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ABSTRACT

Relevance. Most small-sized firms have little or no access to credit markets, which
is why they prefer equity financing and usually pay higher dividends on this eq-
uity. When paying higher dividends, these small-sized debt-free firms continue
to build a reputation in the markets. Research objective. The analysis focuses
on the trade payables that impact shareholder equity. In Pakistan, most of the
businesses are small and middle-sized. Most of the Pakistani SMEs have a low
capital structure and these enterprises depend on their daily business needs, so
equity financing is their primary source of funding. Data and Methods. The data
source for our study is the financial statements of non-financial firms (in total,
156 firms) from the balance Sheet Analysis (BSA) and the Financial Statement
Analysis (FSA) published by The State Bank of Pakistan (SBP). The financial state-
ments also provide the data listed by the Pakistan Stock Exchange (PSX). The data
cover the period from 2001 to 2017. This study primarily relies on the panel data
model. The study applied the methods of descriptive analysis, correlation matrix,
common regression model, fixed effect model, random effect model and then the
Hausman test was performed to choose the best model. Results. The results of the
study indicate a positive and significant relationship between shareholder equity
and trade credit demand. Conclusion. Many investors require trade credit as a
suitable tool for the growth of shareholders of the company. It is also used in many
types of business schemes as the shareholder equity factor plays a role in profit
generation through the use of trade credit transactions.
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AHHOTAILIA

AKTyanbHOCTb. bONBIIMHCTBO MaybIX (pMpPM IPaKTUYECK) He MMEIOT JJOCTyIa
K KPEUTHBIM PBIHKaM, I03TOMY OHM IIPEAIIOYNTAIOT aKLMOHepHOe (puHaHCHU-
poBaHMe ¥ OOBIYHO BBIIIAYMBAIOT OO/Iee BBICOKNME AMBUAEH/BI. BhimmaunBas
6oree BBICOKIME AMBUAEH[BI, 9TU Hebonblive GUpPMBI, He MMeELye JJO/NrOB,
HPOJO/DKAIOT YKPEIUIATh pelyTalmio Ha peiHKax. Ilens mccnemoBanmsa. Aua-
JIN3 COCPENOTOYEeH Ha TOPTOBO KPENUTOPCKOI 3a/{0/DKEHHOCTH, KOTOPast BIM-
sIeT Ha aKI[MOHepHbIt KanuTal. B [Takucrane 60MbIIMHCTBO MPENIPUATUI Ma-
nble u cpepgHe. bompmHacTBO MaknucTaHcknx MCII nMeIoT HU3KYI0 CTPYKTYPY
KaIlUTasa, I 9TV NPEAIPUATUS 3aBUCAT OT CBOVX ITOBCEHEBHBIX JIE/IOBBIX II0-
TpeOHOCTeI, T03TOMY aKI[MOHepHOe (PrHAHCUPOBAHNE SIB/ISETCS VX OCHOBHBIM
UCTOYHMKOM (uHaHCupoBaHKs. [JaHHbIe M MeTOABI. VICTOYHMKOM JaHHBIX
II/IS1 HAIIIETO MCCIEOBAHNS ABISIETCs (PMHAHCOBASI OTYETHOCTDH He(MHAHCOBBIX
¢dupm (Bcero 156 dupm) n3 ananmnsa 6amanca (BSA) u anammsa dbuHaHCOBOI
oruyetHocTn (FSA), onybnukoBanHbIx TocymapcTBeHHBIM 6aHkoM Ilakmcrana
(SBP). ®unaHCcOBasg OTYETHOCTb TAaKXXe COAEPXKUT JaHHBIe ¢ [lakmcTaHckoit
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donpnosoit 6upxu (PSX). Janusle oxBaTbiBaT mepnof ¢ 2001 mo 2017 r. Ito

VICCTIENIOBAHME B IIEPBYIO OYEPE/lb ONMPAETCA HA MOJENDb IaHENIbHbIX JaHHBIX.
B uccnepoBanny NpuMeHANNICh METOLbL OIMCATE/IBHOTO AHA/IN3a, KOPPeIALU-
OHHBII aHa/nu3, 001IasA perpecCHOHHas MOJe/Nb, MOfie/b ¢ PUKCUPOBAaHHBIMU
a¢exTamu, MOfENIb CO CIyYatHbIMU 3 eKTaMy, a 3aTeM ObUI IPOBELEH TeCT
XaycMaHa st BbIOOpa Mex Ay HUMU. Pe3ynbTaTsl. Pe3ynbTaTbl MCCIeTOBaHNS
YKasbIBAIOT Ha IOJIOKUTENbHYIO U 3HAYMMYIO B3aMIMOCBA3b MEX/Y aKI[MOHEP-
HBIM KaIlMTAJIOM U CIIPOCOM Ha TOProBble KpeauTbl. BeiBogbl. MHOTMM MHBe-
cTopam TpebyeTcsi TOProBblil KpeAUT KaK MOAXOMALINIT MHCTPYMEHT [yt POCTa

JJIA IINTUPOBAHUA

Shah F, Liu Yu., Shah Ya., &

Shah F. (2021) Influence

of shareholder equity on trade
credit demand: The study

of non-financial firms in Pakistan.
R-economy, 7(1), 61-67. doi:
10.15826/recon.2021.7.1.006.

AKIIMOHEPOB KOMIIaHUM. OH Takxe VICIIOJIb3YETCA BO MHOIMX THUIIAX 6usHec-
cXxem, IIOCKOJIbKY (baKTop AKOMOHEPHOTO KallliTa/la UTpA€T pOIb B IIOTy4YE€HUN
HpI/I6I)I}'II/I 3a CYET MCIIO/Ib30BAHVA TOPTOBBIX KPEAUTHDBIX onepaumﬁl.

Introduction

The importance of trade credit has been
growinginrecentdecades. Asenterprisesaretrying
to make the best use of the available resources,
trade credit serves this purpose efficiently. Trade
credit provides an input for the future growth
of the businesses. Trade credit is a two party
agreement, which allow them to exchange goods
and services without having to engage into the
immediate exchange of money (Ahmed & Hui,
2016). Despite the changing conditions in trade,
there is always a huge demand for trade credit
schemes, which remain a profitable business (Shah
etal, 2018). Buyers can benefit from trade credits,
which has engendered a multitude of business
strategies that are successfully implemented all
over the world (Kashif et al., 2019).

In their financial decision-making, small-
and medium-sized enterprises (SMEs), equity is
an important factor in a debt-free market (Byoun
& Xu, 2013). For the future growth in investors’
revenue, lending behavior is important to utilize
equity (Emery, 1984). Financial analysts consider
these characteristics while assessing the policies
and focusing on the procedures of the trade credit
(Martinez-Sola et al., 2014). Shareholder equity
as a claim after debt payment on the remaining
residuals also represents the net value of the
company. Most of the investors who feel optimistic
about the firms’ value focus on equity (Tykvova &
Borell, 2012).

If a firm has a high market value and performs
well on the stock market, it tries to remain debt-
free by relying on its own equity. Small firms, by
issuing shares, pay a high dividend and establish
a reputation for shareholders (Anuar & Chin,
2016). Small firms have lower credibility and
struggle to get a credit, which makes equity the
main source of funding for these small firms.
When a company is formed, investors provide
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the financing for the purchase of the company’s
shares. As the company grows, shareholders also
have expectations concerning the dividends. As
per balance sheet, the profit generated is retained
in business and is not paid out as dividends.

SMEs encounter many constraints in getting
the external source of financing to run their
businesses smoothly (Berger & Udell, 1998) and
(Chod, 2017). The owners of small businesses
have always been well informed about their
companies as compared to outsiders, such as
banks and other financial institutions (Shah Y et
al., 2020), (Ahmed, Xiaofeng, & Abdullah, 2015).
Trade credit varies in significance and utility
from country to country and also depends on
the nature of business (Fairfield & Yohn, 2001).
Therefore, shareholders have a residual claim on
company assets and they can bear the additional
risk by taking more trade credit to increase their
sales. A typical motive for taking a credit is usually
the desire to improve product quality (Hill, Kelly,
& Lockhart, 2012). The equity market handles the
product that is offered for transactions. In this
paper we are going not only to discuss the impact
of private equity investment, but also consider the
recent policy discussions on credit regulation in
Pakistan.

Therefore, our study explores a linkage
between shareholder’s wealth and the trade credit
behavior of non-financial firms in Pakistan.
Consequently, as the non-financial firms in the
country have low resources, trade credit serves
their best interests. The study gives an insight
how equity of shareholders can benefit due to the
increase in the trade credit demand.

To this end, the objectives of the research are
as follows:

® To select the variables affecting SMEs;

® To identify the factors with the strongest
influence on SMEs in Pakistan;
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® To analyze the impact of shareholder equity
on trade credit demand.

To address these goals, we discuss the
variables that influence shareholder equity on
trade credit demand. Unlike other similar studies,
we examine how equity affects the trade credit of
products demand. This research may thus be of
use to decision-makers in the sphere of business
considering the shareholder equity factor in
profit generation through the use of trade credit
transactions.

Literature Review

The agency theory was developed by
(Meckling, 1976), who showed that debt increases
the value of equity in the volatility of the return
on the firms assets. The agency cost is a term
introduced by (Meckling, 1976), which refers
to shareholders’ opportunity to extract wealth
from debt holders by increasing risk. (Stwr C
Myers, 1983) showed that in addition to risk
shifting, debt can also lead to underinvestment.
(Stewart C. Myers & Majluf, 1984) described the
agency conflict that arises between old and new
shareholders when managers acting in the interest
of the former know more about the firm’s value
than potential investors. The managersofa firmare
better aware of the company’s financial strength as
compared to outsiders, therefore, they protect the
interest of shareholders of the company. For the
issuance of new securities, firms prefer equity to
overcome the shortage. Managers prefer retained
earnings and after that, debt is utilized to generate
funds (Hussain, Shahid, & Akmal, 2016). A firm
can maximize equity by increasing debt (Chod,
Lyandres, & Yang, 2018).

The question of why most firms provide trade
credit to their customers while receiving credit
from their suppliers in the presence of specialized
financial intermediaries has puzzled financial
economists for several decades. Regarding this
question, our work is closer to the studies based
on monitoring the advantage of the supplier
and those discussing moral hazard. The former
approach argues that in the course of their
business relationship, the supplier gains superior
information about the buyer’s credit worthiness
(see, e.g., (Ng, Smith, & Smith, 1999), (Brennan,
Maksimovics, & Zechner, 1988), (Biais & Gollier,
1997), (Mateut S., Bougheas S., 2006)). The latter
focus mostly on the moral hazard faced by the
buyer. When product quality is not immediately
observable, deferred payment provides the
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supplier with an incentive to exert effort and
serves as a guarantee or a signal of product quality
(see, e.g., (Babich & Kouvelis, 2018), (Kim &
Shin, 2012). According to (Giannetti, Burkart, &
Ellingsen, 2008), the advantage of lending goods
over lending cash is that goods are more difficult
for an opportunistic borrower to divert for private
benefits.

The value of credit transactions relating to
operating and contracting costs infers that the
equity market perceives frictions that encourage
extensions of trade credit. When firms have a
different level of debt and equity that has been
used in capital structure, managers employ firm
strategies to improve the firms performance
(Emery, 1984). Despite the prominent role that
the agency theory has played in the research
literature, its operational implications have
received relatively little attention. One of the few
exceptions is (Chod, 2017), who considers a two-
product firm that chooses the optimal capital
structure and, subsequently, invests in product-
flexible and product-dedicated production
capacity. Unlike the previous studies, we examine
how equity influences the trade credit of product
demand, which distinguishes our study from
the work of Chod (Chod, 2017), who does not
consider trade credit at all. To increase the wealth
of shareholders is the ultimate goal of a company,
which maximizes the firm’s value and requires
more trade credit for the company to be able to
perform its functions.

Data and Methodology

The data source for our study is the financial
statements of non-financial firms (in total,
156 firms) from the balance Sheet Analysis (BSA)
and the Financial Statement Analysis (FSA)
published by The State Bank of Pakistan (SBP). The
financial statements also provide the data for the
firms listed at the Pakistan Stock Exchange (PSX).
The data cover the period from 2001 to 2017. This
study primarily relies on the panel data model.
The study applied the methods of descriptive
analysis, correlation matrix, common regression
model, fixed effect likelihood model, fixed effect
model, random effect model and in the end we
did the Hausman test to choose between the fixed
effect model or random-effect model. The fixed-
effect model was chosen.

Table 1 shows the distribution of firms across
sectors. 63 firms belong to the textile sector, which
is the biggest one in the sample.
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Table 1
Industrial Frequency Distribution
Percent-
No. Industry Frequency age (%)
D1 |Textile 63 40.38
D2 Chemicals, Chemical Prod- 19 12.18
ucts and Pharma.
D3 |Manufacturing 13 8.33
D4 |Cement 10 6.41
D5 Motor Vehicles, Trailers and 10 6.41
Auto parts
D6 |Other food products 9 5.77
D7 |Sugar 8 5.13
DS Paper, Paperboard and 7 4.49
Products
D9 |Fuel and Energy Sector 6 3.85
D10|Mineral products 3 1.92
D11 |Refined Petroleum Products 3 1.92
D12 Information, Comm. and 3 1.92
Transport Services
D13 [Services Activities 2 1.82
Total 156 100

The variables used for the analysis are
summarized in Table 2. Trade credit demand
(TCD) is the ratio of accounts payable to total
liabilities. Size (SZ) is the natural log of book value
of the assets. Shareholder equity (ET) is the ratio
of total assets to total liabilities. Leverage (LEV)
is determined by using debt to equity ratio. In
addition, fixed assets (FA) are determined by the
ratio of fixed assets to total assets. GDP is the log

of annual figures of GDP.
Table 2
Variables Used in the Study
Variables Names |Abbreviations| Formula
Trade .
Dependent : Ratio of AP /
Variable Credit TCD Total Liabilities
Demand
Natural Log of
Size SZ Book value of
Assets
Ratio of
%helllrieholder ET Total Assets —
quity Total Liabilities
Independent Debt / Equity
Variables Leverage LEV Ratio
Ratio of Fixed
Fixed Asset FA Assets / Total
Assets
Gross Log of Annual
Domestic GDP figures for
Product GDP

Source: (Shah et al., 2018)
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Research Equation

The equation for this research is generated
according to the variables and looks the
following way:

TCD, =0, + B,SZ, + B,ET, + B,LEV, + 0
+B,FA, + B,GDP, + ¢,.

Data Analysis

For statistical analysis, the software used is
E-views 8, which is mostly used in finance and
economics. This study contains the panel data
regression model. It also computes the descriptive
statistics and correlations to check the relation
between the variables. After that, we computed
the common coefficient model. The assumption
of this model is that the data are homogenous, and
the equation of this model is as follows:

Yy =Byt PiXi+ oo+ 1y (2)

After that, according to the panel data
techniques, this study determined the fixed effect
redundant likelihood model, which is used to

choose between a fixed effect model or random-
effect model.

Table 3
Fixed Redundant Likelihood Model
Test Model Effects | Statistic Values| D-F Prob.
F-Cross section 9.7684 (83,603) | 0.000
Chi Square 521.5457 80 0.000

Source: Authors’ computations

As Table 3 illustrates, the model should
consider individual effects. Therefore, this study
moves to the next step of choosing the best-fit
model - the random effect model or fixed-effect
model. After that, the Hausman test is used to
check the best fit model for this study and results
show that the fixed effect model is the most
suitable. The assumption of the random effect
model is the same as a fixed-effect model, and the
intercept is not same for all the cross-sections and
time-periods. The function of the random effect
model is as follows:

Y, =B+ 1+ BX,, (3)
The coefficient of a slope can be fixed across all
the firms. The function of this model is as follows:

Y, =B+ X+ .+ 1, (4)

Equation 4 will be continued to present the

final results of this study and this study will illustrate

the impact of shareholder equity on trade credit
demand with the help of a fixed-effect model.
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Results and Discussion

As Table 4 illustrates, we found an inverse
relationship between trade credit demand and
firm size, which means that the size of the firms has
a significant impact on the trade credit demand.
If firms are larger in size, they will hold less credit
and vice versa. The results also confirm the tradeoft
theory, which demonstrates that larger firms
always grab the opportunity to increase the firm’s
growth and profitability (Abor, 2005; Guizani,
2017). In Pakistan, most firms are family owned,
so they induce a greater business diversification.
Furthermore, our research evidence shows
a positive and significant relationship between
trade credit demand and shareholder equity.
A higher amount of equity capital indicates that
firms will have more opportunities while the
risk of going bankrupt is smaller. We found that
Pakistani firms mostly belong to middle-sized
type, which holds more credit to avail the best
opportunity for business growth.

The study also reveals the negative and
insignificant relationship between trade credit
demand and leverage. It means that most Pakistani
firms fear leverage and are reluctant to take extra
burden of trade credit. This study also revealed
a positive and significant relationship between
fixed assets and trade credit demand. It also
means that firms want to grab new opportunities
of investment in fixed assets and without internal
sources they are going to take the trade credit as
additional support.

Table 4 above shows the F-stat and P-value,
which are 19.251 and 0.0000. The probability
value is less than 0.05, which means that firm
size, shareholder’s equity, leverage, fixed assets
and gross domestic product have a statistically
significant influence on the trade credit demand.
It also explains the correctness and consistency of
the independent variables to predict the dependent
variable and therefore the model is the best fit.

Table 4
Fixed Effect Model of Trade Credit Demand

Variables Coeflicients Prob.
C 0.7371 0.0000
SZ -0.4876 0.0004
ET 0.0085 0.0075
LEV -0.0865 0.6543
FA 0.0345 0.0055
GDP 0.0087 0.0433
F-stat 19.251
Probability Value 0.0000

Source: Authors’ computations
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Conclusion

There is no doubt that the foundation of every
company is equity. Shareholders always play a sig-
nificant role in the construction of a business as the
shareholder’s wealth is directly linked to the divi-
dend and income of a company. As the company ex-
pands, shareholders are concerned about its profits.
Small firms follow the same strategy as large firms
in relation to profit generation and retention for the
growth of their businesses. Small private firms, howe-
ver, often struggle to raise equity for their business.

While much earlier research has addressed
the question of equity financing, the effect of
trade credit has recently been discussed in depth
with regard to the financing structure of non-
financial firms. Pakistan is a developing country
characterized by the prevalence of small and
medium-sized businesses. For small firms, equity
is the main source of growth. Investors of these
small businesses prefer trade credit as this is the
mechanism through which buyers and suppliers
can interact and develop their businesses. Both the
buyers and suppliers are thus dealing in the same
business unit; it fulfills the needs of these investors.

Our results confirm the hypothesis that firm
owners are in a stronger position to determine the
creditworthiness of their firms. Thus, trade credit
is the most suitable external sourcing for investors.
We also found evidence of a positive and significant
impact of shareholder’s wealth on trade financing
for their customers. The results indicate a direct
and economically significant relationship between
shareholder’s wealth and trade payables. Moreover,
an increase in shareholder’s earnings leads to an
increase in the demand for trade credit as the source
of trade credit becomes more accessible. Therefore,
the importance of trade credit is the main external
source of funding for small-sized businesses.

The main challenge faced by businesses in
a developing country is the lack of investment.
Indeed, our research evidence points to the fact that
the trade credit demand depends on the pattern
of shareholder equity with respect to other factors
affecting the market. Pakistani firms have a large
amount of shareholder equity, which leads them
towards family shareholding ownership. Pakistani
firms are usually family-oriented firms so they can
quickly generate funds from internal sources or by
getting trade credit from their own family and friends
and increase their productivity. On the other hand,
the firms without access to such type of financial or
trade credit support maintain the optimal degree of
cash and carry through their rainy days.
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