


et al.; McGuinness, et al. trade credit serves as a supplement to 
bank financing However, previous studies have not revealed a 
unifying consensus regarding the variables influencing trade 
credit practice. These contradicting results have been noted as a 
result of cultural, market, and financial system differences 
between nations. Determining the variables influencing private 
traders' trade credit use in Ethiopia, and more specifically in 
Burie town, is crucial because these elements are dynamic and 
depend on local environment variations [11].

Given the liquidity challenges that small private businesses 
confront, it is clear that boosting access to trade credit 
necessitates expanding the availability of financial services to 
everyone. Access to formal financial services is constrained in 
the Ethiopian financial sector. This could encourage businesses 
to adopt unregulated financing options like trade credit. In 
other words, despite its potential importance, trade credit has 
received little attention in Ethiopia in general, and there has 
been no research study undertaken in Burie specifically, as far as 
the researcher is aware. Previous research has mostly been done 
in nations with strong economies Fisman, et al.; Hasan, et 
al. The only papers conducted by Getachew, et al. determinant 
of trade credit in Mekelle town and Regasa, et al. which 
examine the trade credit evidence and financial 
constraints from Ethiopian firms. According to the research, 
firms with financial constraints use trade credit less frequently 
than firms with no financial constraints, suggesting that 
firms with bank credit restrictions also use trade credit less 
frequently. In this regard, it is very important to analyze factors 
that affect the trade credit practice of private traders 
specifically considering micro variables related to owner 
and business characteristics. This research study fills a 
literature gap on the factors affecting trade credit practice in 
Ethiopia as a developing country.

LITERATURE REVIEW
When a company sells items to a customer and does not receive 
immediate payment in cash, it is giving credit to the customer 
(accounts receivable or supplier credit). When a company buys 
items from a supplier and pays later, it receives credit from the 
provider, which is referred to as accounts payable. Trade credit is 
a type of credit given to customers when payment for goods 
purchased is postponed and are one of the most significant 
short-term funding sources for businesses [12]. Trade credits are 
created as a common credit relationship in the course of an 
enterprise's everyday business operations and commodity 
transactions. In terms of financing, trade credits are a kind of 
short-term credit with a relaxing effect on financing limitations 
that upstream companies provide to downstream businesses.

Theories of trade credit

Financing theory: Since trade credit might be a major source of 
interim funding, the financing theory predicts that businesses 
without access to bank loans would need it more Petersen, et al.; 
Huyghebaert, et al.; Nielsen, et al.; Bussoli, et al. Conversely, a 
client has access to a bank loan; as a result, trade credit demand 
will decline. The basic idea is that one may supplement 
traditional finance with things like bank loans and trade credit. 
In other words, when businesses have access to bank financing,
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supplier and customer based on family, religion, and friendship. 
Regardless of the potential value of trade credit, particularly in 
underdeveloped nations like Ethiopia, less attention has been 
devoted to its function and use. In this context, it is critical to 
examine the factors that affecting the trade credit practice of 
private traders, particularly micro variables connected to owner 
and business characteristics. In fact, there has been a lack of 
literature on the trade credit practice and its factors affecting 
Ethiopia.

Statement of the problem

Privately held medium and small businesses relied heavily on 
trade credit since they lacked access to bank loans. The claim 
that trade credit lowers the chance of financial distress for 
medium sized and small companies in both developing and 
developed countries is supported by empirical data. Suppliers 
have benefit over financial intermediaries due to their expertise 
in dealing with collateral and the fact that they have private 
information about their customers, as well as the fact that trade 
credit reduces information asymmetries between seller and 
buyer. In particular, small businesses rely on trade credit because 
suppliers usually give more credit than financial institutions [9]. 
Not with standing the fact that supplier credit requires 
no identifiable collateral and decreases information asymmetry, 
the factors that influence the utilization of trade credit have 
yet to be thoroughly studied. Trade credit is either a supplement 
to or a replacement for bank credit, according to the trade 
credit literature. Trade credit holds the potential of making 
bank credit more accessible or completely replacing bank 
credit as a means of external financing. Along with research 
was done by Altunok, et al. businesses with longer bank loan 
maturities and fixed interest rates are less adamant about 
obtaining trade credit. Additionally, companies in 
industrialized nations are given greater trade credit, which 
suggests that in more competitive markets, trade credit can 
replace institutional finance [10].

On the other hand, the replacement hypothesis contends that 
borrowers' dependence on trade credit is more probable in 
nations with developing financial systems. Similarly, Ethiopia's 
financial system remains underdeveloped due to the lack of a 
stock exchange and foreign financial institutions, as well as the 
sector's isolation from globalization's consequences. In that 
circumstance, potential borrowers will most likely be denied 
access to money (credit rationing), forcing them to seek 
alternative sources of funding. Furthermore, the trade credit 
practice is governed by a variety of restrictions and factors that 
range from country to country as well as market to market.

In Europe, small and medium sized businesses that are privately 
held have found trade credit to be an important source of 
finance, where it accounts for around 30 percent of GDP. The 
most significant alternative to bank loans is it Canto-Cuevas, et 
al. The accounts receivable account for 67% of total sales among 
Tanzanian rice sellers Kihanga, et al. and to 55% and 60% of 
African firms receive and supply trade credit, respectively Dary, 
et al. There have been several studies lately on the variables 
influencing the trade credit use, including whether it can 
replace bank loans or other kinds of financing. The findings of 
Carbo-Valverde, et al.; Yazdanfar, et al.; Bussoli, et al.; Andrieu,
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Using a sample of Indian manufacturing firms, Vaidya, et al. 
explored the factors influencing trade credit practice and 
discovered that issuing trade credit was motivated by inventory 
management. Businesses use trade credit, both gross and net, to 
enhance sales and reduce completed product inventories. 
Companies tend to defer payments to their suppliers as their 
inventories of semi-finished goods, finished goods, and raw 
materials grow, resulting in greater accounts payable on their 
books. This is supposed to help companies recover from 
negative sales shocks. Trade credit may thus be seen as an 
economic reaction to changing consumer demand for their final 
products as a whole. It was found that highly lucrative 
businesses gave and received less trade credit than less successful 
businesses (on a net and gross basis). This discovery could be 
due to a number of factors [16]. For starters, organizations that 
are more prosperous may not have as big of a problem with 
demand unpredictability. Customers receive less trade credit 
from companies with larger bank credit. Larger bank cash is not 
passed on to customers as accounts receivable by companies. 
Companies with larger bank obligations, on the other hand, are 
given more trade credit. The supplementary theory of loans 
from banks and trade credit is supported by empirical data on 
the factors affecting trade credit in India.

Cole, et al. investigated what factors affect businesses' reliance 
on trade credit. The findings revealed that enterprises that used 
trade credit were larger, more liquid, had poor credit quality, 
and were older, on the other hand, companies that did not 
utilize trade credit were smaller, and more profitable, had better 
credit quality, and had considerable tangible assets. Business 
owners that utilized trade credit were found to be older; less 
likely to be female, less educated, and of the same ethnicity, 
whereas business owners that used bank credit was found to be 
younger, better educated, and ethnically diverse [17]. The study's 
results showed that the quantity of trade credit utilized rises with 
business age, suggesting that older organizations may depend 
more heavily on trade credit since they are more reliable and 
have an edge when it comes to information. Additionally, it was 
found that when a firm's credit quality is weak, more trade 
credit is utilized since there are fewer physical assets the 
company may use as collateral for bank loans. Last but not least, 
it jived with the capital structure pecking order theory and lent 
credence to the financing advantage hypothesis of trade credit.

In a research on the availability of trade credit to privately 
owned enterprises and gender, Cole, et al. have examined 
evidence from small company finance surveys in the United 
States to find substantial evidence of univariate differences 
using multivariate analysis. Because women are more probable 
to be discouraged from acquiring credit and more probable to 
be denied credit when they apply, businesses owned by women 
are more likely to be credit constrained than those owned by 
men. Whereas, when other firm and owner characteristics are 
taken into consideration, these differences become insignificant. 
This study suggests that additional disparities between female 
and male owned enterprises account for the documented gender 
inequalities in trade credit availability, such as the size and 
industry of the businesses, as well as the age, experience, and 
educational level of the owners. In conclusion, empirical 
evidence on trade credit demand in industrialized nations
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they will utilize trade credit less [13]. This is based on the 
pecking order idea, which contends that trade credit is more 
expensive than bank credit. Financially unrestrained enterprises 
should refrain from using trade credit due to the notion that it 
is much more expensive than bank loans. Since a result, trade 
credit is increasingly relied upon as bank credit is restricted.

Marketing theory: If there are no incentives for a provider to 
maintain its client base in a multi-supplier environment, clients 
may easily transfer suppliers. Giving customers’ trade credit can 
be one method to maintain them. Pike, et al. citing marketing 
theory, argue that the role of market competitive pressure as a 
cause for extending trade credit is important. The marketing 
theory that "customers are the king of any organization" remains 
a critical component of every company's success. To outperform 
competition, a company must acquire a pool of customers by 
providing consistent customer satisfaction. Granting trade credit 
is one strategy for building long-term relationships and offering 
incentives.

Liquidity theory: According to this idea put out by Emery, 
credit rationed organizations utilize trade credit more often than 
companies with usual access to financial institutions. The 
essential premise of this concept is that when a company is 
financially strapped, trade credit can compensate for a decline in 
credit from banking institutions. This perspective contends that 
enterprises with superior liquidity or better access to capital 
markets may fund credit rationed businesses. To support this 
claim, empirical data have been gathered in a variety of 
methods.

Transaction cost advantage theory: Due to the potential 
financial hardships that clients may experience with larger 
quantities of purchases, trade credit demand is encouraged 
Elliehausen, et al. Other scholars emphasize that businesses that 
make frequent purchases could have a high stock turnover. Their 
timing of purchases becomes more irregular as a consequence, 
which might raise their requirement for trade credit due to 
liquidity problems. Another similar argument contends that if a 
consumer purchases from multiple suppliers, the delivery date's 
level of uncertainty rises, increasing the need for trade credit 
[14]. The possibility of a mismatch between the moment the 
customer receives trade credit that he or she has extended to his 
or her own customers and the moment he or she must pay for 
purchases from suppliers is the subject of a final argument 
regarding transaction costs of customers and the effects on trade 
credit demand. If there is such a discrepancy, clients might 
request trade credit more frequently. In certain cases, delaying 
payment for purchases might help a firm better synchronize its 
cash inflows from sales with its outflows for the cost of the 
things given.

Empirical studies

According to empirical study, trade credit has an impact on firm 
profitability. Based on the fact that trade credit benefits 
outweigh the costs of vendor financing for Spanish small 
businesses, Martinez-Sol, et al. identified a positive correlation 
between trade credit investment and firm success [15].
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