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ABSTRACT  

Trade credits considered as an important source of finance for firms which are 
away from institutional finance. Moreover, in the seller’s point of view, it 
considered as a tool for boost the sales. Hence, many researchers studied the 
importance of trade credit and formulate the trade credit theories, such as 
financing theory, liquidity theory, financial distress theory, quality guarantee 
theory, transaction cost theory, price discrimination theory, product 
differentiation theory and market power theory. In this paper, market power 
theory only has been studied with a sample of BSE Auto Index companies. This 
theory states that payable will be higher than the receivables when a firm having 
high brand equity. OLS regression model were employed to study the impact of 
brand equity on the ratio of trade creditors to trade debtors. Our result supports 
the market power theory that the proxy for brand equity had positively influence 
the ratio of payables to receivables.   

KEYWORDS: Trade Credit, Trade Credit Theories and Market Power Theory. 
 
 

INTRODUCTION 

In the day to day business operation, 
payment for delivery of goods or services 
may be made before delivery, on delivery 
or even after delivery. When sellers allow 
the buyers to make the payment after 
delivery, trade credit will be extended and 
the seller will assume the credit risk. This 
is one of the oldest forms of informal 
arrangement between companies and still 

it is an important source of finance for 
most of the firms and also considered as 
crucial for firms which are away from 
bank credit. Hence, trade credit is a single 
most important source of short-term 
external finance for firms. In general, 
supplier sends goods to the buyer on credit 
which the buyer accepts, and thus, in 
effect, agrees to pay the amount due as per 
the sales terms in the invoice. However, 
buyer does not formally acknowledge it as 
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a debt and does not sign any legal 
instrument. With the mutual confidence 
between the buyer and seller trade credit 

becomes a routine activity, which may be 
periodically reviewed by the supplier. This 
situation is explained in Figure I. 

 

FIGURE I DIFFERENT PAYMENT TIMES IMPLIED BY CREDIT POLICY 

 

Payment Before Delivery Cash Payment  Payment After Delivery 

 

Delivery  Payment due if 
discount is taken 

 Payment due 
on net date  

      

      Total credit period  

 

     Credit period if discount is taken 

Source: Ng, et al. (1999) 

Though trade credit is an easily available 
source of short term finance, it associates 
with high cost than bank credit.  However, 
till, buyers extensively use the trade credit 
as a source of finance (Wei and Zee, 
1997). Besides, though, lending is not a 
business of suppliers they extend the credit 
to their customers. These distinctive 
temperaments attract the academic 
scholars to make the research in this area 
to substantiate the existence of trade credit, 
dating back at least to Wendt (1947), who 
examine the availability of loans to small 
business in California. Since then, scores 
of articles have addressed these issues. 
Based on the earlier researches, several 
theories have been developed in the last 
three decades of twentieth century to 
explain the role of trade credit. Such 
theories are financing theory, liquidity 
theory, financial distress theory, quality 
guarantee theory, transaction costs theory, 
price discrimination theory, product 
differentiation theory and market power 

theory. This paper briefly discusses about 
these theories and examines the 
application of the market power theory in 
Indian context. 

2. FINANCING THEORY 

 This is an oldest theory introduced 
by Schwartz (1974). It assumes that trade 
credit is a substitute for institutional 
financing. This theory argues that 
suppliers have higher advantages than the 
financial institutions. Such advantages are 
as follows.  

 Suppliers have close contact with 
buyers. Hence, they can monitor 
their customers on a day-to-day 
basis.  

 Suppliers can liquidate the assets 
of default buyers more 
effectively than financial 
institution, by reposes the goods, 
which are supplied on credit, and 
sell them quickly with or without 
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additional processing. If supplied 
goods are more durable, suppliers 
have greatest collateral asset, and 
hence, they can offer better credit 
terms (Mian and Smith, 1992).   
 

 Suppliers can threaten the buyers 
to stop supplies if the payment is 
delayed. Such an opportunity is 
not available with a bank or 
financial institution.  

  
This theory explains the trade credit 

in suppliers’ point of view alone. It fails to 
explain why buyers accept the trade credit 
instead of institutional finance. Wilner 
(2000) and Nilsen (2002) examine why 
buyers accept the trade credit and find that 

    
 The inefficiency of financial 

market is the reason for existence 
of trade credit, though it bears 
high cost. 
 

 Firms with greater probability of 
default prefer trade credit than 
institutional finance. 
  

 During recession firms depend 
more on trade credit.  

 
 However, their study fails to 
explain why large firms, which can easily 
access the institutional finance, are also 
found to make use of trade credit.  
  
3. LIQUIDITY THEORY  
 
 Liquidity theory is the extension of 
financing theory. It argues that the firms 
which suffer due to credit-constrains are 
likely to use more trade credit than the 
firms which can easily access the 
institutional finance. Petersen and Rajan 
(1997) find the negative relationship 
between the proxies of bank credit and 
trade credit. Nielson (2002) examined the 
sample of small firms and found that 

credit-rationed firms typically demand 
more trade credit from large corporate. He 
also noted that the trade credit tends to be 
less used in countries where companies 
have good relations with banks.  
 
 On the other hand, small firms 
cannot threaten the buyers to make 
payment in time by cut off supplies. 
Hence, they cannot realise their accounts 
receivables in times, which lead them to 
negative cash flow and decrease in sales. 
For this reason, sellers need to increase the 
trade credit to overcome the negative cash 
flow and decrease in sales.  
 
 In addition, the firm which has 
high level of inventories may not like to 
use the trade credit, before converting the 
raw materials into finished goods and 
finished goods into sales. But, it is ready to 
offer the trade credit to boost the sales; and 
hence, the firm which suffers due to high 
level of inventory may have higher 
receivables than the payables.  
 
 This theory explains why firms, 
which are suffering due to credit-
constrained, negative cash flow and having 
high level of inventories, use trade credit. 
Like financing theory, this theory also fails 
to attempt why large firms, which are not 
suffering by any of the above constrains, 
do use trade credit. 
 
4. FINANCIAL DISTRESS THEORY   
 
 Petersen and Rajan (1997) 
proposed this theory. It is based on “buyer 
opportunism” and argues that buyers will 
be less prompt in making payment unless 
sellers threaten them by stopping supplies. 
This situation may exist when the buyer is 
one of the principal customers. Wilner 
(2000) observed that majority of suppliers 
cannot charge penalty on late payment, 
moreover half of them could not collect it. 
Besides delaying payment, buyers can get 
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larger discount and trade credit from the 
suppliers when the degree of dependence 
of the supplier on the customer is high. 
Petersen and Rajan (1995) find that 
principal customers paying more promptly 
to mitigate the financial distress of their 
suppliers, especially when they have long-
term stake in the relationship.  
 
 “Sellers opportunism” also exists 
when suppliers have monopoly power. In 
the initial period, suppliers firms offer 
trade credit liberally to retain the buyer. 
Later they squeeze the buyers when they 
cannot switchover to other suppliers 
(Petersen and Rajan, 1995). 
 
5. QUALITY GUARANTEE THEORY   
 
 Smith (1987) and Long, Malitz, 
and Ravid (1993) argue that trade credit 
allows the buyer to ascertain the quality of 
the product before making the final 
payment. Firms may offer warranties or 
even money back guarantees, though, 
enforcement of such warrantees and 
guarantees may take long time. Trade 
credit has some advantages when 
compared with money-back guarantees 
and warranties. First, in the case of money-
back or warranties, if the seller is not in 
business any more, the buyer can be 
demand. Second, when payment is made at 
the time of sale, a client, seeking the 
advantages of the money-back system, 
may try to convince the seller that the 
quality of the product is not as promised. 
Hence, buyers would normally like to pay 
after verifying the quality of the product. 
Moreover, suppliers like to grant trade 
credit as they have an immense interest in 
a customer’s success, since they expect the 
clients to buy more goods and service from 
them in the future. 

 Lee and Stowe (1993), Long 
Malitz and Ravid (1993), Deloof and 
Jegers (1996) and Wei and Zee (1997) 

studied the trade credit in this point of 
view and observe the following points: 

 Small firms tend to offer more 
trade credit than large firms, 
since small firms still have to 
establish their reputation on 
product quality. 
 

 Firms with longer production 
cycles offer trade credit, since 
they produce high-quality goods. 

 
 Firms selling products whose 

quality is difficult to measure 
extend long credit periods to 
examine the quality of the 
product. 
 

 This theory also states that the 
trade credit is valid for the initial period of 
supply only. When the quality of the 
product is established after few supplies, 
trade credit is not necessary. But, in real 
life situation, trade credit may exist even 
after many supplies have been made and 
also the quality of the product is known. 
Wei et al (1997) observed that the alarm of 
losing future business does not allow the 
sellers to supply low quality goods while 
receiving the order from the principal 
buyers. They also found that when a 
supplier working with capacity constrains 
they were not ready to offer trade credit. 
 
6. TRANSACTION COST THEORY 
 
 As per this theory, trade credit is 
used as a tool to mitigate the cost and not 
as a source of finance. When transaction 
between sellers and buyers are frequent, 
both the parties may reduce transaction 
costs by agreeing to a periodical payment 
schedule. This may earn profit only when 
the savings in transaction cost is higher 
than the cost of allowing trade credit. 
Petersen and Rajan (1997) and Mian and 
smith (1992) find that the cost of 
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monitoring customers and the credit may 
decrease if both are available at one point. 
Sellers who have large inventories can 
save the warehousing and inventory 
maintenance cost by offering the trade 
credit in order to increase sales.  

 Emery (1987) argues that trade 
credit can be employed as an operational 
tool. When demand fluctuates the 
company needs to adjust the production or 
price. He believes that both are very costly 
and a better decision could be taken. 
Hence, seller could change trade credit 
terms according to demand. Terms can be 
relaxed when demand drops and be 
tightened when demand increases. Long, 
Malitz and Ravid (1993) results show that 
firms with variable demand extend more 
trade credit than firms with stable demand. 

7.  PRICE DISCRIMINATION 
THEORY 

 Price discrimination strategy may 
be practiced by the sellers to increase the 
sales, when the market is highly 
competitive and buyers are heterogeneous. 
But, discrimination of price is restricted by 
regulations; moreover, management of 
such discrimination is also costlier.  In 
such a situation, trade credit can be used to 
successfully discriminating the prices. 
Meltzer (1960), Berger and Udell, (1998), 
Huyghebaert, Van de Gucht and Van Hulle 
(2007) found that the suppliers 
discriminate the prices in favor of the risky 
firm, because, he holds an implicit equity 
stake in the customer, equal to the present 
value of future profits from sales to the 
customers, and wants to protect that equity 
position by extending temporary short 
term financing.  Schwartz and Whitcomb 
(1979), Breman, Maksimovic and Zechner 
(1988) and Mian and Smith (1992) find 
that as credit terms are usually invariant to 
the credit quality of the buyer, trade credits 
are used to maintain the effective price to 
low quality borrowers. Soufani, K (2002) 

also found that if the market is a most 
price elastic segment, then trade credit is 
an effective means of price discrimination.  

Banerjee, S et al (2004) finds that 
when a firm has significantly large 
principal customers, intention to price 
discrimination wanes away. Moreover, 
each industry has its own trade credit 
terms; hence, market may not mind in 
changing the established practice. 
Therefore, trade credit can be used as a 
price discrimination tool to the extent of 
limited purpose only. Moreover, as per this 
theory, trade credit is attractive only to 
high risk marginal customers whose assess 
to institutional finance is prohibitively 
costly. Hence, it may lead to the incidence 
of bad debts. 

8. PRODUCT DIFFERENTIATION 
THEORY  

 Naidri (1969) introduced this 
theory and assumes that trade credit is 
used as sales promotion tool like 
advertisement. Hence, trade credit is 
considered as long term investment to 
maintain long term stake with customers 
and generate income over the period. He 
also states that trade credit is used as a 
non-price variable to influence the product 
demand through differentiation. Trade 
credit to sales has significantly positive 
relationship with elasticity of demand and 
profit margin. This study also noted that 
profit margin is inversely related to price 
elasticity which is consistent with Bernan 
et al ((1998). Blazenko and Vandezande 
(2003) hypothesized that when price 
elasticity of a product is constant, elasticity 
of trade credit may influence demand. 
During recent times, manufacturers of 
durable articles offer credit through their 
finance arms or allied financing company. 
Hence, this strategy is a single point 
disposal of both materials and credit.   
When a trade credit is used as a tool for 
product differentiation, both the customer 
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base and volume of credit may increase. 
This may increase the transaction and 
administration cost of trade credit. Due to 
this, the product differentiation strategy 
may not be an optimal policy. 

9. MARKET POWER THEORY  

 Irrespective of size, every firm 
needs to create its own brand. To create 
the brand name they need to invest in trade 
credit and advertisements. Advertisements 
generally focus on the entire market to 
motivate the ultimate consumers, but, trade 
credit is mostly restricted to dealers. 
Though financing is not a business of 
manufacturer, they do it, to motivate the 
trader to push the product of one 
manufacturer over the others. Hence, trade 
credit is a “Push” strategy of sales 
promotion. Evans (1998) finds that 
suppliers, who desire to maintain the 
market, grant more credit. This strategy is 
suitable for the product which has low 
consumer loyalty or not well known brand. 
To large extent, these products are trader 
dependent. There are various advantages 
that accrue to a brand builder vis-à-vis 
trade credit. Such as  

 A firm having brand equity enjoys 
offering low discounts and 
minimum trade credit. 
 

 On the supply side, firms can 
demand larger discounts and longer 
credit period from the suppliers. 
   

 Hence, firms having high brand 
equity should have lesser receivables than 
payables. Banerjee et al (2004) studied the 
large firms in US and found that trade 
credit and market power is negatively 
related. Willson and Summers (2002) 
examine the small firms and find that trade 
credit is positively related to the market 
power. In the study of large sample of 
firms in Eastern Europe and central Asia, 
Horen and Van (2007) found positive 

relationship between market power and 
trade credit.  

These two contrasting findings 
indicate that, in matured economies, large 
firms are net suppliers of credit and in 
developing economies they are net takers 
of credit. As per this theory, in a 
developing country like India, higher the 
market power or brand equity leads to the 
lower the receivables and higher the 
payables. In this study, the above 
hypothesis was examined with the sample 
of BSE Auto index companies. There are 
14 companies this index, which are 
engaged in the auto mobile industries. Out 
of 14 companies necessary data, for 10 
years from 2000 to 2009 were available for 
only 13 companies. Therefore, the total 
has been reduced to 13 companies.  

To gauge the impact of brand 
equity on receivables and payables, though 
value of brand equity is not published, 
except in case of acquisition, researcher 
has used the advertisement and sales 
promotion expenditure as a proxy for 
brand equity and applied as an 
independent variable in the ordinary least 
square (OLS) model. The ratio of trade 
creditors to trade debtors were also 
calculated and used as a dependent 
variable in the regression model. Hence, 
our model is  

TCTR it = βα + BE it + e it …….  (1)  

Where, 

TCTRit is the ratio of trade 
creditors to trade debtors of a company i at 
a time t. It is calculated by trade creditors 
divided by trade debtors. 

α  is the intercept of the regression model. 

β  is the beta coefficient of the brand 
equity. 
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BEit is the advertisement and sales 
promotion expenses of a company i at a 
time t. This is used as a proxy for brand 
equity.  

eit is the error term of the regression line.  

10. EMPIRICAL RESULTS 

 Table – I presents the descriptive 
statistics for the selected variables. It is 
obvious from the table that, on an average, 

Tata Motors Ltd invested highest amount 
in advertisement and sales promotion 
expenses (Rs. 709.30 crores) during the 
study period. But, it was much less in 
Ametk Auto Ltd, which had spent, on an 
average, only Rs. 5.13 crores. Though Tata 
Motors spend more amounts to build brand 
equity, the ratio of trade creditors to trade 
debtors (3.85) was less than Hero Honda 
Motors Ltd (5.19) during the period of 
2000 to 2009.    

 

TABLE – I DESCRIPTIVE STATISTICS FOR SAMPLE                                      
COMPANIES DURING 2000 TO 2009 

Company 

Trade Creditors/ 
Trader Debtors 

Advertisement 
&Sales  
Promotion 
Expenses   
(Rs in Crores) 

Min Max Mean SD Min Max Mean SD 

Amtek Auto Ltd. 0.13 0.28 0.21 0.05 1.02 9.56 5.13 3.47 

Apollo Tyres Ltd. 1.5 4.86 2.41 1.02 77.14 185.42 128.95 36.76 

Ashok Leyland Ltd. 0.4 3.44 1.27 0.91 142.47 525.31 288.24 151.17 

Bharat Forge Ltd. 0.87 1.93 1.37 0.35 0.35 67.15 29.80 23.92 

Bosch Ltd. 0.65 1.34 1.01 0.19 220.15 777.88 446.99 206.42 

Cummins India Ltd. 0.28 0.73 0.54 0.17 2.98 30.23 11.25 9.49 

Escorts Ltd. 0.72 1.41 0.94 0.24 51.9 159.26 88.36 36.34 

Exide Industries Ltd. 0.52 1.8 1.01 0.42 55.78 216.41 113.90 52.93 

Hero Honda Motors 
Ltd. 1.65 14.14 5.19 3.63 112.21 405.9 213.51 97.04 

M R F Ltd. 0.54 1.03 0.67 0.16 153.14 363.49 236.07 71.87 

Mahindra & 
Mahindra Ltd. 1.03 3.04 1.9 0.66 107.41 804.51 379.35 232.77 

Maruti Suzuki India 
Ltd. 0.48 2.74 1.13 0.84 337.2 738.2 481.47 124.78 

Tata Motors Ltd. 1.76 5.82 3.85 1.32 207.35 
1275.3
2 709.30 395.07 

 
It also observed from the above 

table that, during the study period, no one 
time, payables were higher than the 

receivables in Amtek Auto Ltd and 
Cummins India Ltd, hence, maximum ratio 
of trade creditors to trade debtors were not 
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higher than one during the study period. 
Moreover, Apollo Tyres Ltd, Hero Honda 
Motors Ltd, Mahindra & Mahindra Ltd 
and Tata Motors Ltd having the minimum 
ratio of trade credits to trade debtors were 

higher than one during the research period. 
It implies that in these companies payables 
were higher than the receivables from the 
year 2000 to 2009.  

 

TABLE – II ORDINARY LEAST SQUARE (OLS) REGRESSION RESULT 

Variable Coefficient Std. Error t Sig F R R Square 

Constant 0.083 0.424 0.196 0.845 
15.66* 0.33 0.11 

BE 0.779* 0.197 3.957 0.000 

Note: * denote significance at 1 percent.  

 It is observed from the table – II 
that the beta coefficient of proxy for brand 
equity ( β = 0.779) were significantly 
positive at one percent level. It implies that 
the money invested for advertisement and 
sales may lead to enjoy high level of trade 
credit from their supplier than the 
company allowed to their customers. This 
result is consistent with Horen and Van 
(2007) and contrast to Banerjee et al 
(2004).   

11. SUMMARY AND FINDINGS  

 Trade credit is an informal credit 
arrangement between seller and buyer. It 
arises out of credit sales.  Sellers allow the 
trade credit to their customers though 
lending is not his business. Like that, 
buyers also enjoy trade credit even it 
involves high cost than institutional 
finance. Hence, researchers made an 
attempt to find the fact for existence of 
trade credit. From the earlier research, 
dating back to Wendt (1947), following 
trade credit theories had developed. Such 
theories are financing theory, liquidity 
theory, financial distress theory, quality 
guarantee theory, transaction costs theory, 
price discrimination theory, product 
differentiation theory and market power 
theory.  In general, all the theories stated 

that the main purpose of offering trade 
credit is to increase sales.  

In this paper, Market Power 
Theory only has been elaborately studied 
with the sample of BSE Auto index 
companies. It is observed from the 
descriptive statistics that the Apollo Tyres 
Ltd, Hero Honda Motors Ltd, Mahindra & 
Mahindra Ltd and Tata Motors Ltd 
enjoyed the value of brand equity by 
having higher payables than their 
receivables during the period of 2000 to 
2009. But, Amtek Auto Ltd and Cummins 
India Ltd did not have high payables than 
receivables, not even one time, during the 
study period. OLS regression model were 
employed to determine the impact of 
market power on the ratio of payables to 
receivables. The result showed that brand 
equity positively influences the ratio of 
payables to receivables. This result is 
consistent with Willson and Summer 
(2002) and Horen and Van (2007) and 
contrast to Banerjee et al (2004).     
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