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Abstract: Access to trade credit is hypothesized to be lower for Kenyan firms than for the developed countries. Despite the potential
importance of trade credit, limited attention has been paid to its role and use, especially in developing countries. The main aim of the
study was to find out the determinants of trade credit and moderating role age of the small and medium sized firms in Nakuru sub-
county. The study was informed by Financial Motives and Commercial Motives models. This study adopted a descriptive survey. The
population of study comprised of 6624 registered SMEs in Nakuru town. Simple random sampling was used to select a sample size of
197 SMEs. Documentary guide was used to collect secondary data. Descriptive statistics was used to test for normality of the data
collected. Measures of central tendency were computed. Inferential statistics was used to draw implications from the data with regard to
the regression model. Correlation analysis was utilized to test the hypothesis of the study. The study findings indicated that profitability,
collateral, liquidity and inventory have a positive and significant effect on SME trade credit. The study concluded that SME, s need to
establish a well-defined trade credit granting criteria so as to assess the creditworthiness of the buyers. Firms should be cautious while

pledging an asset as collateral and should hold liquid assets to enable them meet their financial obligation.
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1. Introduction

Trade credit is one of the main sources of funding for
worldwide companies (Van Horen, 2007). In all the
economies, the volume of trade credit is higher than short-
term loans received from banks (Blasio, 2005) and it results
from payment intervals mutually agreed by non-financial
companies. The importance of trade credit can also be seen
from the proportion of investment that is financed through it.
A study by Beck, Demirgiic-Kunt and Maksimovic (2008),
using a survey that covers 48 countries shows that on
average, 19.7% of all investment financed through external
sources was done using trade credit. In fact, the authors
found that in most countries, trade credit is the second most
important source of external finance, preceded only by bank
credit. As it may be observed, trade credit represents more
than 30% of all external finance in developed economies
such as France and the UK. Trade credit as measured by
accounts receivable and accounts payable in the balance
sheet of a firm, is an arrangement that allows firms to buy
goods or services without making an immediate payment. It
thus allows the separation of the exchange of goods and
money over time. It is also well recognized that trade credit
is likely to be a very expensive source of credit
(Cunningham, 2004). Trade credit, with respect to both the
amounts and terms, varies substantially across firms and
industries and a substantial body of empirical research exists
that attempts to explain this variation .Vaidya, (2012)

1.1 Problem Definition

Based on previous research, access to trade credit is
hypothesized to be lower for Kenyan firms than for the
developed countries. Most small and medium sized firms
normally do not have access to capital market and often get
financing problems in running their businesses. There may
be several reasons for this. First, African owners may be
subject to discrimination, that is, perceived as a group by

suppliers to be less reliable in repaying credit. This may be
the case because African owners receive less credit in the
first place and, therefore, have fewer possibilities to smooth
cash-flow fluctuations. In a financially inefficient working
environment, firms may have to seek alternative sources of
external financing and trade credit constitutes such an
alternative. SME in Kenya particularly in Nakuru County
have been having problems in terms of trade credit as way of
financing. In addition, most SMEs have not been able to
make use of trade credit, hence resulting to failure or some
using most costly terms of financing. Despite the potential
importance of trade credit, limited attention has been paid to
its role and use, especially in developing countries. Trade
credit is one of the main sources of funding for worldwide
companies. In all economies, the volume of trade credit is
higher than short-term loans received from banks and it
results from payment intervals mutually agreed by non-
financial companies. Since a substantial number of studies
have investigated the determinants of using trade credit.
However, almost all of these studies are devoted to
industrialized economies. Only a few researches have
specifically been interested on developing countries’ such as
(McMillan and Woodruff, 1999; Fafchamps, 1997,
Demirgiig-Kunt and Maksimovic, 2001; Fisman, 2001;
Isaksson, 2002; Fisman and Love, 2003). It appears that
companies operating in countries having underdeveloped
and/or inefficient legal and financial system depend
relatively more on trade credit (Johnson, McMillan and
Woodruff, 2002; Beck, Demirgiig-Kunt and Maksimovic,
2008; Saito and Bandeira, 2010). There are many small and
medium size firms with a great potential of growing if given
the opportunity. There is therefore a need to research on the
determinants of trade credit in order to know how this firms
can eleviate this problem. This study therefore focused on
examining the effect of inventory, collateral, liquidity and
profitability on trade credit of firm.
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2. Theoretical Framework

The study focuses on three main theories which are financial
advantage theory, price discrimination theory and transaction
cost theory. According to financial advantage theory, firms
benefiting from an easy access to credit markets are able to
use this borrowing capacity and act as financial
intermediaries in favour of firms that suffer from limited
access to credit (Marotta 2001). Suppliers may involve in
credit activity as they hold a comparative advantage over
traditional lenders in the resolution of information
asymmetries. This triple advantage concerns information
acquisition, enforcement of the contract, and liquidation
process.

2.1 Empirical Reviews

Given that trade credit is extremely expensive this is as
expected. Deloof and Jegers (1999) also report a negative
relationship between net profits and accounts payable.
Bougheas et al., (2009) find that profitability is positively
related to both accounts receivable and accounts payable.
This finding is interpreted as extra profit being channeled to
accounts receivable and more profitable firms being more
credit worthy receive more credit from their suppliers. On
the relationship between profitability and trade credit,
Nairobi Security Exchange (NSE) has emerged. Report
negative relationship between profits and accounts
receivable, but positive relationship between gross profits
and accounts receivable. They equally show that net profits
adversely affect accounts payable. This simply suggests that
the urge to buy on credit decline as firm’s capacity to
generate funds internally is enhanced. In the same way,
Deloof and Jegers (1999) find that net profits and accounts
payable are inversely related. Vaidya (2011) shows that
profits have significant negative effect on both accounts
receivable, account payable and net trade credit supporting
Burkart and Ellingsen (2009) contention that profitable but
finance constrained firm would be tardy in offering trade
credit.

Ho,. Profitability has no significant effect on firm trade
credit

2.1.1Effect of Inventory on Firm’s Trade Credit

Inventories have not been used as explanatory variable in
empirical studies of trade credit very often. Mizen (2006)
relate the ratio of finished goods inventories to total
inventories in the regression analysis with respect to
accounts payables and find a strong negative relationship
between the two. They argue that the ratio of finished goods
inventories to total inventories reflects the “supplier’s
advantage in liquidating the borrowers assets”. If the ratio of
finished goods inventories to total inventories is large this
reflects a lowering of the supplier’s advantage in
repossessing and selling supplied goods because the buyer
has transformed the raw material supplied into finished
goods. Both banks and suppliers may face the same level of
difficulty in selling repossessed finished goods. Thus
accounts payable of firms with a high ratio of finished goods
inventories to total inventories turn out to be lower. Cunat
(2007) uses inventories as an explanatory variable while

explaining accounts payable of firms. He finds a significant
and positive relationship. He argues that accounts payable
are higher for firms with higher inventories because
inventories act as collateral. Bougheaset.al (2009) relates
finished and semi-finished goods inventories to both
accounts receivable and accounts payable. They find a strong
negative relationship between inventories and accounts
receivables. They interpret this as providing strong evidence
that firms use trade credit (i.e. allow buyers to delay
payment) to increase sales and thus reduce inventories.
Inventories turnout to be insignificant when related to
accounts payable.

Ho,. Inventory has no significant effect on firm trade credit

2.1.2 Effect of Liquidity on Firm Trade Credit

A number of studies have ascertained the role of liquid assets
as determinant of trade credit. Such studies include Deloof
and Jegers (1999); Bougheas, et al., (2009) and Cunat
(2007). (Alphonse et al., 2003) opines that firms often
finance short term needs with short term finance. Where
such a matching approach is followed by firms, holding of
liquid assets should positively impact trade credit. While
Deloof and Jegers (1999) find that liquid assets are not
related to account payable, Cunat (2007) reports that liquid
assets negatively impacted accounts payable. Asides, the
study shows that a fall in liquid assets will precipitate a rise
in accounts payable. Bougheas et al. (2009) find that liquid
assets have significant positive impact on accounts payable
and significant negative impact on accounts receivable.
Vaidya (2011) finds that liquid assets have significant
positive influence on both account payable and accounts
receivable contrary to the findings of (Bougheas, et al.,
2009).

Hos. Liquidity has no significant effect on firm trade credit.

2.1.3 Collateral on Firm Trade Credit

As in Ruckes& von Rheinbaben (2004), if such information
is disseminated through voluntary or unintentional leaks to
third parties (such as competitors and suppliers), this can be
highly detrimental to the borrower as well as to the
customers. There is an additional reason, closer in spirit to
the analysis by Boot and Thakor (2003), why information
disclosure can represent a cost for the borrowing firm and
for its customers. Boot and Thakor (2003) suggest that
pledging an asset as collateral entails a loss of flexibility,
which may represent the other side of its financial advantage.
Trade credit is usually a highly flexible form of credit, which
relies mostly on informal mechanisms of enforcement, based
on ‘reputation’ and long-term relationships and often without
any written contract. For example, suppliers are often willing
to accept late payments without charging interest, or to allow
customers to take unearned cash discounts, especially when
they have a long-standing relationship (Ng, Smith & Smith,
1999; Summers and Wilson, 2002; Cannari,Chiri and
Omiccioli, 2004). Besides being an obvious advantage for
the buyer, this flexibility can also benefit the supplier, when
he has an interest in relaxing ex post trade credit terms, for
example in order to help customers overcome a temporary
financial difficulty, thereby protecting his long-term
investment. In this case suppliers can be seen as liquidity
insurance providers (Cuiat, 2002).

Ho,. Collateral has no significant effect on firm trade credit
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3.Methodology

This study adopted explanatory because the research is a
cause-cffect relationship. The population of study comprised
of 6624 SMEs registered as companies in Nakuru town
which is located in Nakuru County. Taro Yamane (1973)
sample size formula was used to select a sample size of 197
SMEs . The study used stratified random sampling technique
to select the SMEs where owners/managers were picked
from. The study used documentary guide which were used to
collect secondary data. Reliability was determined by use of
cronbach alpha which resulted to above 0.7. Since the data
collected was quantitative in nature and sought to determine
the degree of association and cause-effect relationship
between the variables. Descriptive, inferential, correlation
and multiple regressions was used in analyzing the data. The
multiple regression model used in this study is given as;

¥= Gt Bugt it Bt Baxgt o

¥ Trade credit (Dependent Variable)

By Is the constant of the equation x,= Profitability, x,-
Collateral, x5 Liquidity, x ;= Inventory, e= error

4.Findings

In table 1 findings on profitability, collateral, inventory,
liquidity and firm size for all sectors were illustrated. Results
from the table reported that ROA for all sectors comprised of
8.03%. In addition, collateral within all sectors was at a
mean ratio of 1.3796. Findings showed that liquidity was
1.9752 current assets over current liabilities (mean=1.7952)
and a firm size of 6.6235. Firms in all sectors sampled had
inventory at a mean ratio of 0.8028.

Table 1: Descriptive Statistics

N Minimum Maximum Mean Std. Deviation | Skewness Kurtosis
Profitability 203 -0.31 0.47 0.0803 0.09548 -0.274 4.351
Collateral 203 0.31 4.83 1.3796 1.07602 1.242 0.899
Liquidity 203 0 12.41 1.9752 1.58327 3.318 13.833
Inventory 203 0 3.16 0.8028 0.58371 1.023 1.371
Firm size 203 3.11 9.96 6.6235 1.8128 -0.364 -0.898

4.1 Correlation Results

Table 2 presents Pearson correlation results of the
relationship between dependent and independent variables to
assess the degree/strength between the variables. The
findings revealed that profitability was positively and
significantly associated with trade credit (r = 0.618, p<0.01).
Further, collateral was positively and significantly correlated
to trade credit (r = 0.420, p<0.01. Liquidity was positively
correlated with trade credit (r = 0.659, p<0.01) an indication
of 65.9% positive relationship with trade credit.
Additionally, inventory was indicated to positively relate
with trade credit(r = 0.552, p<0.01). This implies that
profitability, collateral, liquidity and inventory are expected
to influence trade credit.

Table 2: Correlation Results

Trade
Credit |Profitability Collateral| Liquidity| Inventory]
Trade Credit 1
Profitability | .618** 1
Collateral 420%* .382%* 1
Liquidity .659%* .663** 308%* 1
Inventory S552%* 467 374%* | 492%* 1

** Correlation is significant at the 0.01 level (2-tailed).
4.2 Hypothesis Testing

The results from table 3 show that the study multiple
regression model had a coefficient of determination (R2) of
about 0.555. This means that 55.5% variation of trade credit
is explained/predicted by joint contribution of profitability,
collateral, liquidity and inventory Durbin—Watson statistic is
within the thumb rule value of 1 to 2, thus from the table,
Durbin Watson statistics value was 1.942 indicating lack of
serial correlation. Table 3 reveals that the F-value of 46.776
with a p value of 0.00 significant at 5% indicate that the

overall regression model is significant, hence, the joint
contribution of the independent variables was significant in
predicting trade credit. The study revealed in Table 3 was
used to test the hypothesis (Ho,) that profitability has no
significant effect on trade credit. Research findings showed
that profitability had coefficient estimate which was
significant basing on ;= 0.224 (p-value = 0.004 which is
less than o = 0.01) implying that we reject the null
hypothesis stating that profitability has no significant effect
on trade credit. This indicates that for each unit increase in
profitability, there is 0.224 units increase in trade credit. This
means the more profitable firms get more credit and
therefore operators of the SME’S should enhance
profitability. Contrary to the results, Deloof and Jegers
(1999) report a negative relationship between net profits and
accounts payable. In a similar vein, Vaidya (2011) shows
that profits have significant negative effect on account
payable and net trade credit. This is in support of contention
that profitable but finance constrained firms would be
belated in offering trade credit. As much as trade credit is a
source of financing for a buyer through accounts payable,
while for the seller, trade credit is an investment in accounts
receivable, This is due to the fact that provision of trade
credit entails negative Burkart and Ellingsen (2009) effects
such as default risk or late payment, which may damage firm
profitability. In this case, granting trade credit enhances
firm’s sales, and consequently may result in higher
profitability. According to Bougheas etal. (2009)
profitability is positively related to accounts payable. More
profitable firms are more credit worthy hence they receive
more credit from their suppliers.

Hypothesis 2 (Ho2) stated that collateral has no significant
effect on trade credit. Findings showed that collateral had
coefficient of estimate which was significant basing on 3, =
0.143 (p-value = 0.02 which is less than a = 0.01) hence we
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reject the null hypothesis, and conclude that collateral has
significant effect on trade credit. This implies that for each
unit increase in collateral, there is 0.143 unit increase in
trade credit. Therefore, those with more collateral enhance
their chance of attaining greater credit hence the SME
owners should strive to get at least some collateral.

Hypothesis 3 (Hos) postulated that liquidity has no
significant effect on trade credit. However, study findings
showed that liquidity had coefficient of estimate which was
significant based on ; = 0.36 (p-value = 0.000 which is less
than a = 0.01) hence reject the null hypothesis and conclude
that liquidity has a significant effect on trade credit. This
indicates that for each unit increase in liquidity, there to 0.36
units increase in trade credit. Therefore the more liquid one
is, the more they are likely to get access to trade credit and
thus the SME owners need a level of liquidity at any time in
order to access trade credit. It is evident that liquid assets in
form of cash and other short term securities held by firms
have been used as a determinant of trade credit.

Hypothesis 4 (Ho4) stated that inventory has no significant
effect on trade credit. Findings showed that inventory had
coefficient of estimate which was significant based on B4 =
0.216 (p-value = 0.001 which is less than a = 0.01) thus we
reject the null hypothesis and conclude that inventory has a
significant effect on trade credit. This suggests that there is
0.216 unit increase in trade credit for each unit increase in
inventory. According to this, one ought to have inventory in
order to get trade credit which also signifies that it’s
important for the SMEs owners to strive to attain inventory
in order to access trade credit. Thus, firms use trade credit
(allow buyers to delay payment) so as to increase sales and
reduce inventories. The rule of thumb was applied in the
interpretation of the variance inflation factor. From Table
4.9.3, the VIF for all the estimated parameters was found to
be less than 4, which indicates the absence of multi-
collinearity among the independent factors. This implies that
the variation contributed by each of the independent factors
was significant independently and all the factors should be
included in the prediction model.

Table 3: Coefficient of Estimate

Unsfandardized  Standardized  Collineanty
Coefficients Coefficients  Statistics
B Std. Error Beta T  Sig Tolerance VIF

(Constant) -0.049 0.246 0199 0842
profitability 0.236 0.08 0.224 2938 0004 0512 1e%2
collateral 0.143 0.061 0.143 2355 0020 0805 1242
liquidity 0313 0.066 036 4761 0000 05138 193
inventory 0.265 0.08 0.216 320 0001 0635 146
R Square 0.555
Adjusted R
Square 0.543
F 46.776
Sig. 000k
a Dependent
Vanable:
trade credit

5.Conclusion and recommendation

The more profitable a firm is, the more easier it becomes for
such a firm to be able to get supplies in credit as it is deemed
to be able to repay. Granting trade credit heightens firm’s
sales and results in higher profitability. The SMEs owners
should thrive to attain some assets so as when required as
collateral, they may stand a better chance to get the credit.
However, long term investments for suppliers are protected
when there is interest in relaxing ex post trade credit terms
so as to aid customers meet their financial obligation.
Liquidity had a positive and significant effect on trade credit.
Specifically, liquid assets (cash and other short term
securities) have an impact on trade credit. Due to the fact
that firms finance short term needs with short term finance,
there is a positive relationship between accounts payable and
holding of liquid assets. However, liquid assets have a
negative impact on accounts payable. Thus, a decline in
liquid assets is accompanied by a rise in accounts payable.
Accounts payable are higher for firms with higher
inventories since inventories act as collateral. However,

whenever firms use trade credit to increase sales, inventories
are reduced. There is evidence from the study results, that
profitability has a positive effect on trade credit. As a result,
firms need to establish a well-defined trade credit granting
criteria so as to assess the creditworthiness of the buyers so
as to avoid default risk or late payment by buyers. Further,
for firms to enhance gross profits and sales there is also need
to discriminate between buyers

There is also evidence that collateral has a positive and
significant effect on trade credit. However, firms should be
cautious while pledging an asset as a collateral since the
bank has exclusive access to pertinent information and such
information can be harmful to both the borrower and
customer if it disseminated to third parties. Similarly,
liquidity was also found to have a positive and significant
effect on firm trade credit. Therefore, firms with a high share
of short term assets tend to use more trade credit as a form of
short-term financing. There is need for firms to mitigate the
effects of firms’ financial constraints through trade credit.
Also firms should hold liquid assets so that they can be able
to meet their financial obligation. Moreover, through trade
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credit, credit constrained firms can afford to insure their
customers because they are themselves insured by their
suppliers. Finally, inventory was shown to have a positive
and significant effect on trade credit. Thus, there is need for
firms to enhance their level of inventories since it can be
used as a collateral and thereby enhance trade credit. There
is also need for firms to transform the raw materials supplied
into finished goods so that suppliers’ advantage in
repossessing and selling supplied goods is reduced.

5.1 Recommendations for Further Studies

This study has looked at determinants of trade credit among
small and medium sized firms in Nakuru sub-county. This
study recommends that another study be done to augment
finding in this study; it therefore recommends a study be
done to establish the reason as to why firms that face
liquidity shocks prefer trade credit rather than bank loans.
The findings were also limited to profitability, collateral,
liquidity and inventory. There could be other factors that
could influence trade credit. For instance, volume of
purchases, frequency of transactions and product
characteristics. With these considerations, there will be
conclusive results on determinants of trade credit. Other
researches could also be done on other towns to find out the
determinants of trade credit.
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