-Teruel & Martinez-Solano, 2010; Long et al., 1993),
albeit with mixed results. The focus and methodological approaches employed in

the empirical literature are also varied.

Against this background, this paper seeks to: (i) examine the nature of trade credit
contracts, (ii) examine trade credit theories, their applications and limitations,
and (iii) provide empirical findings on trade credit theories. These objectives are
addressed through a review and synthesis of the theoretical and empirical trade
credit literature. The literature is drawn from IDEAS/RePEc, EconlLit, Journal
Storage (JSTOR), AgEcon Search, and Social Science Research Network (SSRN)
using keywords and search phrases. Importantly, the objectives of this paper have
not been adequately addressed in past reviews (Seifert et al., 2013; Bhattacharya,
2008). Seifert et al. (2013) undertook a review of the trade credit literature, focusing
mainly on identifying opportunities for operations research. Their discussion of
trade credit contracts and trade credit theories is limited. Bhattacharya (2008) also
undertook a review of theories of trade credit, highlighting areas of application and
limitations. However, that paper provided only a weak link between the theoretical
and empirical literature. Also, trade credit contractual issues were not explored.
This review paper is thus relevant for policy and practice at the firm, industry
and national levels. By examining trade credit contracts and bringing the various
theories under one umbrella and examining them collectively, the paper will serve
as a comprehensive reference material for academics and practitioners in the field.
Trade credit is an important financial development issue and unlike conventional
credit, it has received limited attention by policymakers despite its widespread use.
Therefore, this review should draw the attention of policymakers and national
governments to trade credit and influence policy actions. It should also guide firms
in making appropriate trade credit decisions, particularly credit terms, as givers
and/or receivers of trade credit. Furthermore, it can shape future research as well as
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new theory development in the field. The rest of the paper is structured as follows:
Part 1 provides an overview of trade credit while Part 2 reviews recent research
on trade credit contracts, highlighting the elements. Part 3 presents and reviews
trade credit theories highlighting their applications and limitations. The empirical
evidence of the theories is also presented. Finally, Part 5 concludes the review.

TRADE CREDIT OVERVIEW: TYPES
AND EXTENT OF USAGE

Trade credit takes different forms. When a firm sells goods to a buyer and no
immediate cash payment is received, it is extending credit to the buyer (accounts
receivable or supplier credit). When a firm buys goods from a supplier and payment
is deferred to a later period, it is receiving credit from the supplier (accounts
payable) (Emery, 1984; Ng et al., 1999; Carvalho & Schiozer, 2015). Additionally,
when a buyer pays for goods ahead of delivery, as an advanced or pre-payment,
the buyer is extending credit to the supplier (Schwartz, 1974; Ferris, 1981; Ng et
al., 1999); sometimes this is described in the literature as reverse trade credit
(Daripa & Nilsen, 2011; Mateut, 2014). However, the advanced payment type of
trade credit is rare (Schwartz, 1974; Ferris, 1981; Ng et al., 1999; Cuevas et al., 1993).
Unlike traditional credit, trade credit is a restricted type of financing, as credit is
tied to sale or purchase of goods (Emery, 1984; Nadiri, 1969). Firms and banks lend
goods and cash, respectively (Burkart & Ellingsen, 2004). By standard accounting
convention, trade credit appears under current assets as accounts receivable and
current liabilities as accounts payable (Petersen & Rajan, 1997). A firm can thus be
a supplier and/or receiver of trade credit as illustrated in Figure 1. Many studies
report that firms are net suppliers of trade credit - that is, they give more trade
credit than they receive (Fafchamps et al., 1995; Garcia-Teruel & Martinez-Solano,

2010).
Demand Demand
Firm’s suppliers . b . Firm’s customers
(Upstream) Trade Credit R FIRM Trade Credit (Downstream)
Supply Supply

Figure 1: Trade Credit Demand and Supply Model

Source: Adopted from Petersen and Rajan (1997)
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With supplier credit, the supplier assumes greater portion of risk in a trade credit
relationship. Conversely, the buyer assumes the greater portion of risk with
advanced payment (Cuevas et al., 1993; Klapper et al., 2012). In general, firms can
manage risks inherent in trade credit arrangements by shifting risks to third
parties using factoring or credit insurance (Mian & Smith, 1992). While credit from
traditional financial intermediaries is subject to regulation, trade credit is largely
unregulated (Marotta, 2005; Alarcén, 2011; Fabbri & Klapper, 2008). Countries in
Europe are taking steps to regulate trade credit periods and stem late payments due
to their possible negative impact on the financial sector (Alarcén, 2011; Marotta,

2005).

Trade credit is widely used around the world. Klapper et al. (2012) reports that an
estimated 9o% of global merchandise trade was financed by trade credit in 2007.
According to Marotta (2005), Italy is leading the world in trade credit transactions,
with almost all inter-firm trade occurring on trade credit terms. Ellingsen et al.
(2016) notes that almost all inter-firm trade in Sweden involves trade credit.
Elliehausen and Wolken (1993) reports that trade credit exists among 80% of
firms in the United Kingdom (UK). Among publicly listed agro-food firms in the
United States (US), nearly all firms supply trade credit (Dary & James, 2019). In
France, Boissey and Gropp (2007) found almost every firm extends trade credit to
customers and receives trade credit from suppliers. Carvalho and Schiozer (2015)
report that 67.74% of total purchases among firms in Brazil is on credit basis while
Vaidya (2011) reports accounts receivable and payable of 24% and 17% of total sales,
respectively, in India. In Africa, Fafchamps et al. (1995) report 81% and 64% of total
purchases and sales, respectively, by firms on credit basis in Zimbabwe. Kihanga et
al. (2010) report accounts receivable constitute 67% of total sales among Tanzanian
rice traders. In Ghana, Cuevas et al. (1993) report about 55.6% and 66.75 of firms
grant and receive trade credit, respectively. Dary and James (2018) report 55% and
60% of agro-food firms in Africa receive and supply trade credit, respectively. The
wide use of trade credit thus suggests that it may be a cheaper form of credit.

TRADE CREDIT CONTRACTS

Trade credit is a contractual relationship between two trading parties — a supplier
and a customer. Following Klapper et al. (2012), a trading party (supplier) promises
to deliver a quantity, f, at time t, to another party in exchange for a quantity, k, at
time t . Depending on the direction of flow of credit, quantity k and f could each be

money or a good. If trade credit is from a supplier to a buyer, k will be a good and
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f will be money. Conversely, if it is advance payment type of trade credit, k will be
money and f will be a good. Though the terms of trade credit vary cross-sectionally
and inter-temporally (Ng et al., 1999; Smith, 1987; Cuevas et al., 1993), most trade
credit contracts are very simplified. In its simplest form, it is an invoice (see
Figure A1 and A2 in Appendices). Trade credit contracts are not fully contractual
arrangements (Cufiat & Garcia-Appendini, 2012) or are incomplete contracts
(Wilson & Summers, 2002). They do not generally follow the standard structure
of business contracts. However, the simplicity of trade credit contracts does not
suggest they are suboptimal. Sometimes the optimal contract is an incomplete
contract, since contracting is not costless and thus the choice of level of contract (in)
completeness is an economic decision (Crocker & Raynold, 1993). The economisation
of transaction cost of writing contracts is essential as high transaction cost can

erase the potential gains to parties in a transaction.

Several arguments can be advanced for the non-complex nature of trade credit
contracts. Firstly, because trade credit contracts have shorter time periods
within which contract performance should be completed, the level of uncertainty
regarding contract performance should be low. As the level of uncertainty increases
with time, shorter trade credit periods mean that firms may not need to invest time
and resources drafting complex contracts with contingency clauses to cater for
uncertainties. Secondly, moral hazard and opportunism that arise from information
asymmetries between transacting parties may be low in trade credit scenarios
(see Ng et al., 1999), making trade credit contracts more simplified. Trade credit is
relationship-based lending; it is generally extended to parties with whom a supplier
has a business relationship (Nadiri, 1969). Suppliers and buyers obtain information
about each other as a by-product of their proximity and frequent interactions (Ng et
al., 1999), enabling them to reduce adverse selection ex ante, which in turn should
lead to reduced opportunism ex post. Thirdly, when trade credit transactions are
frequent, it will be costly to write elaborate contracts each time. Finally, due to
close proximity and repeated interactions between suppliers and customers, trade
credit contracts may easily be enforceable, reducing the burden of writing complex
contracts. The enforceability of contracts influences the behaviour of transacting
parties from that of non-cooperation to cooperation, thus creating economic
efficiency. Trade credit relationships can be likened to an infinitely repeated game,
where continuous cooperation is necessary to obtain a Nash equilibrium (see
Nash, 1951). The cooperation of transacting parties depends on the effectiveness
of enforcement mechanisms that makes the costs of non-compliance higher than
the benefits of non-compliance (Cuevas et al., 1993; Fafchamps et al., 1995; Klapper
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et al.,, 2012). There are formal and informal mechanisms for enforcing contracts.
Dyer (1997) states that the use of informal mechanisms such as threat of refusal
of future business, coercion or harassment, and threat of legal action is effective at
controlling opportunism or moral hazard in relationships that have an indefinite
time horizon (such as trade credit relationships). Even though parties in trade credit
relationships are less likely to use the formal legal system for contract enforcement
(Cuevas et al., 1993), the quality of the legal system is important for confidence in

doing business.

Elements of Trade Credit Contracts and Empirical Evidence

There are variations in trade credit contract terms depending on the transactors,
transaction, industry and location (Smith, 1987; Long et al., 1993; Cuevas et al.,
1993). According to Wilson and Summers (2002), credit terms ‘refer to the written
or stated policies given to a customer with regards to the timing of payments,
discounts for early settlements, the methods of payment, ownership of goods prior
to payment, and interest or penalties for late payment’ (p.320). A typical trade credit
contract will contain the identifying information of the contracting parties (e.g.,
names, addresses), the date of transaction, goods involved in the exchange and
their currency value, discounts (if any) and period of maturity (see Figure A1 and
Figure A2). Some trade credit contracts also contain penalty for delayed payment
such as charging fees on amount past due (see Figure A2). Trade credit terms (or
policies) are of two types: net terms and two-part terms (Ng et al., 1999; Smith,
1987). The net terms indicate the amount that should be paid in full at a due date
following a transaction. As an illustration, ‘net 30’ means pay x amount by the 30"
day following the transaction. The two-part terms involve a stated discount if
early payment is received before the due date. To illustrate, 2/10 net 30" implies the
customer will receive a discount of 2% off x amount if payment is made in 10 days;
else the entire x amount is due by the 30™ day following the transaction. Figure
A1 and Figure A2 are sample contracts containing net terms and two-part terms,

respectively.

The Amount of Trade Credit

Generally, the amount of trade credit is conditioned on the amount of goods
purchased (Burkart & Ellingsen, 2004). The liquidity of the goods involved also
influences trade credit amounts. Goods with high degree of liquidity lead to smaller
amounts of trade credit and vice versa. Trade credit is high in transactions between
suppliers and international customers for quality verification purposes (Ng et al.,
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1999; Cuevas et al., 1993). When the goods involved in the exchange are highly
specific, trade credit amounts are higher (Costello, 2013). Trade credit amounts
are also higher in markets characterised by high competition than in monopolies
(Fisman & Raturi, 2004). Firms with large volumes of inventories may also offer
more trade credit (Elliehausen & Wolken, 1993). Long et al. (1993) found that larger
trade credit amounts are associated with goods with long production time, implying
high quality or complex products. Low-quality or highly perishable products are less
likely to be sold on credit. For instance, food firms sell less on credit (Fafchamps et
al,, 1995; Cuevas et al., 1993).

The empirical evidence on the effect of firm size and amount of trade credit
extended and received appear mixed. Large firms have been found to extend larger
amount of trade credit (Costello, 2013; Lin & Chou, 2015; Carvalho & Schiozer, 2015;
Petersen & Rajan, 1997) and receive larger amount of trade credit (Lin & Chou, 2015,
Garcia-Teruel & Martinez-Solano, 2010; Ferrando & Mulier, 2013; Fisman & Raturi,
2004). Inverse relationships have also been found between firm size and amount of
trade credit supplied (Long et al., 1993; Alarcén, 2011) and amount of trade credit
received (Kihanga et al., 2010). In terms of firm age, older firms are found to receive
larger amounts of trade credit (Petersen & Rajan, 1997; Kihanga et al., 2010; Garcia-
Teruel & Martinez-Solano, 2010), which may be attributed to their perceived high
credit quality. In trade credit supply however, the results are mixed (e.g., Garcia-
Teruel & Martinez-Solano, 2010; Petersen & Rajan, 1997).

Trade Credit Discounts, Discount Period
and High Interest Controversy

Only two-part terms have discount provisions. The most widely used two-part
term in the business world is 2/10 net 30. However, credit terms and discount offer
differ across countries (Ferrando & Mulier, 2013) and industrial sector (Klapper et
al., 2012). Klapper et al. (2012) found that only 13% of trade credit contracts offer
early payment discount, with suppliers that retail in hard goods more likely to offer
discounts. Furthermore, they found that smaller firms offer discounts to customers
that carry market power, implying price reduction for these firms. Danielson and
Scott (2000) found that discounts are offered in less than 50% of purchases by
firms, suggesting a supplier can use a combination of discount and straight terms
for a customer in one transaction. Ellingsen et al. (2016) observe no early payment
discounts in Sweden while Fabbri and Klapper (2016) report that about 20% of firms
in China offer early payment discounts. Ng et al. (1999) found net terms among

agro-food firms producing perishable products, while both terms are found among
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firms supplying less perishable food products. Two-part credit terms are common
among suppliers with established reputation for product quality (ibid).

The actual interest charges on trade credit are largely unknown. The widely held
view in the literature is that the implicit interest charged on trade credit is higher
than bank credit, making trade credit an expensive credit and secondary to bank
credit (Petersen & Rajan, 1997; Lin & Chou, 2015, Cuevas et al., 1993; Ferris, 1981;
Smith, 1987; Ng et al., 1999; Wilson & Summers, 2002). The discount rate usually
serves as the basis for computing the implicit interest rates and then comparison
is made with bank interest rates. In the literature, the implicit yearly interest rate
is compounded in the range of 18.5%-45%. Specifically, given a 2/10 net 30 terms,
the 10" day is considered a grace period and, if payment is made by that date, the
credit is interest free. Beyond the 10™ day, the buyer is effectively borrowing for
the next 20 days at an interest rate of 2%, which is compounded to yearly implicit
interest rate of about 43.9% (Ng et al., 1999).*® With empirical data, many studies
have challenged the notion that trade credit is more expensive than bank credit
(e.g., Marrotta, 2005; Fabbri & Klapper, 2008; Burkart & Ellingsen; 2004; Chludek,
2011; Klapper et al., 2012). Klapper et al. (2012) show that trade credit is a cheaper
short-term financing source. In their compar.

ative estimation of implicit cost of trade credit and interest cost of bank credit,
Fabbri and Klapper (2008) found trade credit to be a cheaper source of working
capital. Chludek (2011) estimates the average trade credit interest rates to be
between 4-6%, comparable to rates offered by alternative financing sources.
Cheng and Pike (2003) show that firm managers in the UK consider trade credit as
interest free loans with cash discounts offers and lengthening of credit period being
equivalent to price reductions relative to list prices when firms take advantage
of the discounts. Ellingsen et al. (2016) examined longitudinal data of 52 million
trade credit contracts for some 51 firms over a period of g years and show that trade
credit is a cheaper source of credit and is prioritised by firms over other sources
of financing. If discounts are price reductions to elicit early payment, it thus calls
to question the use of discount rates as basis for computing implicit interest on
trade credit. What will be the basis for computing implicit interest on trade credit
if net terms are offered? In general, the extensive use of trade credit in business
transactions calls to question the notion of ‘expensive trade credit.’ Aside the
financing motive, charging interest on trade credit will be counter-intuitive if the
motives for trade credit are transactional and commercial.

100 360/discount period
18 Formula from Ngetal. (1999): mplicit interest rate = {( ) - 1}

100 — Discount rate
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Trade Credit Period

In general, 30-day credit periods are commonly reported in the literature (Klapper
et al., 2012; Ferrando & Mulier, 2013; Ellingsen et al., 2016). Nevertheless, there are
wider variations by country, industry and transaction. Credit terms less than 30
days and greater than 30 days have been reported (Ng et al., 1999; Fafchamps et al.,
1995; Fabbri & Klapper, 2016). While Ng et al. (1999) and Costello (2013) found trade
credit terms to be relatively standard within industries, however, for industries that
are highly heterogeneous such as the food industry, variations may be significant.
Deloof and Jegers (1996) and Long et al. (1993) found about 62 days of payables
outstanding among firms. Ferrando and Mulier (2013) found average maturity
period of payables of 30 days in Germany and Finland and higher period (over
50 days) in Spain, Italy and Portugal; they found an even higher period in trade
receivables (over 100 days). Cheng and Pike (2003) found days of payables ranging
from 5-60 days, with 34 days on average. Huyghebaert (2006) reports an average of
84 days of payable outstanding among Belgium industrial firms while Fabbri and
Klapper (2016) found payment period ranging from 1-6 months in China. Costello
(2013) noted an average trade credit period of 47.6 days, 15% of contracts increase
the amount of trade credit relative to the previous contract, and 18% percent of
contracts increase the duration of trade credit relative to the previous contract. This

shows the importance of building trust and reputation in trade credit relationships.

Shorter credit periods have been shown to be associated with soft or non-complex
goods (Klapper et al.,, 2012; Ng et al., 1999). For instance, Costello (2013) reports
longer net days for more complex products ranging from 8 days for perishable food
products to 9o days for instruments. The rate of goods turnover (production cycle)
is inversely related to credit period (Long et al., 1993; Garcia-Teruel & Martinez-
Solano, 2010; Deloof & Jegers, 1996). Long et al. (1993) attribute this to quality
verification motive as more time is required for customers to verify the quality of
difficult-to-observe-quality products before making payment. Firms producing
soft products (easy-to-observe-quality-goods) will offer shorter credit periods. The
duration of credit increases with firm size (Fafchamps et al., 1995; Ellingsen et al.,
2016) and international customers (Cuevas et al., 1993) and customers with market
power (Ellingsen et al., 2016; Fabbri & Klapper, 2016). Many of the reported average
trade credit periods are days of credit outstanding and not necessarily, what the
initial contracts may stipulate. Overdue payments are reportedly common in trade
credit relationships (Fafchamps et al., 1995; Ng et al., 1999; Fabbri & Klapper, 2016;
Ellingsen et al., 2016; Cuevas et al., 1993).
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THEORIES OF TRADE CREDIT:
APPLICATIONS AND LIMITATIONS

The theories of trade credit are centred on various motives driving trade credit
activity. They are presented in Table 1, grouped into three broad categories:

financing, operation/transaction and commercial theories.

Table 1: Theories of trade credit

Broad Category Specific Theory Seminal Papers
Financing theories Financing advantage theory- Schwartz (1974); Emery (1984);
information, liquidation, liquidity | Melzer (1960)
and financial distress, monetary
policy
Transaction/operational Transaction cost theory Ferris (1981); Emery (1984)
theory
Commercial theories Marketing, market power and Nadiri (1969);
competition theories Wilson & Summers (2002)
Price discrimination theory Brennan et al. (1988)
Quality guarantee/verification Smith (1987); Long et al. (1993)
theory
Long-term relationship Summers & Wilson (2000);
Longetal. (1993)
Tax theory Brick & Fung (1984);
Brennan et al. (1988)
Financing Theories

These are the first theories of trade credit that emerged. Trade credit arises from
financial market imperfections (Emery, 1984). There are versions of the financing
theory including the information advantage theory, liquidity (and financial distress)
theory, asset liquidation theory and monetary policy effects. The information
advantage theory posits that suppliers have information advantage over traditional
financial intermediaries and are therefore able to engage in financial intermediation
at lower transaction costs. Suppliers gain information about their clientele as
a by-product of their close proximity and regular interaction (Petersen & Rajan,
1997), making it easier and cheaper for them to establish the creditworthiness of
their clientele ex ante and monitor and enforce credit contracts ex post (Emery,
1984). In cases of default, suppliers are better able to establish whether the default
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is intentional or unintentional, to inform appropriate actions (Ng et al., 1999). In
addition, suppliers deal with customers that are relatively homogenous, making it
easier and cheaper to collect information as oppose to a heterogeneous clientele
portfolio of banks. The asset liquidation theory dictates that firms have advantage
over traditional financial intermediaries in seizing and liquidating the assets of
defaulting borrowers at lower transaction cost (Emery, 1984; Peterson & Rajan,
1997). This is because suppliers and buyers operate within the same or similar value
chains (Emery, 1984).

The liquidity theory focuses on suppliers with excess liquidity investing in trade
credit to generate returns. According to Schwartz (1974), firms with easier and
cheaper access to credit in the capital markets may have the incentive to borrow
and in turn use the funds to finance the purchases of customers who may be credit
rationed. This is referred to as ‘re-distributional’ role of trade credit (Meltzer, 1960).
The optimal level of trade credit is attained when the marginal revenue of supplying
trade credit is equal to the marginal cost (Emery, 1984). The effect of changes in
monetary policy on trade credit supply and demand is at the macro-level. In a tight
monetary policy regime, interest rates are driven up and credit rationing increases,
constraining the ability of firms to access credit from capital markets. The credit-
rationed firms will thus tend to depend more on their suppliers to finance their
purchases. Therefore, trade credit use will increase under tight monetary policy
regime and vice versa (Meltzer, 1960; Schwartz, 1974). This has been confirmed
by Meltzer (1960) and Mateut et al. (2006). Periods of economic downtowns and

financial crisis also increase trade credit activity (Lin & Chou, 2015).

The financing theories has several limitations. The financing theory cannot
adequately explain prepayment/ advanced payment form of trade credit. The
implicit assumption that trade credit and bank credit are substitutes is questioned
by many recent studies that have found a complementary relationship (Carvalho &
Schiozer, 2015; Vaidya, 2011; Fisman & Raturi, 2004). Additionally, the assumption
that bank credit is superior to trade credit is seriously challenged with recent
empirical evidence (e.g., Marotta, 2005; Ellington et al., 2016). In many studies,
younger and smaller firms that should be credit-rationed according to the
financing theory are found to supply more trade credit (Kihanga et al., 2010; Long
et al., 1993; Fabbri & Klapper, 2008), thus reducing the explanatory power of the
financing theory. The liquidation theory is inapplicable in transactions involving
services. The financing motive may be inapplicable to trade credit with shorter
credit periods (Schwartz, 1974). In sum, though the financing theory provides
relevant explanation on the use of trade credit, it is inadequate in comprehensively
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explaining all aspects of trade credit activity, implying non-financial theories
may also be relevant. Empirically, the results are mixed: some studies have found
support ( Lin & Chou, 2015; Huyghebaert, 2006; Garcia-Teruel & Martinez-Solano,
2010; Peterson & Rajan, 1997; Carvalho & Schiozer, 2015; Costello, 2013; Deloof &
Jegers, 1996), partial support ( Danielson & Scott, 2000) and no support (Alarcén,
2011; Ng et al., 1999; Giannetti et al., 2011; Marotta, 2005; Ellingsen et al., 2016).

Transaction (or Operational) Theory

Contrary to the neoclassical assumption of the absence of transaction costs in
economic exchanges, there are ex ante and ex post transaction costs (Williamson,
1985) that should be considered in making economic decisions. Ferris (1981),
Schwartz (1974) and Emery (1984) put forth the transaction theory, however,
Schwartz (1974) and Emery (1984) later abandoned the transaction theory in favour
of financing theory in same papers. According to the transaction cost theory, using
trade credit can improve operational efficiency and economise on transaction costs
for all transacting parties (Schwartz, 1974; Ferris, 1981). Joint economisation of
transaction costs of exchanges can be achieved through ‘separation of exchange
of goods from the exchange of money’ (Ferris, 1981; p. 244). By granting trade
credit, both transacting parties can economise on transaction costs by allowing
payments to be accumulated and paid periodically. In so doing, both parties can
avoid the number of trips they make to the bank and reduce other transaction
costs such as frequent transportation costs and bank charges (Schwartz, 1974). The
level of transaction costs savings that can be realised is dependent on transaction
frequency, uncertainty and the degree to which investments are transaction specific
[see Williamson (1979) characterization of transactions]. There can be cost savings
by employing trade credit where transactions are frequent (Petersen & Rajan, 1997).
For goods that are highly specific, prepayment or advance payment type of trade

credit may be crucial in managing risks (Cuevas et al., 1993).

Transaction costs increase when economic exchanges are characterised by supply
and demand uncertainties (Ferris, 1981). Firms can offer trade credit to customers
who buy goods in periods of low demand, thus reducing storage cost by avoiding
excessive inventories while the buyers will have adequate inventories to smoothen
production (Petersen & Rajan, 1997; Garcia-Teruel & Martinez-Solano, 2010).
Similarly, generous terms of trade credit can be offered to encourage purchases
when there is deficit in demand (Emery, 1984). Offering trade credit can increase
the volume of trade per transaction, which in turn may lead to reduction in costs
such as transportation costs (Kihanga et al., 2010). According to Schwartz (1974),

GJDS, Vol. 17, No. 1, May, 2020 | 79



Ghana Journal of Development Studies, Vol. 17 (1)

the explanatory power of transaction theory diminishes when it comes to observed
variations in credit periods between firms and in different industries. Also, the
response of trade credit to changes in monetary policy cannot be explained by
transaction motive. Another limitation as highlighted by Ferris (1981) is that the
relevance of transaction motive is limited to short period credit. Studies supporting
the theory include Ferrando and Mulier (2013), Huyghebaert (2006), Ng et al. (1999),
Wilson and Summers (2002), Cheng and Pike (2003), Elliehausen and Wolken (1993)
and Vaidya (2011). Garcia-Teruel and Martinez-Solano (2010) found no support for
the theory.

Marketing, Market Power and Competition Theories

Trade credit can be deployed by firms as marketing or sales promotion device to
drive sales (Nadiri, 1969; Wilner, 2000). Nadiri (1969) argue that trade credit and
advertisement produce similar effects as both are investments that yield expected
benefits to a firm over time. Therefore, the cost of supplying trade credit is
synonymous with advertising expense and should be treated as such (ibid). Trade
credit can shift the position of the demand curve for firms’ products through
market expansion. Especially for new entrants in a market or for newly introduced
products, trade credit can serve as an important marketing tool to gain market
share (Wilson & Summers, 2002). Trade credit and credit terms can be varied to
stimulate demand; a firm can extend more trade credit on favourable terms during
periods of low demand and tighten credit terms during periods of high demand
(Emery, 1984; Cheng & Pike, 2003). Bhattacharya (2008) relates the use of trade
credit as a marketing device to the ‘push’ strategy of marketing. Suppliers can
push their products into distribution channels using trade credit as incentive.
Offering trade credit may enable a firm to differentiate its products from those of

its competitors, building competitive advantage in the process (Cheng & Pike, 2003).

The effectiveness of trade credit as marketing tool is dependent on the degree
of market competition. The use of trade credit is expected to be high in markets
characterised by high competition. As customer switching between suppliers may
be pronounced in competitive markets, offering trade credit may help gain and/
or retain customers (Cheng & Pike, 2003; Fisman & Raturi, 2004; Van Horen,
2005). Hermes et al. (2012) found that extension of trade credit prevents customer
switching in Tanzania. As confirmed by Fisman and Raturi (2004) and Van Horen
(2005), firms operating in less competitive markets, such as monopolistic markets,
will supply less trade credit. The supply of trade credit will be particularly high

among small and young firms as a competitiveness strategy (Long et al., 1993;
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Cheng & Pike, 2003). However, large firms may also seek to establish and maintain
market power by offering more trade credit (Brennan et al., 1988). In this way,
trade credit can reduce market competition and create entry barriers for new firms.
Where a customer commands more market power than a supplier, trade credit
supply will be on the terms of the customer. Customers that carry market power
may force suppliers to extend trade credit using threat of switching (Van Horen,
2005; Fabbri & Klapper, 2008). Customers with market power are also likely to be
offered favourable terms of trade credit (Klapper et al., 2012; Ellingsen et al., 2016).
Firms that are in financial distress may still be compelled to sell on credit in order
to maintain powerful customers. This theory has been largely supported (Nadiri,
1969, Garcia-Teruel & Martinez-Solano, 2010, Fisman & Raturi, 2004, Cuevas et
al., 1993, Van Horen, 2005, Cheng & Pike, 2003; Fabbri & Klapper, 2016). However,
Kihanga et al. (2010) and Costello (2013) found no empirical support.

Long-Term Relationship Theory

Trade credit may be employed to attract and build long-term relationships with
customers, an investment that is expected to yield a stream of benefits over time
(Nadiri, 1969; Wilner, 2000; Wilson & Summers, 2002). Customer switching is a
common phenomenon; Reichheld and Sasser (1990) state yearly customer defection
rates of about 15-20%. According to Cheng and Pike (2003), offering trade credit
may not only enable a firm to attract new customers, it can also be used to retain
and develop a stable customer base for a firm’s products. Relationship building
is especially important for newly established firms entering the market (Wilson
& Summers, 2002) and in competitive industries where customer switching is
prevalent (Van Horen, 2005; Alarcén, 2011). A supplier extending trade credit may
signal to customers that the supplier intends to develop and maintain long-term
business relationships (Smith, 1987; Cheng & Pike, 2003). A firm may offer trade
credit to distressed firms, despite the high risk, as a way of supporting their survival
because they have a stake in their long-term survival (Wilner, 2000). Conversely,
credit constrained firms may extend trade credit as a way of retaining customers
and increasing sales (Brennan et al., 1998; Van Horen, 2005; Fabbri & Klapper, 2008).
Moreover, trade credit terms can be varied to reward loyal customers especially
when they are in distress (Cheng & Pike, 2003). This theory has been supported by
Cheng and Pike (2003), Cuevas et al. (1993) and Hermes et al. (2012).
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Quality Guarantee (Verification or Assurance) Theory

This theory has its foundations in information economics and agency theory.
Information asymmetry between sellers and buyers on quality of goods constrain
the demand for goods by the latter (Smith, 1987). The inability of buyers to
determine the quality of products ex ante affects their purchasing decisions as
buyers will want to convince themselves they are not buying ‘lemons’ (see Akerlof,
1970). The quality guarantee theory stipulates that credit sales may serve as implicit
guarantee for goods quality. This will allow time for buyers to verify the quality
of goods before making payment (Smith, 1987; Long et al., 1993; Fafchamps, et al.,
1995). Trade credit in this sense consists of deferred payment terms extended to
buyers until they verify product quality (Long et al., 1993). In a study of US, UK
and Australian firms, Pike et al. (2005) found that firms use trade credit terms
to reduce information asymmetries. When the volume of purchases is high, it is
very difficult to conduct on-the-spot verification, allowing firms time to verify the
quality and quantity of goods supplied can facilitate trade (Fafchamps et al., 1995).
The length of time allowed for verification is directly related to the volume and
degree of complexity of goods involved in exchanges. Longer periods are required if
the products being offered are complex and the quality is not obvious (Long et al.,
1993; Deloof & Jegers, 1996). For this reason, Long et al. (1993) argue that agro-food
products require less time for verification in that they are highly perishable and
easy to observe their quality. Furthermore, Long et al. (1993) and Deloof and Jegers
(1996) argue that firms with longer production cycles will supply more trade credit
to customers. While Long et al. (1993) found empirical support among American
firms, Deloof and Jegers (1996) found no relationship among Belgium firms.

Offering trade credit also convey signal about the quality of goods (see Smith,
1987; Long et al.,, 1993). Where buyers are unable to distinguish between product
types, only high-quality suppliers will offer trade credit (Long et al., 1993). A firm
supplying ‘lemons’ will tend to demand cash payment. Conditioned on information
asymmetry, Vaidya (2011) argue that firms offering large discounts on goods to
elicit early payment should signal low quality goods. The theory has very limited
explanatory power for well-established firms or products. Thus, the quality
verification theory cannot survive subsequent trade credit activity between a firm
and its customers after initial periods of transaction. Additionally, in markets
where the products are not uniquely identifiable, the quality verification motive has
limited explanatory power (Long et al., 1993). In general, under perfect competition,
the quality verification motive cannot explain the existence of trade credit as
information asymmetries between transacting parties will not exist. While Long
et al. (1993) found empirical support, Deloof and Jegers (1996) and Ng et al. (1999)
found partial support, and Costello (2013) found no support.
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Price Discrimination Theory

Firms may employ various strategies to price discriminate indirectly outside the
permissible boundaries. The price discrimination theory posits that firms may price
discriminate indirectly using trade credit (see Petersen & Rajan, 1997; Brennen et
al., 1988). This generally works in favor of low credit quality or risky customers. If
both high - and low-quality customers are granted the same trade credit terms,
the effective price of the goods is reduced for the low-quality customers, enabling
them to express their demand (Petersen & Rajan, 1997). Ceteris Paribus, prices
should be risk-adjusted for low-quality customers. However, Ng et al. (1999) argue
that the gains from extending trade credit to risky customers may be higher if
they are the ones that constitute the price elastic segment of the market. Garcia-
Teruel and Martinez-Solano (2010) argue that prolonging the period of credit
payment or offering huge cash discounts to elicit prompt payment is a form of price
discrimination as the same goods will in effect be sold at different prices to different
buyers based on their response to the credit terms. Offering favorable trade credit
terms to distressed firms with the aim of helping them to survive (e.g., Petersen
& Rajan, 1997) constitute price discrimination. Also, imperfections in the product
market may provide grounds for price discrimination as customers may have
different reservation prices (Vaidya, 2011). Firms with market power can enhance
their returns through price discrimination using trade credit (Cheng & Pike, 2003).
Empirically, Garcia-Teruel and Martinez-Solano (2010), Giannetti et al. (2011),
Vaidya (2011), Cheng and Pike (2003), Pike et al. (2005), and Ng et al. (1999) found
support for price discrimination theory. Kihanga et al. (2010) found only partial

support while Alarcén (2011) and Peterson and Rajan (1997) found no support.

Tax Theory

The tax theory of trade credit is built generally on two arguments: (1) deferment
of tax liabilities through trade credit supply, and (2) capital relocation between
high and low tax jurisdictions using trade credit as vehicle. Brick and Fung (1984)
showed that the accounting system affects the timing of tax liability of suppliers
and tax deductibility of buyers and hence their cashflows. Firms can supply trade
credit as means of deferring their tax liabilities and enhancing their cashflow under
high tax regimes (Brick & Fung, 1984; Mian & Smith; 1992; Brennan et al., 1988).
However, the effect of trade credit on taxation is dependent on the accounting
system in practice (Desai et al., 2016; Brick & Fung, 1984; Emery, 1984). Under cash
accounting system, the supplier does not have tax liability until payment for goods
supplied on credit terms is received and the buyer does not receive immediate tax
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deduction until payment for goods is made. With this, selling on credit may enable
suppliers to avoid immediate tax payment, thus improving their cashflows. Under
accrual accounting, however, when trade credit is offered, tax liabilities are due at
the time of sale even though cash has not been received and the buyer also receives
tax deduction even though payment is yet to be made (Desai et al., 2016; Brick &
Fung, 1984).

Trade credit may be used to reallocate capital from low tax to high tax jurisdictions.
Desai et al. (2016) argue that high tax rates drive up the cost of capital, resulting
in low investment levels and high pre-tax returns on invested capital. Since pre-
tax returns on invested capital are higher in high tax jurisdictions, extending
trade credit from low tax jurisdictions to affiliates in high tax jurisdictions (capital
transfer) brings about mutual benefits to the parties (ibid). The limitations are that,
the theory is effective only under cash accounting system and where the payment
period is longer to permit the needed investment. Desai et al. (2016) and Long et al.

(1993) found empirical support for tax theory in their respective studies.

Towards a Comprehensive Theory of Trade credit

Many studies employ proxy variables to test the trade credit theories and for the
same theory, it is common to observe different proxy variables deployed. This limits
the comparability of findings. For many of the studies, it is often the case that more
than one theory is confirmed. This suggests that firms have different motives for
engaging in trade credit activity at the same and different times, and with different
trading partners. Thus, motives for trade credit may vary cross-sectionally and
inter-temporally. There is also considerable overlap among the theories (see also
Long et al., 1993, Cheng & Pike, 2003). Even though a supplier may be offering
trade credit with a specific motive (primary motive) in mind, other motives may
come into play as by-products of the primary motive. The interrelated nature of
the theories is confirmed by the fact that researchers tend to infer more than one
theory (or motive) from a single variable (e.g., Long et al., 1993; Petersen & Rajan,
1997; Alarcén, 2011). These interrelationships should serve to guide methodological
approaches to testing these theories. Also, in efforts to develop a comprehensive
theory of trade credit, these interrelationships should be recognised and should
inform the approach(es). Moreover, the existing theories appear to be centred,
generally, on transaction cost and information asymmetry reduction and should

thus be a focal point in efforts towards comprehensive theory development in the

field.
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CONCLUSION AND IMPLICATIONS FOR
POLICY AND FUTURE RESEARCH

As shown in the paper, the incidence and level of supply and demand for trade
credit are high. This should warrant some policy attention, particularly regulatory
attention by governments. Some regulation is especially important as trade credit
has limitations. Suppliers of trade credit face the risk of bad debts if enforcement
mechanisms are ineffective. Also, payment delays, as commonly reported in the
literature, can disrupt firms cashflows, delay planned investments and cause firms
to lose value. Offering discounts for early payment represent price reductions, which
can affect firms profits unless the prices of the goods are adjusted for interest. For
buyers, payment delays can cause them to lose key suppliers. Additionally, buyers
may face high prices of goods and hence reduced profitability if goods prices are
adjusted for interest and provided the interests on trade credit are higher than
interests on bank credits. For reverse trade credit particularly, buyers run the
risks of delayed supply of goods, which may disrupt planned operations or risks
losing their prepayments completely if suppliers fail to perform the contract and
enforcement mechanisms are ineffective. In general, managing trade credit comes

with transaction costs for suppliers and receivers.

Trade credit contracts are not particularly complex, and factors such as shortness
of credit period, frequent transactions, close proximity and interaction between
suppliers and customers, and effective informal enforcement mechanisms may
account for the observed nature of trade credit contracts. There are variations in
trade credit usage, terms, and maturity periods across countries and industries,
and even within industries. Future research should focus on specific industries
as industry level studies are rare. The wide use of trade credit around the world
suggests that trade credit is cheaper relative to other sources of financing.
Arguments for costly trade credit are grounded on aspects of the financing theory
and are not sustained by the empirical evidence. Charging interest on trade
credit cannot be supported by the non-financial theories of trade credit. The use
of trade credit in inter-firm trade is a multidimensional phenomenon driven by
varied yet interconnected motives. These inter-relationships should serve to guide
methodological approaches to testing these theories. Existing theories appear to be
generally centred on transaction cost and information asymmetry reduction, which
present an opportunity for comprehensive theory development in the field. Most
of the theories have received considerable empirical support in both developed and
developing countries.
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Figure A1: Sample Trade Credit Contract with Net Terms

Adopted from LR Bookkeeping (2014).
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