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TRADE CREDIT AND BANK
CREDIT AS ALTERNATIVE
GOVERNANCE STRUCTURES
IN SOUTH AFRICA: EVIDENCE
FROM BANKING SECTOR
DEVELOPMENT

Abstract

Financial sector development is an influential force that outlines the financing and
governance of firms in emerging economies. Suppliers and bankers represent alterna-
tive governance structures to a firm because of their trade credit and loan requirements,
respectively. The continuous monitoring of investment by banks and suppliers impacts
on corporate disclosure and practices. The study compares a sample of Johannesburg
Stock Exchange (JSE) firms listed on the Socially Responsible Investment (SRI) index
which measures corporate governance and those not listed on the index. A Generalized
Least Squares (GLS) random effect regression of banking sector development and
trade credit of firms listed on the JSE SRI and non-SRI listed firms was done to ascer-
tain whether trade credit gives firms a preferred governance system and structure. The
findings affirm that good corporate governance practices improve access to bank loans
for working capital financing and good governance practices do not consequently re-
sult in more bank loan as a preferred governance structure for working capital financ-
ing compared to use of trade credit.

Keywords corporate governance, trade credit, financial sector
development, implicit cost.
JEL Classification  G10,G30

INTRODUCTION

Corporate governance practices have a direct influence on both in-
vestment and access to capital. Banks and other investors evaluate
the corporate governance structures of a firm before making an in-
vestment decision. It is also highly likely that poor corporate gover-
nance practices can result in failure to access bank credit, raise equity
capital or result in issuing bonds with low market acceptance. Banks
and creditors monitor and provide governance mechanism for firms.
Bank loan and trade credit are alternative sources of working capi-
tal finance, the choice between the two is also a choice of preferred
governance systems. Bank credit and short-debt such trade credit are
both likely to constitute two significant corporate governance mecha-
nisms (Florackis, 2008). It is conventional practice that creditors per-
form a dynamic role in the governance of firms even in cases where
there is no payment default (Nini, Smith, & Sufi, 2012). The role of
creditors has largely been neglected as most analyses of corporate
governance tend to focus on shareholders (Baird & Rasmussen, 2006).
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Bondholders usually are limited in terms of what they can do until a firm default on a loan repayment.
There are limitations in terms of bondholders, but it is not the same with bank loans or trade credit
(Baird & Rasmussen, 2006). It should be noted that bank monitoring plays a more important role for
firms even when they have not defaulted on loan repayments. Bank and creditor monitoring has an ef-
fect of improving firm value (Shepherd, Tung, & Yoon, 2008). Financial institutions carry out a moni-
toring function that is not usually available to firms without bank credit.

It is a difficulty for firms challenge governance ratings such as Governance Metrics International
(GMI) considering the emphasis given to them by credit analysts and financiers (Sonnenfeld, 2004).
Governance ratings greatly influence the creditworthiness of firms and their access to capital. Therefore,
firms need to pay attention to their corporate governance systems in their choice of capital. Governance
ratings may lack objective credibility despite this short coming they are widely used by providers of cap-
ital. Koehn and Ueng (2005) found that governance ratings are not perfect indicators of the superiority
of firm’s profits or of its ethics. However, Ashbaugh-Skaife, Collins, and LaFond (2006) found that cor-
porate governance practices mostly exert influence on the cost of debt. Bank credit and trade credit are
debt components which are therefore most likely to be affected by firm corporate governance. Family-
controlled firms have challenges in raising external capital, and fund most of their projects through
internal capital (Shleifer & Vishny, 1997). Corporate governance issues are some of the problems that
result in small businesses to access bank credit. Shleifer and Vishny (1997) suggest that the principal
reason of designing a corporate governance system is to introduce significant assurance which enables
development of extensive outside financing. Reduced cost of equity is usually a result of better gover-
nance which reduces agency and information risks (Ashbaugh-Skaife et al., 2006).

Financiers have a fundamental role in the corporate governance firms to ensure that their funds are
not used improperly. Bank credit contracts outlines the use of funds, and how the returns are shared
between the firm and the bank (Shleifer & Vishny, 1997). Whilst banks require stringent corporate gov-
ernance mechanism, on the one hand, creditors through trade credit arrangements have the advantage
that it is not possible to divert inputs easily compared to cash. Banks require financial statements from
firms when assessing ability to repay loans and monitoring loans whilst shareholders also rely on the
financial reporting. Suppliers, on the other hand, monitor the creditworthiness of their customers by
monitoring how quickly they settle their arrears. Sharma (2014) notes that disclosure through financial
statements enables investors to deal with operational risk by ensuring a framework of transparency.
Disclosure is a fundamental link of corporate governance and financial reporting. There is also a link
between financial reporting and financial markets. Debt and equity should not only be treated as sub-
stitute financing sources, but also as alternative governance systems (Williamson, 1988).

Trade credit research has exposed that suppliers have superior advantage over banks, i.e., they have
better control and have more information about their trading partners and can discontinue supply of
goods. The supplier has an edge over financial institutions such as banks in inspecting the creditwor-
thiness of their clients, as well as an enhanced capability to provide ongoing monitoring and enforce
repayment (Petersen & Rajan, 1997). The choice to finance with either trade credit or bank loan may
therefore be also a choice whether a company meets the bank corporate governance requirements or
the supplier’s and not necessarily which mode of financing is cheaper. If a company meets the corporate
governance requirements of both banks and suppliers, they may have to choose between the two which
is the preferred governance structure.

Kwenda and Holden (2013) advocate that if resources are efficiently used in a sustainable manner, firms
ought to finance with the cheapest source between trade credit and bank loan. Firms listed on the
Johannesburg Stock Exchange (JSE) use trade credit and bank credit. Ng, Smith, and Smith (1999) con-
cluded that the implicit interest on trade credit is high compared to bank loan interest. Petersen and
Rajan (1997) also reached a related deduction that accounts payables are a costly substitute for bank
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credit. Y. Ge and Qiu (2007) state that in countries with a poorly developed financial sectors, firms can
sustain their expansion through trade payables. Fisman and Love (2003) found that businesses that use
more trade credit grow comparatively faster in economies with poorly developed financial markets.
South Africa is an emerging economy with one of the most well-developed and advanced capital mar-
kets in Africa. South Africa is a member of the BRICS and its banking system compares fairly to the
financial sectors of more advanced economies (Skerritt, 2009).

Kwenda and Holden (2013) found that nearly half of current assets amongst listed companies in South
Africa are financed by trade credit. Regardless of the financial sector development in South Africa firms
rely on trade credit as a source of financing working capital despite its high implicit costs (Mugova
& Sachs, 2017). Financial development is defined by Graff (2003) as a function of growth in size, the
quality and how well financial intermediaries perform their role. Literature identifies financial sector
development as a necessary aspect important for a country to achieve economic growth. Chen, Chen,
and Wei (2009) postulates that corporate governance influences the cost of equity. Good corporate
governance has an effect of reducing the cost of equity. The corporate governance effect is more evident
in emerging economies. The impact of corporate governance on cost of equity was more noticeable in
countries that has poor legal systems (Chen et al., 2009).

In well-developed economies, financing is commonly combined with the supply of goods in the form of
accounts payables (Demirgiic-Kunt & Maksimovic, 2001). Rajan and Zingales (1995) offered confirma-
tion that 18% of the total assets of US firms in 1991 comprised of trade receivables. Lee and Stowe (1993)
computed the amount of trade credit in 1985 in United States and found that it exceeded bank lend-
ing. The fact that trade credit is widely used in countries with highly developed financial sectors such
as United States and United Kingdom implies that there are some factors which influence the choice of
trade credit.

Creditor governance is generally ignored in the legal and capital choice literature (Shepherd et al., 2008).
Previous literature has not extensively explored the choice and influence between firm corporate gov-
ernance and financial sector development. This paper focuses on bank loan and trade credit, and in-
vestigates the choice between these two sources in the context of financial sector development and cor-
porate governance practices. Whereas banks require a certain level of corporate governance, suppliers
also considers how a firm is governed to advance trade finance. Previous literature does not consider
trade credit and bank credit choice as influenced by corporate governance. Corporate governance is
an important factor which affects firm’s access to capital. Du, Lu, and Tao (2012) found that in China,
firms can support their growth through trade credit, because the country’s financial sector is poorly
developed (see also Y. Ge and Qiu (2007). Wu, Lin, and Wu (2014) investigated the influence of social
responsibility on the cost of capital and deduced that socially responsible firms access capital at a lower
cost. B. Cheng, Ioannou, and Serafeim (2014) investigated whether superior social responsibility leads
to better access to capital and found that companies with superior social responsibility practices and
systems face reduced capital constraints. Social responsibility can have a favorable influence by grant-
ing firms with superior access to capital (Cochran & Wood, 1984; Waddock & Graves, 1997). The pres-
ence of Socially Responsible Investment (SRI) index at the Johannesburg Stock Exchange which rates
firms that are socially responsible and have good corporate governance gives an exclusive prospect to
investigate the influence of corporate governance on a firm’s choice of trade credit over bank loans. The
preference of trade credit over bank credit is also an interesting phenomenon in the light of banking
sector development.

The rest of the paper is organized as follows; section 1 reviews the literature on trade credit and bank
credit discourse and analyzes them in the context of alternative governance systems. Section 2 presents
the description of data sources and the sample used. Section 3 presents findings and discussion and the
conclusions drawn are presented in last section.
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1. LITERATURE REVIEW

Fisman and Love (2003) found that companies op-
erating in economies with poorly developed finan-
cial sectors substitute bank credit with trade cred-
it. Bank loans and trade credit are used as comple-
ments or substitutes in financing working capital
(Burkart & Ellingsen, 2004). It can be argued that
access to bank credit due to financial sector devel-
opment gives ability to firms to reduce costly trade
credit. Corporate governance influences access to
external finance. There are companies whose ac-
cess to capital may be restricted by inability to
meet the bank credit corporate governance re-
quirements. Cunat (2007) claims that some firms
may finance their operations with trade payables
when other sources of finance are not accessible.
Trade credit is a crucial source of finance for com-
panies with capital constraints such as limited ac-
cess to bank credit (N. S. Cheng & Pike, 2003). It
is usually quick and easy to obtain finance from
suppliers through trade credit than to obtain bank
credit. If firms have limited access to financial
institutions, they resort to trade payables as an
alternative.

Corporate governance entails the systems and
procedures by which suppliers of capital assure
themselves of getting a return on their investment.
Banks and suppliers are exposed to default risks
when they provide capital. Ferrando and Mulier
(2012) found supportive evidence of the argu-
ment that trade credit is an alternative source for
financing production. Banks use collateral whilst
suppliers use their relationship, their ability to
seize supplied goods and discontinue supplies.
The major reason why investors provide external
financing is that they receive control rights in ex-
change (Shleifer & Vishny, 1997). It should be fur-
ther emphasized that investors need legal protec-
tion of their investment when they provide capital
(Shleifer & Vishny, 1997).

Banks and creditors monitor and provide gover-
nance mechanism for firms. Bank credit and trade
credit provide alternative governance structures
for firms. The choice between the two substitutes
of financing working capital may therefore be a
choice of governance systems. Today’s creditors
craft detailed contracts that offers them an enor-
mous role in the governance of firms they finance
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(Baird & Rasmussen, 2006). Financial develop-
ment, predominantly when aspects such as capi-
tal market regulation and efficiency are concerned
has an effect of forcing firms to improve their
corporate governance systems and structures.
Corporate governance systems are important
to improve firm’s access to funding. A study by
Ashbaugh-Skaife et al. (2006) provides indication
that corporate governance is likely to influence
the price of debt. Banks charge favorable interest
rates and offer larger loans with long-term matu-
rity, and impose less restrictive contracts to firms
with good corporate governance (W. Ge, Kim, &
Song, 2012).

Bankers act as agents and usually strictly require
high level of good corporate governance than
what is normaly required by trading partners. If
trading partners are less strict on corporate gov-
ernance standards firms may choose trade credit
instead of bank credit if they are not able to meet
the demands of bankers. A firm’s inability to ac-
quire bank credit due to inferior corporate gover-
nance systems may force them to resort to financ-
ing working capital through trade credit. The bor-
rower is normally required to maintain a consis-
tent supply of information to the bank, detailing
the business’ performance and financial condition
(Shepherd et al., 2008). When a business fails to
pay its obligations, creditors normally have pow-
ers that shareholders never possess, such as ability
to replace the managers and install those they pre-
fer (Baird & Rasmussen, 2006). The influence of
creditors in the affairs of a corporation represents
a governance mechanism which is usually not en-
joyed by other investors. Creditors have the auton-
omy to exercise their powers even when the firm
is not yet insolvent (Baird & Rasmussen, 2006).
Banks monitor their borrowers through the bank-
ing relationship whilst creditors can monitor their
borrowers through the normal course of business,
the later enjoy monitoring advantages over finan-
cial institutions. A bank normally obliges its bor-
rower to maintain its deposit accounts with the
bank, a scenario that allows the bank to monitor
its borrower’s cash flow (Shepherd et al., 2008).

Firms with bank credit should be viewed as better
governed than their counterparts who fail to ac-
cess bank credit. The publication of a bank credit
arrangement sends positive news to the financial
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markets about the quality and creditworthiness
of the firm (Florackis, 2008). Firms with superi-
or access to bank credit can balance stakeholder’s
interests including those of investors. The bank’s
resolution to give credit to a firm act as a signal
for better governed firms (Shepherd et al., 2008).
The bank acquires private information about the
firm during its due diligence process before grant-
ing a loan. Its lending decision may therefore ex-
press favorable private information concerning
the firm’s prospects and ability to repay its obli-
gations (Shepherd et al., 2008). Byers, Fields, and
Fraser (2008) found that loan announcements
have prospects of making positive wealth effects
for companies with weak internal corporate gov-
ernance. Despite the benefits of financing through
bank credit, firms nevertheless finance part of
their working capital through trade credit. Nilsen
(1999) found that trade credit, is unattractive alter-
native for bank loans because it is combined with
the purchase of goods and has high implicit cost.

Managers usually take a defensive position about
their strategies and become inflexible in the ways
they do business. Bank monitoring can help less-
en the firm value lost because of managerial en-
trenchment (Shepherd et al., 2008). Bank monitor-
ing is a governance mechanism that helps improve
financial discipline. It is very important when en-
trenchment would encourage managers to spend
free cash (Shepherd et al., 2008). Banks view the
firm’s internal corporate governance systems and
structures as an important factor that mitigates
agency and information risk. W. Ge et al. (2012)
found that legal institutions within an economy
and firm-level governance mechanisms help each
other in influencing bank credit agreements.

Bank monitoring has extensive influence on the
governance of firms and it also affects the perfor-
mance of firms generally. The bank’s loan contract
ensures ongoing monitoring to prevent manage-
rial slack. If managerial slack is detected, the bank
may either exit or intervene, even by changing
management (Shepherd et al., 2008). The compre-
hensive financial reporting requirements and cov-
enants enforced by the loan arrangement, as well
as the bank’s capability to control the borrower’s
bank account, empowers the bank to literally to
control the firm (Shepherd et al.,, 2008). Banks
normally demand management changes when a
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firm fails to repay its loan obligations (Shepherd
et al., 2008).

Favorable agreements require the borrowing firm
to take measures such as complying with gener-
ally accepted accounting principles and timely
submission of financial reports to the bank. The
firm must meet all regulatory reporting require-
ments, tax returns, maintaining equipment, pur-
chasing insurance and being compliant with the
law (Nini et al., 2012). The control rights granted
to creditors following a contract violation serve a
corporate governance function that assists firms
to increase their value (Nini et al., 2012). Bank
loans come with detailed agreements covering a
lot of aspects such as minimum cash receipts and
timely supply of audited financial accounts. When
a firm fails to meet one of the covenants in a large
loan, the bank is able to exercise de facto control
rights such as changing the CEO. Shareholders of
public companies do not normally have powers to
change the CEO (Baird & Rasmussen, 2006).

There are legal and institutional mechanisms that
assist to direct the efforts of the lender toward
containing and correcting managerial slack and
have impact on firm level corporate governance
(Triantis & Daniels, 1995). Research reveals the
critical importance of banks in financing indus-
trial growth and the corporate governance of
firms (Levine, 2004). If the corporation breaks the
loan agreements or defaults on the payments, then
banks usually acquire the rights to repossess col-
lateral. The actions of bankers can throw the busi-
ness into bankruptcy proceedings, they also vote
in the decision to reorganize or remove managers
(Levine, 2004)

Bank debt also bears important renegotiation
characteristics unlike trade credit. The breaking
of an agreement is considered as an event of fail-
ure to pay, giving the bank the right to demand
immediate repayment, or accelerate, the entire
loan balance (Nini et al., 2012). Banks do not usu-
ally accelerate the loan repayment, opting rather
to use the acceleration right to initiate a renegotia-
tion of the loan agreement. These renegotiations
can result in changes of the terms of the initial
loan and increased monitoring by banks (Nini et
al., 2012). A bank’s willingness to renew a loan fa-
cility point out the presence of a good relationship



between the borrowing firm and the bank. This
ability to renew loan facilities with bankers is a
good signal about the quality of the firm. The loan
agreement changes for defaulting firms result in
amended credit contracts that are more strict and
exert informal influence on corporate governance
(Nini et al., 2012).

It is likely to be difficult to acquire bank unsecured
credit whilst it is relatively easy to obtain trade
credit because the supplier has more constant in-
teraction with trading partners and is more in-
formed of the customers’ creditworthiness com-
pared to financial institutions (N. S. Cheng & Pike,
2003). Monitoring costs of trade credit are lower
for suppliers than the monitoring costs of a bank
unsecured loan. The supplier may visit and inter-
act with trading partners more often compared to
banks. The quantitates and how often the buyer
orders give an indication of the financial condi-
tion of the buyer (Petersen & Rajan, 1997).

Trade credit also gives the advantage to suppliers
of controlling the governance and operations of
the buying firm. If the products supplied few al-
ternative suppliers, then the supplier can threat-
en to stop supplies. A common justification for
using trade credit by suppliers is that they enjoy
monitoring advantages over financial institutions
(Burkart & Ellingsen, 2004). The supplier may have
an advantage over banks in investigating the cred-
itworthiness of clients and better ability to moni-
tor and force repayment (Petersen & Rajan, 1997).
It is normally less profitable for a borrower to di-
vert goods supplied than to divert cash (Burkart &
Ellingsen, 2004).

A customer can face several late payment penal-
ties such as high implicit cost and the potential
of damaging long-term important business rela-
tionships (Petersen & Rajan, 1994). The buying of
goods through trade credit may prove to be expen-
sive especially where discounts are foregone. The
supplier can stop the supply of important goods
necessary for operations or production in case of
failure to pay on time (Cunat, 2007). In emerging
economies, trade credit is viewed less favourably,
because it is often a result of arrears and cash flow
constraints (Bonin & Wachtel, 2003). The sudden
loss of supplies can result in more problems such
as unfulfilled orders and damaging of reputation
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of the company that defaults. The supplier can
also repossess the goods which may result in in-
terruption of production processes. Trade credit
must be settled when the credit period ends whilst
bank loans can be re-negotiated and rolled over.
The failure to pay trade credit obligations may re-
sult in serious immediate consequences compared
to bank loans.

Trade credit is limited because it is only available
as part of goods purchased unlike bank credit
which can be used for purchasing other goods. The
finance motive of using trade credit imply that it is
considerably an unattractive alternative source of
capital for bank loans because it is combined with
the purchase of goods, while loans are in the form
of cash (Nilsen, 1999). Trade credit can therefore
not be diverted to fund critical areas which may be
lacking resources because it is inflexible compared
to bank credit.

Research question

Does good corporate governance practice result
in improved access to bank finance which con-
sequently results in substituting high cost trade
credit with lower cost bank loans in working capi-
tal financing?

2. METHODOLOGY
AND DATA SOURCES

South Africa is one of the emerging economies
with a well-developed financial sector, but a study
by Kwenda and Holden (2013) on the Johannesburg
Stock Exchange listed companies in South Africa
reveals that they employ considerable amounts of
trade credit as a source of short-term finance. The
comparison of Socially Responsible Investment
(SRI) index constituent firms and firms who are
non-constituents of the SRI gives a unique test of
the relationship between use of trade credit and
good corporate governance. Financial sector de-
velopment proxies for South Africa’s economy
are used and corporate governance as measured
by SRI index is the factor affecting an individual
firm’s access to capital and the dependent variable
is trade credit. The period of study is 2015-2016
because the SRI index is reviewed yearly and some
firms are added and dropped from the index.
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2.1. SRlindex

The JSE launched the SRI Index in South Africa
in May 2004 to identify those companies listed on
the JSE that integrate the principles of the triple
bottom line and good governance into their busi-
ness activities. The Index philosophy is founded on
the principles of the three pillars of the triple bot-
tom line, namely environmental, social and eco-
nomic sustainability, with good corporate gover-
nance underpinning each. Corporate governance
provides the rules by which a company governs its
business and the processes they have in place to
enforce these rules and make sure that they are be-
ing applied in their dealings with all stakeholders.
Therefore, the sustainability index in South Africa
for JSE listed firms can be adopted as a measure of
good corporate governance as well. The require-
ments for listing on the JSE SRI index also com-
prise of good governance principles.

Companies listed on the Johannesburg Stock
Exchange Socially Responsible Investment Index
and those not listed on the Socially Responsible
Investment (SRI) index were selected. The study
investigates whether their use of trade credit is in-
fluenced by their corporate governance practices.
A sample of 63 non-financial SRI index companies
were chosen out of a total population of 69 SRI in-
dex firms as of 30 September 2016. A sample of and
63 non-listed SRI firms was also chosen to compare
trade credit use. The SRI index is used as a measure
of corporate governance. Financial institutions were
deliberately left out of the samples, mainly because
they provide finance to non-financial firms and
their impact is reflected in the financial sector de-
velopment variables. The concept of working capital
does not apply to banks since financial institutions
do not have typical current assets and liabilities
such as inventories and accounts payable. Published
financial statements of the firms downloaded from
Bloomberg provided data for trade payables and
total current liabilities from annual statements of
financial position for the year ending 2016. The ra-
tio of trade payables to total current liabilities was
calculated to get the percentage of working capi-
tal financed by trade payables referred to as trade
credit. Financial development sector proxies were
taken from the World Bank’s Global Development
Financial Database and 2016 figures were used. A
pairwise correlation was done to investigate whether
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there is a relationship between trade credit use and
banking sector development. A Generalized Least
Squares (GLS) random effect regression analysis was
carried out after a Hausman test was carried out to
choose between fixed effect and random effect. In a
random effects model, the unobserved variables are
assumed to be uncorrelated with all the observed
variables. Financial sector variables were the inde-
pendent variables and the trade credit (trade pay-
ables/total current liabilities) being the dependent
variable. If differences across entities have some
influence on the dependent variable of trade credit
the random effects model is appropriate. Random ef-
fects assume the individual specific effects are un-
correlated with the independent variables.

A regression analysis was carried out with bank-
ing sector variables being independent variables.
The specification test of the regression model is the
Hausman test for endogeneity (Hill, Griffiths, &
Lim, 2008). The choice of fixed or random effects
was based on Hausman test results. The null hy-
pothesis is that the preferred model is random ef-
fects rather than the fixed effects (Torres-Reyna,
2007). Hausman’s specification test is employed
to test hypotheses in terms of bias or inconsistency
of an estimator. A Hausman test is usually used to
determine the reliability of the Generalized Least
Squares estimator (Ahn & Low, 1996). The Hausman
test has good command of identifying endogenous
regressors (Ahn & Low, 1996). A structural equation
of trade credit is formulated that contains an ex-
planatory variables of banking sector development
which are endogenous. The choice of the strictly ex-
ogenous regressors is an investigated hypothesis. A
Hausman test is based upon the difference between
the fixed effects and the Hausman and Taylor esti-
mators (Baltagi, Bresson, & Pirotte, 2003).

3. FINDINGS AND
DISCUSSION

3.1. Hausman test

Hausman’s test is applicable in the choice of fixed
or random effects. The reason why random effects
model is applied is that the differences across enti-
ties are expected to be random and uncorrelated
with the banking development variables used in



the model. The justification for using a random ef-
fects model is that, unlike the fixed effects model,
the differences across firms are assumed to be ran-
dom and uncorrelated with the predictor variables
included in the model (Mugova & Sachs, 2017). If
the differences across firms have some influence
on trade credit choice, the random effects are ap-
propriate. The independent variables are bank de-
posits to GDP, bank concentration which are all
measures of banking sector development.

The Hausman test was conducted to select between
fixed effects and random effects. The null hypoth-
esis is that random effect model is applicable. The
obtained result of p=0.0690 leads to acceptance of
the null hypothesis and to conclude random effect
model is appropriate.

Table 1. Hausman test results

Coefficient
Variable
re fe difference
BD/GDP -0.0058 ¢ -0.0051 i 0.0000
0.0000

BC -0.0006 i -0.0006 :

Prob>chi2 =0.0690

The average of

trade payables

current liabilities

for sample firms not listed on SRI was 69% and
for SRI sample constituents was 67% for the pe-
riod 2015 to 2016. There is no difference between
the two groups of firms both heavily rely on trade
payables to finance their current liabilities. The
differences in corporate governance practices do
not necessarily result in differences in using trade
credit as a mode of financing. SRI constituent
firms have better access to bank loans than their
counterparts despite that they also heavily finance
their working capital with trade credit.

3.2. Non-SRl listed firms

A pairwise correlation was computed to test
whether there is a relationship between trade
credit use and banking sector development. Bank
concentration gave a result p=0.0457>0.01. Based
on this result, we reject the null hypothesis that
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there is a relationship between trade credit and
bank concentration. Bank deposits to GDP gave
a result p=0.0764>0.01. Based on this we reject
the null hypothesis that there is a relationship be-
tween trade credit use and bank deposits to GDP.
Through the Chi-square test P=0.1940>0.01, we
accept the null and reject the alternative hypoth-
esis, which means the model is statistically insig-
nificant at 99% level of confidence, the model does
not have explanatory power of the dependent vari-
able trade credit, the financial sector (bank con-
centration, bank deposits/GDP) are not determi-
nants of trade credit demand, respectively. For the
t test for our coefficients, bank concentration is p=
0.0457>0.05. Based on this we accept the null hy-
pothesis which means bank concentration has no
significant impact on trade credit. Bank deposits
to GDP is p=0.0764>0.05. Based on this we accept
the null hypothesis and conclude that bank de-
posits to GDP does not influence trade credit use.
We are confident at 95% level that the bank sec-
tor development (bank deposits to GDP and bank
concentration) equals zero and has no significant
effect on trade credit.

3.3. SRl listed firms

A pairwise correlation was computed to test
whether there is a relationship between trade
credit use and banking sector development. Bank
concentration gives the result p=-0.0806<0.01.
Based on this we accept the null hypothesis that
there is a relationship between trade credit and
bank concentration. Bank deposits to GDP gives
the result p=-0.0141<0.01. Based on this we ac-
cept the null hypothesis that there is a relation-
ship between trade credit use and bank deposits to
GDP. Through the Chi-square test P=0.0004<0.01,
we reject the null and accept the alternative hy-
pothesis, which means the model is statistically
significant at 99% level of confidence, the model
does have explanatory power of the dependent
variable trade credit, the financial sector (bank
concentration, bank deposits/GDP) are determi-
nants of trade credit demand, respectively. For the
t test for our coefficients, bank concentration is p=
-0.0806<0.01. Based on this we reject the null hy-
pothesis which means bank concentration has a
significant impact on trade credit use by SRI listed
firms. Bank deposits to GDP gives the result p=-
0.0141<0.01. Based on this we accept the null hy-
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pothesis and conclude that bank deposits to GDP
does influence trade credit use. We are confident
at 99% confidence level that the bank sector devel-
opment (bank deposits to GDP and bank concer-
tation) does not equal zero and has a significant
effect on trade credit use.

The findings from the research reveal that, con-
trary to expectation, firms do not ordinarily avoid
the expensive trade credit to finance their working
capital needs despite financial sector development.
Trade credit financing amongst SRI index listed
firms confirms the financial sector (bank concen-
tration, bank deposits/GDP) are determinants of
trade credit demand. Therefore, corporate gover-
nance practices influence firms’ access to capital.

The levels of corporate governance do not neces-
sarily result in firms reducing financing costs by
switching from expensive trade credit to cheaper
bank loans. SRI index listed firms gain more repu-
tation and trust and they continue to receive trade
credit from their trade counterparts. Firms not
listed on the SRI index showed no relationship be-
tween financial sector development and their use
of trade credit. The possible explanation here is
that they have less access to bank credit compared
to SRI listed firms. The possible way for non-SRI
index listed firms to improve their access to bank
loans is through improving their corporate gov-
ernance practices. Good corporate governance
practices enable firms to benefit from changes in
financial sector development.

CONCLUSION

The decision of firms to use trade credit is not subject to the level of financial sector development. This
paper concludes that trade credit is a critical source of capital even in well-developed financial markets
confirming the findings of Kwenda and Holden (2014). Use of more trade credit by listed firms with
good corporate governance practices reflected by SRI index listing means that increased access to bank
capital does not consequently result in reduced use of trade credit.

A relationship between trade credit use and banking sector development amongst firms listed on the
SRI index is established and no relationship between trade credit use and banking sector development
amongst firms not listed on the SRI index. The findings affirm that good corporate governance prac-
tices improve access to bank loans for working capital financing, but good governance practices will
not consequently result in more bank loan use than trade credit. Trade credit is a preferred governance
structure compared to bank credit in financing working capital. Bank credit as a governance structure
has more complicated requirements compared to trade credit which happen in the normal transacting
course of business and is relatively easy to negotiate.

The findings of this present study are limited by the use of Socially Responsible Investment index which
is not strong enough evidence to establish the role corporate governance in access to capital. The Socially
Responsible Investment index reflects general attitude of the companies towards socially important is-
sues and is not an absolute measure of corporate governance. The firm’s business risk, cash flow, profit-
ability and financial leverage is more important in making financing decision. The preference of trade
credit or bank loan as an external source is likely to be influenced by business relationships and track
record with bankers. The use of bank loans is largely influenced by either increasing leverage or reduc-
ing leverage in order to maintain the target capital structure. Corporate governance as a quality factor
of credit risk assessment helps ascertain the ability of firms to repay loans by balancing the interest of
all stakeholders including financiers and suppliers in credit relationships.

Corporate governance practices determine firm’s access capital. Regardless of the level of financial sec-
tor development in an economy firm access to capital will vary. Good corporate governance systems and
practices have an outcome of improved access to bank credit but do not result in substituting high cost
trade credit with bank loans in financing working capital. The probable justification for continued use
of trade credit maybe market power whereby large firms demand trade credit from their trading coun-
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terparts and mutual relationships between trading partners. The influence of corporate governance in
relationships with trading partners which promotes trade credit will profit from further inquiry. This
paper was only dedicated to trade payables as a source of working capital and did not consider receiv-
ables as an investment in trade credit. The continuous use of trade credit regardless of its high implicit
costs also warrants further investigation. Such investigation should focus on ascertaining whether there
are other aspects which can help to determine the choice of capital apart from the good corporate gov-
ernance and good relationships with suppliers.
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