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Published: February 2026 of short-term financing in modern economies. Unlike bank loans, trade credit originates
within product market transactions, yet it fulfills important financial, informational, and
Keywords: strategic functions. This paper provides an extended discussion of trade credit theory,
Trade Credit synthesizes empirical findings from foundational and contemporary research, and explores
Strategic Financing Mechanism how accounting information, financial constraints, macroeconomic shocks, and relational
Accounting information contracting shape trade credit decisions. Drawing on influential studies such as Schwartz
Financial constraints (1974), Petersen and Rajan (1997), Fisman and Love (2003), Wilner (2000), and Hossain
Macroeconomic shocks et al. (2025), the paper argues that trade credit should be viewed as a hybrid instrument
Relational contracting that integrates liquidity management, risk assessment, and strategic supplier-buyer

relationships. The discussion highlights how trade credit evolves across institutional
environments and economic cycles and emphasizes its importance for corporate finance
policy.

1. Introduction

Trade credit is defined as the arrangement in which suppliers allow buyers to defer payment for goods or services. Although it
emerges naturally from commercial exchange, trade credit frequently exceeds bank borrowing in volume, making it one of the
most important components of corporate short-term financing. In both developed and emerging economies, accounts payable
represent a substantial share of total liabilities. This reality raises a fundamental question: why do firms rely so heavily on supplier
financing instead of traditional bank loans? Answering this question requires integrating insights from corporate finance,
industrial organization, and accounting research. Trade credit is not merely delayed payment; it reflects liquidity managemen t,
informational advantages, contract design, and strategic interaction. The present paper develops a comprehensive review of these
dimensions.

2. Historical and Theoretical Foundations

The earliest formal theory of trade credit is presented by Schwartz (1974), who argues that suppliers possess monitoring
advantages over financial intermediaries. Because suppliers observe product flows, inventory turnover, and sales patterns, they
may detect deterioration in buyer quality more quickly than banks. Long, Malitz, and Ravid (1993) extend this framework by
suggesting that trade credit can function as a quality guarantee, allowing buyers to inspect goods before payment. These early
models emphasize informational efficiency. Later research, including Petersen and Rajan (1997), introduces the substitution
theory, demonstrating that firms substitute trade credit for bank loans when credit markets are imperfect. Demirgii¢ -Kunt and
Maksimovic (2001) provide cross-country evidence that trade credit compensates for weak financial institutions. Fisman and Love
(2003) further show that trade credit supports growth in financially underdeveloped industries.

3. Trade Credit as Liquidity Insurance

Beyond substitution, trade credit operates as liquidity insurance. Firms face cash flow volatility due to demand shocks, prod uction
cycles, and macroeconomic fluctuations. By delaying payment to suppliers, firms preserve internal cash reserves. This smoothing
function becomes particularly important during downturns. Empirical studies show that firms increase reliance on trade credit
during financial crises, when banks restrict lending. However, suppliers themselves face liquidity constraints, which introduces
strategic interaction into credit extension decisions.

4. Relational Contracting and Strategic Considerations

Trade credit is embedded in long-term buyer-supplier relationships. Wilner (2000) documents that suppliers often renegotiate
repayment terms for distressed buyers to preserve future business opportunities. This relational perspective implies that trade
credit decisions incorporate forward-looking expectations of customer value. Suppliers may tolerate short-term nonpayment if
long-term profits justify continued cooperation. This dynamic cannot be fully explained by static risk models; instead, it reflects
strategic interaction and reputation effects.

'Corresponding Author: Shaik Ayub, sayub732@students.campbellsville.edu, School of Business, Economics, and T echnology, Campbe llsville University
JENER Journal of Empirical and Non-Empirical Research, Volume 2, Issue 2, February 2026 m



https://jenerjournal.com/volume-2-issue-2-2026/
https://jenerjournal.com/

RESEARCH ARTICLE

5. Accounting Information and Credit Assessment

Recent accounting research highlights the role of financial reporting in trade credit decisions. Hossain et al. (2025) demons trate
that suppliers differentiate between accounting-driven losses and real economic losses. Firms reporting losses due to accounting
treatment of intangible investments receive more trade credit than firms with genuine operational distress. This evidence sug gests
that suppliers analyze the composition of earnings rather than reacting mechanically to negative profitability. Accounting signals
therefore interact with private information to shape supplier behavior.

6. Institutional and International Perspectives

Trade credit varies across institutional settings. In countries with underdeveloped banking sectors, supplier financing plays a
larger role. Legal enforcement, bankruptcy procedures, and cultural norms influence credit terms. Cross -country studies reveal
that firms in civil law systems often rely more heavily on trade credit than firms in common law systems, reflecting differences in
creditor protection and financial development.

7. Implications for Corporate Policy

Managers must balance the benefits and costs of trade credit. Excessive reliance may signal financial distress, yet insufficient use
may forgo liquidity flexibility. Optimal trade credit policy depends on bargaining power, supplier concentration, and
macroeconomic conditions. Understanding trade credit dynamics is therefore essential for working capital mana gement and
strategic finance decisions.

8. Conclusion

Trade credit occupies a central role in corporate finance because it integrates operational exchange with financial contracting. The
literature shows that trade credit is shaped by informational advantages, substitution motives, relational contracting, accounting
signals, and institutional context. Rather than treating trade credit as a passive outcome, firms and suppliers actively nego tiate its
terms based on risk and opportunity. Future research may explore digital supply chains, ESG considerations, and global trade
disruptions as emerging dimensions of trade credit.
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