BUSINESS FINANCIAL BEHAVIOUR AND
THE CRIDIT SYST=M IN GUYANA
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Plans for the ecaonomic develooment of the Caribbean

Introducticn

usually invoive, implicitly or explicitly, some presuaption

<

about the Dehaviour of business firms. Thus, for instance,

transformation of the productive structure impiiss the relative

S‘J

o

and sometimes avsolute decline of some firms and some indusgries,
and the corresponding gzrowth of others. Tn addition, the relative
standings of firmg in various industries determines the sitructurs

of product and factor markets with not insignificant imolications

for relative factor

{

shares, income distribution, momnetary stability,

and more generally, economic develapment. From this perspeciive,

o]

thereforey; the micro-aralysis of business benaviour constitutes an

(49}

important, even i not aso far, integral element in the 'development?

effort,

Py

7et with thne exception of the multinatiopal corporaition

CQ

studies of Girvan and Beckford's study of plantations, little

ort has been devoted to the description and explanation

iy

analyticel ef

(0]

of business operations in the Caribbean. The deficiency is even

more acute with respect to the financial aspects of business activity.

The neglect is particularly surprising in view of the strongly-rooted

policy orientation of facademic? economic thinkirg.

-
il»

The explanation of this vhenomenon we belive is 1ot a

3 - - . - Loy BN . — 1 1 L K3
failure to recognise the importance of either business gefaviour in

P

general or business financial behaviour in particular

*This paper owes much to the computational assistance af Mr. Jaefie '
Napier, whose comtribution of time and energy extended well beyond t©
bounds of normal scholarly duty. :
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explanation is more to be fourd in the verhaps transitory
preoccupation with institutional sources of auchori t¥, e.g. the
bureaucracy, and the more obvicus cenires of economic and
political power such as the banks and plantations - a preoccupa—
tion pernaps chraracteristic of ex«éolonial veoples. As a result,
in the general arca of financial analjsis, the literature abounds
ith discussions of commercial benking and monetary policy ~ sources
of credit supply and 'controllers' of supply - with very litile
direct treatment of the dersnders and recipients of lcanable furds.
Yet monetary pvolicy thouga actually conducted through finarncial
insticutions is essentially directed at businesses and houssholds,

the primary units of sconomic beravicur. To 1

'-J

1y undarstend the

[

operaticr cf monetary volicy, therefore, it is necessary to under—

stand rot only the venicles forits vransmission but also the response
. S e s . . N S s .

of the primary units to the policy-induced charges in financial

irstitutions portfolios. At anotner level of analysis, proper

appreciation of the scope for and relevance of Zinancial volicy

requires some knowledge of the extent to wnich demanders of loanaktls

funds arce reliant on credit for the realization of their expenditure

However, when attention is focussed on the business sector,

the pauciiy of theoretical propositions and empirical generalizations

is revealed in a particularly stark form. What passes for theorizing
is often nothing more than simple transplants of Iuro-American ideas,
more especially those stemming from the 1950s studies of business

This state of

investment determination in the U.K. and the U.S.A.

theoretical deficiency is not surorising for the development of
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relevant, i.e. empirically valid theories,; is vart of the
continuous zovement between hypotheses and data.

~dnd in our situation the data is just not availatle
or easily accessible. No doubt, the scant availability of a
sollid %edy of data on variables such as profits, savings,
income, znd so on in most Caritbean countries has Yeen a aajor
retarding Iorce. Much responsibility for the coumpilaticz and
preseatation of adeguate statistics series consecguently devolves
unon the statistical agencies of government and the monetary
authioriiies. Jowever, untili they accept and discharge that
resporsitilify, the research worker has =no ootion but to compile
his own data series. It is this latter presumption that explains
the form of tkis study.

The proiect we report here (in part) is a cross~section
analysis of business firms in selected Caribbean countries. it
is intended as a sfep towards providing basic descriptive material
on the non-financial busiress sec¢tor, as well as a prelininary
approach to the formulation and testing of central hypotheses abvcut
business Jinancing practices and patterna.

Ir what follows we describe firstly, the nature of our
sanple approach and the salient financial characteristics of the
set of firms investigated. In succeeding sections we discuss and
attenpt to egtablish in a statistically rigorous manner the determin-
ants of the demand for loanable funds, and the supply of c¢redit by the

main sources, Finally, we sketch some implications of our
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e conduct of financial policy,

for th
Secause of severe computational difficulties
Howevar,

results

encountered at a critical stage, we have had to confine thisg
fuller

vreseniation to data pertaining to :he year 1969.
we Dropoge to incorporates results for other years into a fu
ot too distant future.

)
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Sample Methodology and Characteristics

oy 4 . f th

ine primary aim of this section is to wresent informa-
tion on the Ifinancial wractices of our samvle units with ihe

objective of so1at1nc the financial magritudes that dominate the

Pirms, It is also convenient to describe here

]
&
]
D

behaviour
the bamsic method of the sample as well as seversl irdicasors of
the range 0I our caoverage.
i) Semple Selsction and Coverags
The basic sample frame consisted of those 240 firrms

2
i

nanclial services

i

sngaget n business other than the provision of
and listed as members of either the Geargetown Chamber of Commerce
or the Guyana Manufacturers Association in 1971, The use of this

frame was tre preferred alternative to the construction of a more

-

detailed List from the official register of companies, vearing in
aind thke lack of timeliness and accuracy in the of ficial register.
In our opinion, the sample frame chosen cover the dbulk of the

established business sector andexcludes absolutely-only the corner-

snop grocery ard the 'fly-vby-~night! concera. ATter a close scrutiny
the basic frame, we decided to delete some firms if (2). they had

not been ostabvlisned before 1969; (b) they were government corporatiouns;

and (c) their operations appeared to be on too small a scale to warrant

study at this level. The number deleted turned out to be quite

sizeable but left intact those firms responsible for a large proportion

of manufacturing, distribution, construction, hotelling and other

business activities.
together, questionnaires were despatched to _one hndred

) \ . . ~s N s IR
and nineteen_ nusiness units. Sirce two of these revresented a total
nd nineteen

I i AN Y. s A P - — =
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of 15 firma, the total number of firms szmpled waa ope hundred

and thirtyatwo -~ a number well over one-half of the basic

population, The response rate was roughly ;O%, with z notice~
ably nigher degree of non-response from smaller firms and those
within the distribution sector. Some respordents subamiited

1

only partial informacion; and for some, the data was insuffi-

iy

clently detailed ard accurace for statistical analysis.
Furthermcre, the predominance of one group of companies in the

econouy vends to distort any semeral conclusions and therefore

(i}

led us to exclude that group from some analyses. In most cases,
therefore, the results reported in wnat follaws are based on data
pertaining to roughly 4L Firms.

Of these, twenty-four have their main sources of
revenue in manufacturing, fourteen in wholesaling and retailing,
and six in other lines sach as hotelling and construction., I
is important to note however, that many firms engage in voth manu-
facturing and distribution activities. Within the wzaufacturing
category, —oduct types include various faod products, sugar, rha,
molassed, non-alcoholic beverages, textiles and textile goods,
furniture and Fixtures, printing, chemical products, metal products,

ndustrial

-

and lumber. There is thus a fairly broad coverage of
activity despite the small size of the sample.

In terms of other indices, notadly total assets and ages
of the firms, the sample appears to be not atyvical
This study chnose to use total assets as the indicator of the sizes

< ~ [eY Y ) Lo
of firms, though we are cognisant of the claims of other compevling

indicators such as employrent, sales rewvenue and net worth. The

of the population.
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choice in any case can be justified by the significant and
positive correlation revealed in our preliminary investigationa
of the relationship between 7arious indicators of size,

Takles 1(a) and 1(b) describes the distribution of

firmg for the econcmy as a whole, as well as for the manufacturing

%)

and distribution seciors, 1t is immediately =apparsnt +that the
ganmple is weighted towards Firms in the lower size categories,

thougn The wide spread of the sample ~ $1%.00 thousand to $11,%01.00

Thousand - should also be noted, One additional feature worthy

irms account rfor net less than

t-hy

few firms, The largest quartile
80% total assets. This is so for bota the Manufacturing ard

Distribution sector, as well as for the szmple as a wboled Though

[4}]

the evidence is not by itself irndicative of monopoly power as the
latter is usually defined, i.e. in terms of market share of. production
and/or sales, it does indicate that a few large firms prédominate in
the economy, and is gtrongly suggestive of their ability to determine
in lérge fmeasure the structure of praduct and factor markets.

Most (34 out of L44) of the “irms in the sample were
established in the vost World War II period (Table 2). Furthermore,
a congiderable number of them have been in existence for less than
ten years. On the other hand, roughly one-fourth of the sample
were establisned more than 30 years ago. Table 2 provides the exact
distribution of Ifirms over various age categories; it also provides
an estimate of the mean age of the sample.

Finally, two remarks can be made about ownership structu

Firstly, the private limited liability form of ownership or company
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TABLE 1(a). Size Distribution of Firms, 1969
Total Assets
of Class . Aanufac— Distri- Teconomy-
(thousand $) turing bution Others. wide
(Lower iimic
of 14.00) <« 3100 5 i 0 5
01 - 500 9 7 3 19
501 -~ 1000 2 2 1 5
1001 - 2000 5 0 1 5
2c01 ~ Lcoo 1 2 1 L
Loci - 6000 1 2 0 3
~» 6,000(Uvper
limit of
11,4k01) 1 o] 0 1
S
2 2h 1k & Lh
PASLT 1(3). Selscted Size Characteristics of Firms, 1989
Manufac- Distri- Zoonony~
turing bution wide
——
Mean Total 4ssets (H000) 1149.92 1285.22 1078.15
Proporticn of Total Assets
accountcd for by the botton .
Quartile Tirms 1.38% 2.90% 2,03%
Proportion of Total Assets
accounted ror by the tap . .,
86.13% 82.02% £0.95%

Quartile Tirms




M K T DA O A L NG

el - AR 2 CTU e B R RS A7 AU T HAPRE XA LWl OISl W Al 1 T REIPR £ 4 65

-9 -

TABLE, 2. Frequency Distribution of Tirms by
Tear of

Establichment Age Category

1965 ~ 1969 i -5 yrs,

1960 -~ 1964 § .10 »

1950 -~ 1959 11 -20

1940 ~ 1549 21 -30 .

1920 - 1933 31 =50 ¢

1898 - 1915 5L =65 "

Mean Age = 21 years

0q

organisation is the most prevalent ons. Thirty

irms were of this type, with the remainder

']

ouxr

=t

Ages in 1969

~)

1c

of the forty-—

V]

distributed as

follows: Public Limited Liability (7), Parctnership (3), and Sole

Secondly, our samvle contains a fair droportion

)
-

of foreign-owned Iirms -~ seven our oi

Proprietors (&4).

o

orty-iour.

-,
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inancial Patterns
fie quentitative depiction of patterns of tusginess
financizng Znevitably esncounters vroblems of concepts and measure-
ment.

Firstly, there is the problem of decidirg whether to
use tne net flow i.e. period changes,or the gross flow i.s. vericd
levels concept of #izance. Tne net flow concevt in some cases
oversimplifies ithe Iinancing drocess in that it does mot incorvorate

inter-pericd changes which may be quite significant. For instance,

nd

comparison of end of period balance cheets may corceazl substantiazl

deficit Zinancing by a business if at the end of the aeccounting period
the firm had paid of f its debdts. Furthermore, the 'stock! observed

at a point in time may be the crystallization of a continunous reduc-—
tion ard augmenting of firancial balances at very discrete tine
intervals. Thus, it can be argued that it is the gross flows of
funds that are important to a firm's operation during a year. Con~
sequently, the corresponding impression one gets on the financial
practices of the firm may be considerably altered.’

On the other hand, the gross flow method runs the risk

of overstating the sivength of a firm!s Tinancial positior.

=7

By and large, however, we sidestepped this problem by
requesting information on sources and quantities of iimance utilized
during a given year. This methed yields generally upambiguous results,
except for the tax vrovisions item. is far as the latter is concerned
the difficulty encountered is one of decidirg whether business treat

funds set aside Tor future payment of taxes as a usuable sources of

funds ~ temporary or not - or waether they do not.
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Por our present ourpose i.e. the approximaté
depiction of the order of importance of wvarious financial
sources as a gulde o later analysis, we utilized the followirg

definitions -

(L) aw = IP + IF
(2) 1IF = R? + DR + ¥R
A -
(3) zr = 3¢ + IC + I + M"Others!
where TF = total Tinance
Iir = internal finance
EF = external finance
) RP =  ‘retained profits accruing during year %-1
L !
~ DR = < depreciation reserves accruing during year &~1
IO A
o+ ////f—rR = firancial reserves(utlllsed dguring the current year
N I.["" - . ~ 4
NLeat BC = commercial bank credit
R
. ; . .
S = TC = local trade credit received

g

= increases in equity capital

U"0therg!'= all other sources of external funds. In this
';Ue\:__— e -

case, it included overseas credits, mortgages,
A ——
ORI

and parent company loarns.

The measure overstates the degree of external fipancing ard urder-
states the degree of internal Financing to the extent that Tax
provisions ars utilized for non~tax purposes.

The clear impression conveyed by the data is tha
businesses rely on external sources of funds for a large oropartion
of thelr financial requirements. Table 3, indicates that on the

aveorage for the entire sample, as well as for the two main industry

F e e e B . . . e e e

e a e e
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groups internal finance accounted for not more than L44% of
total firancial capacity in 1969, For the mznufacturing
sector, i1t also appears that larger business fi nance‘a Yarger
proportion of their aectivities internally. The converse holds
for the distribution sactop. No significant variation with
size i3 evident for the sample as whole.

Attention raturally turns to the various camporents
of interral ard extermal finance. Tabdles 4(a) to 8(b) contain
frequency distributions and selecied distribution statistics
(the mean ratios, and quartile means) for the sample, and its
major induscry components.

In general, it is to ve noted that

e is the foremost sources of internal

l—‘
~—
a
@
c
b
H-
=
m
(¥
d
~
=1y
o

finance, with an economy wean of 35%, and & madian
of roughly similar mwagnitudea.

2) Depreciation Reserves follow wery closely in order
of importance - its economy mean being 35%, bui with

a considerably loser median value.

TASLE 3, Internal Tinauncing as a % of Total Pipancing

Manufaciuring Digtribution  Economy
Average % Ratio 4,18 30.7h4 33.92
Average % Ratio of lowest
Quartile firms 21.23 L2.99 27.07
Average % Ratioc of top
Quartile firms 50.79 21.47 29.31

3 0 N T 6 e 2 el P e S e Y
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Frequency Distribution by Retained Profits/
Internal Firance Ratios, 1969
Frequencies
% Ratio of Retained Profits Manufac— Distri-
to Internal ¥inance turing bution Zcononmy
00.00 -~ 00.99 b ) 11
1.00 = 20.C 5 3 9
21.00 - 10,00 2 0 b
L1.00 ~ 50.00 4 0 5
£1.00 = 30.0C0 L 3 7
81.00 -=100,00 L 2 7
23 14 43
TAZLE U4(b). Selected Distribution Statistics of R2/IT
Manufac- Digtri-
turing bution Zconomy
- = N
Mean RDP/IF 40.38 30,39 35.1%
Mean RP/IF of bottom , .
z G.4a
Quartile Lirms 42.78 36.28 55.69

Mean RP/IF of top Quartile B .
firms 23.28 2,43 29,49



TABLE 5(2).  Frequency Distribution by
Internel Finance Ratics,

nancial Reserves/

1969

Freaquencies
% Razio of Tinancial Reserves Manufac~- Distri-
to Internal Finance turing aution Lconomy
00.00 -~ G0.95 1k ? 2L
1.00 -~ 20,00 a 1 1
21.06 -~ 40,00 2 0 >
b1.00 ~ 46,00 L 1 7
61.00 -~ 23,00 C o i
81.00 ~10C,00 3 5 3
23 1% k3
D43LF 5(b).  Selected Distribution Statvistics of TR/IF
Manufac~ Distri-
turing qution Zconomy
Mean ¥R/IF 23.21 36.49 31.75
Mean FR/IT of bottom
Quartiie firms 8.41 22,556 10.66
Mean FR/IF of top Quartile
s w7 = ~ 20 Q
firus 356,32 23.20 39.3%4

b b 1 SBE
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TABLE &(a). Trequency Distribution by Depreciation
Reserves/Internal Finance Ratios, 1969

Frequencies

% Ratics of Depreciacion Reserve MYanufac- Distri~
to Internal Finance turing tusion Tconomy
00.00 ~ $0.99 1 3 5
21.00 -~ %0.006 £ 2 9
41,00 - 50,0 2 1 3
51,00 -~ 30.00 1 0 1
81.00 -100.0 L 3 2
23 14 L3
TABLZ 5(b).  Selectod Distribution Statistics of DER/IF
Hanufac=- Distri-
turing butiaon Sconomy
Mean DER/IF 36.39 33.12 35.88
Mezn DEEP/IF of bottom o
Quartile firas 53.11 ko1& 31.09
Mean DEP/IF of top )
Quartile Tirms 40,40 2k.27 30.64
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TABLE 7(a). Frequency Distribution by Bank Credit/
External Firance Ratios, 1969

Frequencies
% Ratio of Bank Credit to . Manufac-~ Jistri-
External Zinance turing bution Jcanomy
00.C0 - ©0.S9 1 1 3
1.00 - 2C.00 0 2 3
21,00 - 0.0 L 2 R
43,00 - 50.00 1 5 5
61.00 - G5C.00 8 0 3
31,00 -100.C0 9 & 15
23 14 L3
TARLE 7(0). Selected Disirioution Statistics BC/EF
Hanufac— Digtri-
turing Suglon Zconemy
LT
P, ~ zh =
Mean 3C/EF 71.45 52.78 54.37
Mean 3C/EF of boztom | as
Quartile firms 81.17 51.00 71.93
Mean BC/LF of to ~
) /e P 62.56 54.00

Quartile firms 86,43
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PARLE 3(a). Frequency Distribution by Trade Credit
) Received/Bxternal FTinance Ratios, 19569
Frequencies
% wtio of Trade Credit to Manufac- Digtri=
Ixternal Yinance turing hution Economry
00,0C ~ 00.39 14 3 13
1.00 - 2C.00 b 5 12
21.00 - 40,00 i 1 4
41,00 - 60.00 2 3 5
6£1.00 ~ 30.00 o} 1 1
81.00 -100,CO O 1 2
2k ik Ll
TARLE 8(b). Selected Distribution Statistics TC/Z¥ .
Manufac- Digtri-
turing bution Zconomy
el SRS
- = = L=
Mean TC/=F 13.59 2k .51 21.%7
Mean TC/EF of botton
L P o I 1 1%-‘
Quartile firms 6.19 15.78 12.45
Mean TC/EF of top Quartile 3 03
V.2

firms
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few Iirms claim to have utilized their financial

By

reserves in the year 1969; but those which did
S0 were concentrated in the more ihan 40% cate-

gories.

Sank credit is the major form of extermal Iinancing.

m1

The economy wean is S54%, with the manur acturing secior

Naving a mean of 71%. It is o be noted o0 that
very few firms revorzed the use of term loans, and

thlat consequently overdrafts are the vredominant form

b

Trade credit, though being of considerable importance

Il

The "s'" sections of the tables also suggest -
a) an inverse relationship between the size of firms
and the share of retained profits in internal

financing;

B) a direct relationship between total assets and
the share of financial reserves in internal £
c) an inverse relationship beitween total assets and

depreciation reserves as a proportion of interna
financing;

d) an inverse relationship batwecen size and the share

of benk credit in external financing for the sampl

o
L]
Q
~
b
[y
(e}
c¥

as & whole, but a positive relationshi

main sub~samples:

inancin

o
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e¢) 2 negative relationship between size and the

5

share of trade credit ip axternal finanging
for the whole sample and the Distridbution group,

and a2 positive relationship for the manufacturing

sector.

explanatory factor for wvarious financial wvariatles, we intend to

pursus its role nore vigorously in later seciions of this st
FPinally, another subsidiary issue wnich we reserves Tor

later discussion is the influence of corporate structure and 3sypve of

ownersnlp on financial pat

there is a considerable difference between the dependence on average
of foreign-owred firms and lccally—éwned firms on sxternal sources of
finance. Specifically, the mean devpendence of locally~owned Iirms

is greater. Since the difference in devendence may in fact

to the greater weighting of vpublic limited liability forms of owner-

ship among Zforeign Tirms, we computed mean ratios for
of corporate structure. 3y and larze, the

varied directly wi*h the increasing sophistication of the corporate

structure.
As further attempt was made to see whether there were

significant differences in the weights of particular forms oi rinance

between firms of different ownership and corporate structure.

following prominent features were discerned:
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TA3Lm 9, financial Patterns by Corporate Jtiructupe
and Ownership

Overall Foreign~ Local - Juplic Private Sole
Eampla owned owned Lipited Limited 2ro=
Hean Mean ifean Liabil- Liabii~ prietar
ity Mean ity Yean  Mean
7/TH)% :
(I7/77)% 33%.92 3,17 31,08 Le.o3 30,53 19. 46
(RB/IT)% 35.14 10,21 b1, 38 24,56 32.Lk2 52.36
(DR/IF)% 35.88 40.60 37.55 32.19 36.75 31,64
(FR/IT)% 31.75 50,30 23.74 42,15 30.33 00.00
(BC/EF)% 54,37 20.98 63.35 74,31 31.53 30,17
(TC/BF)% 21,47 25,29 15,41 16.19 23, 9.21
i) Retained profits were more important for locally~-cwned

firms than for foreign-owned firms. Retentions were
similarly more imporzant for 'sole propristors‘_azd to a
lesser degree vrivate limited liability companies.

ii) Devreciation rescrves had a greater weighting Jor foreign-
cwned firms.

iii) Forecign~owred Iirms, and those of the public iimited
liability type »rovided a greater provoriion oI thelr
financing needs out of their financial reserves

ivs The utilization of bank credit as a proportion of total
external finance was considerably greater for locally-
owned firms than for foreign firms. No distinctive

patterns were evident with respect to corporaze structure,

v) Fareign-owned firms utilised trade credit -to a greater

degree than locally-owned firms. No diatinctive patterns

were evident with respect to corporate structur
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The Demand for Credit

Granted the importance of finance to the productive
activities of firms, one can postulace some kind of demand
function for I{inance. ividently the major explanatory variable

would be She planned investmen:t ard stock expenditures. is pro-~

jected levels of expenditures rigse, so would the demand for 7Finance.
To satisZy this demand, firms can have recourse to either or boih
of two categories: own Tinancial rasources, and sxternal funds,
It can e demonstrated quite easily that the decisions as to the
form of Zinancing are interdependent,

Anderson /I9647 and Duesenberry /19587 vrovide clear
and essentially correct statemrents of the nature of financial

13

decision-making. The treatment here uses their anzlytical Irame-

work.,

Given 2 decision about non-7inancial expenditiures i,e,.

its debts, or run down its existing stock of liquid assets, or
increase the level of retained ?rofits and depreciation reserves.
Trus, the financial constraint may be formalized in gross ilow ternms
by :

EXP = D~ L+ IF (&)
where EXP is expenditures, D is debt, L is liquidity, and IF(=R®+DR)
is internal finance. Apart from the obwvious algebraic relationship,
a firm has to teke into account the relative costs of pursuing one
financial policy as opposed to another, ard these costs would aifect
its preferred debt accumulation, liquidity reduction, and "retentions"

poaitions.
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Debt accumulation theoretically involves two kinds of
cosats., Firgtly, there are the interest charges on the loan, or
the shareholder commitments to be met if finance is- raised by
equities, Secondly, there are some imputed costs. In the case
of loan finance, one can impute costs to reflect the Dessivdility
that demand fluctuations, in a situation of Fixed interest charges,
may reduce the vrofitability of ithe Tirm and its dividend Tayouts
with certain atterdant risks associated with snareholdera! disgatis-
faction. Another imputed cost arises if the firm becomes a

'necessitous' bYorrower thereby resulting in the imvosition by the

e
lender of restrictions on the firm's decision-making. In the
case of equity capital, additional. flotations dilute the control of

existing major shareholders.

==

On the other. hand, the benefits of debt accumulation

cl

glies, Evidently, desirsed debt lewvels will vary directly with the
level of planned expenditures and the ccsts of alternative financing
methods, and vary inversely (on the assumption of perfectly cozpetitive
product markets) with the diresct costs of debt accumulation.

Tre relationship between debt accumulation and imputed
debt costs is also expected to be inverse. Altogether then, the
desired debt function can be written generally as:

) (5)

D* = D* (IXP, ip, 114

<9

“imputed,

where iD = direct interest costs
i, . N
imputed = dimputed costs

_; . s - -
“alt costs of alternative financisl instruments.
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If we assume depreciation reaserves to be rig&dly linked
to capital atock, retentions becomes the volicy variadle in internal

financing, Retained profits carry imputed costs of shareholder
companiss,  Some investigators (notably Lintner /1956 7 ) have
elevated thesge costs to a position of high promirence by making the
dividend~payout ratio the primary financizl target, in wich case
retained wrofits become residually determined. in addiﬁion, there
are the normal opportunity costs as measured by the rate of return

its to retentiong are

v

I-4y

o

on zlbernative financial assets. The bene

those associated with the expected prefitability of the nroject,
together with the advantages to be derived from greater'iiquidity
debt minimisation e.g. greater safety, lower interest payments,
less dilution of control. Like in the case of desired g@ebt, the
preferred retention relationship can be written in general functional
form:

RP* = IP* (EX°, i i ) (8)

i, \ i,
opp! Timputed’ Talt

where i = opportunity cecsts, measured by, say, the rate of
interest on government securities or commercial bank timé deéesits.
Finally, the costs of liquidity reduction derive from the
reagons for holding liquid assets (cash, éovernmeﬁt securities, bank
deposits). Basically, a firm wishes to expedite its normal short
period transactions such as vaying for factor services, intermediate
inputs, etcs So short—~term firancial assets are also a megans of
employing temporarily idle funds. Running down liquidity involves
a cost in the form of a greater risk of being unable to .meet. current

commitments, as well as the sacrifice of interest earnings on financial



investments.  Thus, desired liquidity can be formalised:
LA* = LA* (2 i. i )
b J.JA., alt (7)
Algebraically, we can translate the desired levels of
any financial instrument in terms of others. We do so for the
veriable of direct interest to this study:

D* = D* (EXP, , LA*, I¥¥)  (3)

i, 1, P S
D? Timoputed’ Talt
By the use of a stock adjustment model which asserts that firms

adjust witn sowme delay to any divergence vetween desired and actu

levels of an asset/liability, we can express the demand for debt

unccion of a gset of interest rates and

-,

at any voint of {ime as a

‘g

lagged stocks of the wvarious financial instruments. Thus,

D = D(EXP, i, i ) (9)

*D? “imputed’ Talt

i » D
with 3D/ 8D <O,

_ll LA_l b IE‘

-1
So far the discussion has been theoreitical. e now
wish to apply this framework to the Guyana situation. In the
earlier description of patterns of financing, it was noted that the
major forms of externsl finance are bank overdrafts ard trade credit.
Our task therefore is to explain the demard for those two liasbilities.
We deal first with bank credit.
Bank overdrafts are a form of shori-tera debt, Iizs
short-term nature leads to Eertain ambiguitiea about the diresction
of its relationship with existing internal firancial capacity and
liquidity. While the latter set of variables may remove the need
for bank finance and therefore suggests an inverse relationship, they
also for another reason suggest a direct relationship. As Anderson
/1964, p. W1/ argues, firms with outstanding short-term bamnk credit

. . - 1 P N A T 1t
will be conocerned with their ability to repay. YAbility to revay
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varies directly with the stock of liquid assets and internal
financial capacity. Furthermore, bank credit may be visualized

ag freeing the firm's own resources for medium and longer ternm

B

use, Consequently, the more liquid assets and internal financial

resources a firm nas the wmore willing it may de to incur short-term

debt,

The corss=-section nature of this study does not permit

Jby
4
[}
(4]}
n
s
|53
(4}
213

quantitative analysis of the role of interesi rate oi
thege will in general exhibit little, if any, variation =across
firms, Nonetheless, we can make a few remarks about the likely

.

significance of interest razes, Generally, they are not expected
to be important for several reasons. Tirgtly, product aarkets
appear to te generally characterised by oligopoly and monopoly
features, and by fairly bouyant and price inelessgtic demand conditfions
which jointly make for price flexibility in the upward direction.

In this situation, firms respond moré to_&eman& conditions than to
small increases in costs resultiing fron 1 higher interest ciarges.

Secandly, corporate holding of government and corporate securities

does not appear to ve sufficiently widesvread for many firams to be .

oy =g

affected oy the opportunity costs of financial asset reduction,
And thirdly, the precautionary motive for liquid asset accumulation
may well outweight the interest-income motive if commercial bank

time deposits are not widely held.

The estirating equation incorporates transactions variables, t

beginning of period levels of liquid assets, internal finance, and

iy et

short~term debt. Both stock expenditures (from now on represented

. < - 3 1]
by EXP) and turnover (SR) were tried as proxies for 'transactions’.

e Y

Sty 1

ey o
~han
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.

Liabilities under one year and trade debt were tried as the short~

term debt variable. In addition, an attempt was made to see

whether ratioc indicators of solvency, ard grawih rates of nrofits

i-h

end seles (over three years) had any significant impact on the
demand for vank overdrafis, Sevarate regressions were run for the
whole sample and its two main components, namely, Manufacturing, and
Distribution, Some of the preliminary results are reported in
Tables 9 to 1l.

g

For the whole samvle "Fconomy', stock expenditures did

)

not fare as well as turnover; 1ts coefficient of determipation,

Nnos

R, was 0.0409, and its siope coefficient was not signif the

;.l.
[o]
B
d
o
(234

25% significance level. It is evident h1owever, that the level of

business activiiy is an important exvlanation of the demand for bank
overdraits. Noretheless, financial factors endogenous to the firms

~

appear Lo e more important, The level of liquid assets and {he
level of interral finance together explain about 21% of the variation

in the demand for short-term bank credit; while the debt variables
together explain abvout 36%, It is important to note however, that
outstanding short-~term debt and ocutstanding trade debt are highly
correlated, and as a resuli one variable may be simply reilecting

the influence of the other, Indeed, the R~ for the two taken jolntly

. 2 . . R

scarcely exceeds the R in either of the single wvariable regressions,
Furthermore, only short-tem debt has the right sign.  Mote too that

theMability to repay' element appears to de the dominant one in tne

influence of internal finance and liquidity on the dewmard for overdrafts.,

. vy N o s L ko
Finally, none of the growth ard ratio solvency variabdles turned out to

N ~ ~ )y s L
ve of importance to the explanation of the demand for bank credit
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(2)

(4)

(5)

(7)

(8)

{ ) contains "% statistics, [/ _/ derotes level of signliicance,

Constant

96.029

129,232

gL, 0561

165.952

18,469

£.028

51,8285
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1.5711

(1.3888)
L3257
.9271

{1.1204)
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‘
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LA~1

. 7031
(2,26L2)

-0,0181
(G6.490)
/ %.s/
0.1064
(.2775)
1257
1.0011
(3.1204)
[17

¥.S. being "Not Significant',
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Variableg

3R

0,0754
(2,2735)

/57

0,0079

(,1131)
/257
.1942
(3.1965)
[17

0.3860
(1.0931)
/257
-2.,3042
(4,2100)

/017

Demand for Bank Qverdrafts - "Economy!

.97860
(4.5125)
/0.1 7/
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Variables
l Sé ! STD -1
i .
1
}
0.2056
(4.3137)
/0.1 7/
Q.88L2
(2.9720)
/17
i O=3551 i —0171:'23
l (2,1839) 1 (1.2307)
/57 I /257
0.,1%06
(.8838)
/¥.8./
0,3002 ~2.9035
(2.1bb§) (3.0191)
5.7 yawi

for Bank Overdrafts -~ Manufacturing

TD-1

3,2056
(2.6580)
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P
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«3575
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EQ.

(1)

(2)

(3)

(L)

(5)

(7)

(8)

TABLE 11:

Constant

90.60

168.91

172.90

105.50

|2

FanS

l\j o
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k.3205
(L7466}

[15/
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lr'.
210
i

25.0593
(1.88L48)

/107

am
SLllUm~

0,213%38
(2.2556)
/5 /

Demand for Bank Overdrafts - Distribution

TD-1

0.8802
(1.3448)
/257

. +522

L5448

.2521

190

10



- 30 -

Since the role of several wariablss oight differ
according to the type of industry or activity in which a firz is
engaged, we examine Manufocturing & Distribution ssparately. The results,
indicate firstly, that for both groups stock axpenditures feature

more importantly than in the semvple as a whole. The regression

equations are as follows:

o

BOCHanu’ = 215,755 + 0.5016 EXP
<Ll o
(7.2779) 2 _ aan
D
- 20
and JUCDistribution = 316,337 - 17.2395 =XP

importantly, the relative standings of the two transactions
variahles are reversed, Tinancial factors maintain their
lmportance in.the two sectors, though again there is evidence of
a strong correlation between the two dedbt variables, and though

again the nerverse sign on the coeificient of outstanding trade

persists ia both sectors,
In the manufacturing sector regressiong zrowth an

solvency wvariavbles were found to be insignificant. For tze

Distribution sector, this was not the case. Both the average

1y

growth rate of profits and the average growtn rate of sales were

e’
Iy

important explanatory factors in their cwn rignt.
Finally, we would like to dirsct attention
regression equations uhere it can be observed that thne inte
becomes in most cases statistically insignificant, dut where the
explanatory power (judged by the size of the coeffic%ent of determination,

is high, A Zull equation for the Distribution sector” is Ifor convenience
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listed below: :
BOCD = 6.22 o
Distrip, = ~56.22 ~0.0728 nA-1 ~9.;130'SR
(0.77L6) (4.54375)
+ 1,1515 STD-1 +0.0661 TD . +3.0639 AGD
(L, 4486 (3.8087) (3.4793)
+ 10,2432 ASR
(2.0957)
d -
R™ = .9595
From the above equation, it can be seen that for the
Distrivution sector, that (i) the liquidity motive is dominant;
(1i) turnover seems to be inverssly reiated to the demand For
vpank funds; (iii) both debt variables are significant but wita
signs opposite to these expected; and (iv) that both growth

variables are statistically signifi

The next debt instrument

is trade credit. The benaviour of

period was- examined with respect to

as in the case of empercial bank o

was introduced as

trade credit was perceived as

Some preliminary regression results

For the economy, turnover turned ou

verdrafts. Rank

additional explanatory

analysed statistically
debt (TD) in the present
same explanatory variables
credit, hawever,

Tactor €o see wnether

[¢]

an alternative to bank credit.

are contained in Tables 12 to 1bL.

t to be the most relevant and

important transactions variable, explaining apmoximately L6% of the
movements in trade credit taken. Of the financisl veriables, the
beginning of veriod stock of ligquid assets was important; as were

the supply of bank overdrafts and lagg

Certainly this is so on conventional tests

and explanatory power.

It is notaworthy,

ed trade debt (TD ).

~1

of statisticel significance

however, that bank credit
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does not appear to vrovide an aliernstive to trade debt -~ both
variables move in the same direction -~ and taat the previous

level of trade debt exerts a powerful push influence on the demand

-

for trade credit. The latter firdines su

gest that trade credit

Q

is regarded as a normal feature of business financing and would
take place partly because of institutional practice and independently

o

of the supvly of bank Tinance, This conclusion is reinforced by

-

the observation -~ based on the survey resultg - that itrade credit
involves no interest charges to the recipients whereas bank credit
does. Growth variables ard solwvency ratios, as well as the internal
finance variable exerted no significant influence.

The findings for the mamufacturing sector are gomewnat
at variance with these for thne '"economy! as a whole. Stock expendi-
tures arc an insignificant influence on the demand For trade credit,
when taken jointly with other wariablesg, though it does appear to be
significant in the simple regression. So too, is the case for the
turnover variable, though in the regression of trade debt on. ZXP,
SR, and 30C, turnover was highly sizgnificant. Ye find the instability
and verversity of the signs of these coeificients vpuzzling, and we

r
1N

rom

<k
K
|.31

o nd out to what extend they result

shall ve endeavouring

h as muliicollinearity

-,
]
g
o
=
[
o
(e}
(o]
=
Q
=
(93
ct
>
[N
Q
9]
)
1)
o
i\
0
(u
(D
]
n
=
O

vroblems o

or problems of data, or what extent they reilect the facts of econonigc

' PR~
rom the use of R as an

Il

behaviour. What is clear, nonetheless,
. . . . s « s s 1
indicator oi explanatory power, is that our speciriicavion of <he

arguments of the demand for trade credit function is essentially

correct,




(3)

(h)

(5)

(8)

Constant

91.G0L

60,49

84,29

21.23

L&.16

5.21

TABLE 12,

- 33 -

Demand for Trade Credi: - Econonmy

0.0015
(.1732)

87

0.0397
(2.7096)

[27

0.0133
(3.0191)
/17

)
!

Variables

3CC

0.0601

{3.99856)!

/0.17

0,0957

(3.,1254)

t

oN

~-0.086

(1.94312)
(107

-0,0901

(1.2427)
/257
-0.10L43

(3.8625)
L.

i m  ————

TD-1

| o Bt 1t e e

27571

.9243

91
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TABLE 13, Demand for Trade Credit - Manufacturing
Variables
EQ. |Conscant TP R 30¢ Li-1 -1 g2 7
(13 52.92 0,16327 L hosl 9
(2,4828)
/37
(2) 62.36 00,0241 .5079 9
(3.7356)
[17
(3) 29.73 90,1135 LA733% 9
(2.8LL1)
[27
(L) 75.15 0.11k6 .5523 9
(3.3327)
/17
(5) 25.k0 0.5998 47015 9
(4,60)
/5.2/
(6) 33,68 ~0.0Lk69 0.0225 0.1255 .9908 7
(1.,6176) 1(19.8703) (8.0032)
L7257 | /0.1 [06.17
(7) 32.06 ~0.0072 | -0.0027 0.11k1 0.12Lg L9931 5
(.1855) | (.1551) | (6.8290) |(1L.%239)
/%.8.7 | /H.8.7 /0.17 /257
(8) 32,0k ~0,0075 | -0,0027 0,114 0.12L45 0.0015 .9931 )
(.2450) (.1%11) (5.7586) | (i.2247) | ( .01C0)
Msg | Ms7 | fa7 | [sT | s
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TABLE 1%, Demand for Trade Credit - Distribufion

o

(o)

Tariables
EQ. [Constanc EXP S2 TD—1 CR ASR Rz
(1) 86,80 C.CLlss .19073
(L.2731)
/257
(2) | 84.21 0.0197 .2758
{1,7458)
[ 157/
(3) 6.30 1,0547 .9388
(11.0808)
(5.7
(4) | 210.08 -0.3738 L1215
(1.0515)
/N.5:/
(5) | 167.68 ~9.2547 .11%0
(1,01%)
(6) | =5.71 ] =C.005C 0,0138 Q.9642 0.0219 .9867
(.5352)] (1,386%)] (13.2163) | ( .2005)
/B8] | [207 | [6.17 /H.8.7
(7)1 27.00 | -0,0095 0.,0223 C.8264 -0,0359 -k, 1502 »9956
(1.526) | (3.122) (2.853)
L5/ | L[5/ [0.1/ £37
(8) | =-2.05 | -0,0057 0.01k5 0.9571 .9346
( .7115)| (1..6863)| (16.3873) ’
.87 | L257 | [/
(9)| -6.18 0,0086 0.9720 _ 9854
(k,7397)| (18.4830)
(17 | [0/
(10 10.77 0,0085 0.9325 00,0254 »9859
(4.4333)] (26.2332) (.1507)
7| Ay | AsT

61N
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W
For the Distribution sector, the muliiple regressions

. and ASR produced very high R°s, The

involving EX?, SR, TD
turnover variable carried the right sign in all cases, out the
coefficient of EXP was, contrary to sxpectations, negative. The

level of irade debt in the previous period sxerted the iar

single influence on the demand for trade oredit.

The Supvly of Credit

Our interest in the deterzinants of the supply o
credit to businesses arises naturally out of the premise that the

provisicn of loanaole funds forms important element in the strategy

for sconomic expansion and development., Cur oprimary purposs here
1is to define what characteristics of f{irms influence the supoly of

bank credit To them, as well as their suvoly of cradit to each other.

2.1

I3 is a standard part of our sconomic doctrinesy that in

the Caribbean situations of oligovolistic, surplus liquidity commercial

1k

banking industries, the vrinary constraints on the supply of tank loans

to various apwnlicants are the standards of credit-worthiness oy which

categories of decision variables which iniluence the allocation of funds

These are (i) ultimate safety variables; (ii) liquidity variables;

egory emphasizes

(5]

and (iii) Ycapacity to repay" wariables. The first ca

collateral - the ultimate ability of the bank ito recever its investuent

1 0 Iy e = 1
if the bvorrower defaulrs. The second emphasizes the speed with which

Fy

the bank can transform a loan into some squivalent - wvalue stock o

CUrrency. The third category emphasizes the capacity of the borrower

—— e e -



to repay out of the income stream generated by tha lean.
While the set of categorical explanatory variables

is fairly narrow and well-defined, the empirical counterparts

are nUMErous. For _nstance, theory leaves unanswered the
question of which of several esmpirical asset-measures represent
the best counterpart to the thaoretical "safety" wariable. The

feasivle set ircludes total azssets, fixed assets, and net worta.

Likewise liguidity may be emviricaily revpresented by total financial
assets, '"gquick assets'" i.es financial assets plus stocks in trade,
net quick assets, and so on. Again, repayment capacity night be

indicated ty the growth rate of gross, net, or retained proiits
=] =] b] ) ¥
by the growth rate of sales, the growth rate of total assets or soame

other indicator of growth, - Bvidently, when theory does not provide

o

3

clear guidance, empiricism must be relied unon to de

1=y

ine those
observed varisbles which best represent conceptual variadlss.
For this study, we exverimented with various combinations

of liquidity, safety, and capacity to repay variables in the regression

al exuerinments

NER

analysis of bank overdraft ceilings in 1969.  The init
revealed considerable collinearity between some contaenders. Also,
in cases where collineariiy was nocably high, ecach variable did about

equally well as the other in terms of the coefficient of determination.

One wariable could therefore be eliminated without any serious loss
of explanatory power. The basis for elimination was the size of

the "t" gstatistic, higher "tV statistics beirg preferred to lower ones.

1ty

A second consideration was the need to conserve degrées o freedom.

On these bases, the variables finally used were:
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=]

Bank Overdraft Ceiling (BOC®) 1969 - The supply variable.

At J
Ba  Average Toial Assets (ATA), 1966-68; and HNet Worth (NW)
the "safety" or collateral variasples,
- ) ) ) A o
C.  Average Quick Assets (4QA); Quick Assets Ratio (QAR);
Lo / » . - .
Current Ratio (CR) - all representing the liguidity
variable,
Do  Average Gross Profits (AGP); Average Growth Rats of
r'S -
Gross Profits (AGP); Average Growth Rate of Sales (ASR)
-
and Average Growth Rate of Total iAssets (4TA) = 211

representing '"'capacity to repay'.

Variables rejected included the gross prefit raitios, lagged valuas of
total assets, lagged quick assets, and lagged gross profics.

The use of orevious years' data in explanation of current
period barnk loan supply was vremised on the argument that banks take
into account the financial performance of the firm over some deiined
set of yearé, sufficiently recent to allow for current experience,
but also sufficiently dated to allow for some broader perspective.

The Tunciional form used is one ty which the supply of bank
overdraits is linear in the levels of the three categorical vwariables.

wificance of the estimated coefficiants

Judging from the statistical si

o
3

orm of the relationship works well,

=

(to be discussed shortly) this
Tables 15 to 16 present some statistical results. R
For the sample as a unii, safety and liquidity variables

as represented by ATA and AQA were the major explanatery factors.

zes in the supvly

Singly they expilain 66% and L42% respectively of chang

e

jointly, they explain about 76%.

-

of overdrafts to individual firams

2

. Yy ~ Py LA 1 f % -
Net worth was of no significance,(R™ less than 10%), as was the Current

Ratio variable. Quick Assets Ratio, the other liquidity variable,
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also was of negligible significance. No repayment capacity

varianle was of marked importance, though Average Gross Profits,

when taken alone, was found %o explain approximasely 18% of the
variations in loan supoly. Growth rates of total assets, sales,
and profits all yielded coefficients of determination smaller than
0.1 and slope coefficients which were significant at the 25% level
onlya

The same general results were obtained for the manufacturing

sector, Commercial banks' lending by overdraits appear to be

ct
[]
)
P,
V]
d

primarily influenced by the firm's ability to satisfy eollatl
liquidity requirements, and little influenced by the irdicators of
ability to repay. As vefore, average total assets ard averzge liquid
assets wers the best smpirical counterparis to "safety" and liquidity
respectively. An additional feature of the statistical results, both
for tha samvle as a whole, and the manufacturing sector, worth commenting

elationship between liquidity and the suppdly of bank

"

or is the inverse

loans, Received theory suggests a.direct relationship i.e, that vanks

Ry

are willing to lend larger sums to mors liquid than to less liquid firams,
What the Zindings indicate is that banks somehow view greater liquidity
as a disqualification for loans, A possible explanation is the higher
product market risks implied by a high level of stock accumulation.

The results for the Distribution sector are¢ fundamentally
different in the latter respect and in others. Firstly, they indicate

that banks do attribuce considerable importance to liquidity, th

to a lesser degreea However, in the case of the Distribution sector

quick assets act as a qualification for loans. Secondly, safety

21

variables perform considerably less - well as explanatory 1acCvorSe

v
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TABLE 15. Supply of Bank Overdrafts =~ "Econoamt"
Tariables
- . DZ D.®
Q. |Constant AT4 AQA AGD QAR 48R -+ "o
(1) -~59.05 J.3182 0617 | 36
13.3911)
0.1/
(2) Lk 97 0. k01 252 | 36
(5.1510)
/5.7
(3) -80.97 3,633k -0.52138 27589 | 35
(5.9358) | (2.2398)
£ | 57
(&) 136,77 0.8589 | 1843 | 36
" (2,8515)
1/
(5) 257.50 0.6h1L 0005 [ 36
/.87
(6) 386.07 " | ~k_3552 | L0264 36
(1.1818)
(7) -269,06 0,7238 ~0.7168 0.0958 3.9456 .7698 | 33
(5.3019) | (2.6409) |(0.2396) | (1.355%)
/5.7 /27 | [R.s/ | [25/
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-202.74

Suvply of Bank Overdrafis - Manufacturing

"007956
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(3.%553)

v

~0,1489
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Average total assevs, the vest candidate, explains no more than

.',JH

o < n ; L6c = ; @ - S ;
20% (as cpposed to 56% for the "Economy™") of the variation in

.

bank overdraits. Furthermors, the direction of its influence is

By

negative tThereoy implying that, contrary %o the case of Manuiacturing,

an

banks regard tha accumulation of total assets as a disgualification,

1 —- _ ~ LYY ~a - 4~ 8 . o
vernaps on the grounds that larger firms snould be more capaole of
financing themsalves, Thirdly, the capacity tc repay variable,
wnether measured by the growth rates of sales or of gross profits,

a

exhibited greater sxplanatory dower.

manufacturing sector perhaps can ve explained in the following manner,
In the marufacturing sector, production is normally single-vroduct,

while in the Distribution sector a firm handles a larger number of

productse If marketing risks are Teduced by diversiification, the

firm engaged in wholesaling and retailing operates under a lower

[

-l

level of risk thzan does the manufacturing firm. n addition, in

economties where the pattern of consumption is biased towards imports,

either as a result of the income ¢leasticities of dsmand in the face

of domestic supply rigiditvies or as a2 result of taste preferences,
rketing vroves to be more difficult for tae domestiec manufactursr

trying to oreak into the local market than for tne local distributor

already entrenched and strongly assisted ty habits and customs.
Cognisant of the Qifferent levels af marketing risks, a dank may pay

little atitention to profit and growth measures in its evaluation o:

a manufacturing firm. On the other nand, the weakness of a iirm 1

the Distribuition sector would be aquickly reflected in the failure oL

its vrofits and sales to grow rapidly. Qrowth or capacity to repay
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variables could in these situations serve as useful supplsuents
to the safety and liguidity indicators of credit-worthiness.
Having discussed the supoly of bank overdraits, we

now turn o the atvoly of trade credit. Most studies dealing

~

with the supply of trade credit focus on the vossible frustrating

effects the provision of trade credit can have on restrictive

f

monetary nolicy, Only two studies (wviz,., Tamari /59797 and Madiri

AY L A . . . . . ~
1969/) %to our knowledge have attempted to isolate the factors

contains bty far the more rigorous tresatment, though Tamari's work
does provide some useful insighis and supporting statistical
material, We will utilize MNadiri's basic model as the frame for
our analysis. The essence of the model is as follows!

"Like advertising, trade credit affects the position and
elasticity of the demand schedule of the firm. It is a way of
expanding the market; 1% is also a selling cost arising in the
context oi the Firm's joint pricing policy.a.a..Like advsrtising~
expendituré, trade credit is a capital investment that, dy establishin

permansnt relations between lender and borrower, gives reiturns over

time", Zﬁadiri, Pa 40271 As a result, optimal trade credit policy

iy

e

may be analysed in a profit-maximisation model in which the price,

quality, volume, and selling costs are variables to be determined.

be the product demand function, wnere

C = irade credit ziven.

a = aquantity; p = price;
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A cost function consisting of production and selling costs can
zlso be deriined:
C =C{q)+ D (11)

production costs;

where C(q)

1

and D selling expenses, recvresented by %the sum
of new trade credit (OTC) and an allowance Tor bdad

dect (57TC).

ne firm then seeks to maximise net proiits by achieving an optinal

Hl

orice {v™) and the optimal level of trade credit (TC*). The

Tage. 3

rst maximise with respect to p:

=

solution nrocess is two
/ —
3(p, TC) :> e /oi(n, TC) - C(q) - D/ 4t (12)
o

subject to the constraint

D = &TC + TC (13)
Having obtained the optimal price, we then maximise
- 0D a ~ _
gre) =( e re(ne) - (r + 5 )T¢7at (1)
7 O -

for the optimal value of trade credit.

The solution for (1k) is

|
¢
*
U
-

where V and ¥ are the elasticities of demand with respect to trade
credit and price; and r is a discount rate which represents tne
interest income on alternative use of funds tied up in trade credit.
Equation (15) can be rewritten generally as:

TC* = TC*(pa, M ) (16)

where /LL r+ 8
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The basic functional form of the supply of trade
crediv can be developed to allow for subsidiary hyvotheses.
Firstly, one can introduce a term or set of terms representing

the nypothesis that trade credit extended varies directly with

iy
()
[

the financial and liquidity position o RS, Secondly, some
growth rate variable can be included to respresent the hypotiesis

that more rapidly growing firms ars relatively greater droviders

of trade credit. Thirdly, we can test for the role of age =ither
as an indicator of the need to compete via trade credit or as an
indicator of habits designed to maintain customer goodwill,
Fourthly, we introduce the ratio of Bank Credit to 3Szles to Sast
the hypothesis that firms use trade credit as a means of Jassing

on credit from the established financial institution, or conversely

that trade credit. supplied is inversely related to business borrowing

from financial institutions. Thus, finally, the trade credit supply
funczion be written generally as:

TC = TC(SR, IF, LA, G, Age, 30C/SR, TC-1) {(17)
where SR = »q )
and G = any one of growth rate variabls

The opportunity cost variable does not feature because of the cross-—
section nrature of tThe study. The results of applying this nodel to
the sample are oresented in Tables 18, 19, and 20.

Regressions on "economy-wide' data indicate that the major
determinant of suvpply is turnover. The lagged supply oi trade credit
2lso exerts a powerful influence thus revealing some degree of institu-
tional rigidity in supply conditions perhaps stemming from customers

L. A . 434 T} tock of liquid
expectations of a continuance of business credit. The stock © |



(3)

()

(5)

N

(7)

72.43

29,69

25.45

Q0.08a09
(lO 03889)

5.7

0.0275
(2,1181)

/57

Suoply of

Trade Credit -

Variables

v LA
1.0733
(1.8421)

[07

0.5321
(8.5810)

/0.2

0.1555
(3‘1844)

[17

ﬁéé@?
.g»-
"Economgﬁ
Age 7.,
8.9921
(2.1379)
[57 4
1,3820
[(11;7@$L)
[8.17
-2.4985 | 0.7252
/ 10/} £0.1/

\4 ) o
22 D.F.
0321 32
.3935( 32
.0959| 32
-6971f 32
,125J 32
81170 32
-9k5E 29
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T4BLE 19, Supoly of Trade __Credit - Manufacturing
Variaoles
7 o
EQ. |Constant | BGC/SR SR r . LA Age C 2* |D,F,
! | | ; |
(1) |} 225.90 | -2.18L6 ) .02911 19
(0.7543)
[A.8:7
(2) 3.18 0,08L5 .95728| 19
(20,7738)
/.17
(3) 93.99 1.1019 .1296| 19
(1.5821)
[25/
(L) L5, 6k 0.%2k9 .9507 | 19
(19.1368)
0.1/
(5) 84,10 0.5662 ,0289| 19
(.7525)
/N.5.71
(6) | -38.40 : _ "1.5872 | .7302| 19
(7.1721)
[5.17
(?7) 11.42 ) 0,03781 | 0.1875 0.2233 0,0L58 | .9700] 16
(1.80L4) | (1.1498)f (2.4367) (0.2278)
[r07 | Msg | L57 A7




- b9

TAZLE 20, Supoly of Trade Credit - Distribution

Variables
2
EQ. |Constant | BOC/SR SR iF T.A } ige ¢, R* {D,w,
| T
(1) | 402.15 | =&,2334 .04581 8
(C.6199)
(2) 68.82 ' 0.07L3 7915 8
(5,511%4)
/0.1/
(3) | 262,57 1,0008 098 8
(0.6430)
/i.8./
(4) 1Lk6,23 0.%%55 Joko|l 8
(1.8691)
Zfio;7
(5) 15,50 11.8410 L2811 8
(1.7685)
/25
(5) b _LO 1.2129 | 9831 38
| (21.58k)
[3.17
(7) L5, 74 0.0005 0.1201 [=3.5526 | 1,2177 | «9906| 5
(.0k30) (1.8164) [(1.%975)](8.1151)
[F.8.7 [.s.] | [257 | oo
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assets also explain much of the variations in trade ‘credit
supplied; ©out internal finance was not important. Aze was

1

found to ve of relatively positive and small thou

i}
=
=]
de]
o
|5 3
E.
ct

=
&%

influence, None of the solvency and growth rate indicators

2 .

turned cut to be important - all yielding R° not greater than 3%,

DQ

Furthermore, the ratio of bank overdrafis to turnover was of nagligible

the "passing on' aypothesis

for the manufacturing sector, the model works equally

well and yields roughly similar results. Important differences are
the sligntly more important roles of internal finance (R° = ,13 as
. C e L. fn2 o -
opposed to .09), liquid sssets (R” = .95), and the lesser roles of

, and age, aspecially thse

g

'"mabit nersistence" i.e. TC . (R = .73
narked insignificance of the latter. The regressions on the Distribu-~

tions sector do not produce dramatically different. results, but

especiaily noteworthy features are the much stronger esxplanatory vower
of age and "habit versistence

Altogetner then, ithe overwhelming conclusion is that irade

expense 1in a

[0}
oy
w
@
l—l
i-.J
‘-l
|23
(o]

credit supvly can indeed be conceived of a

ngce established

3V
[

09
(o]
(o]
(o5
=
=
l_.l
l_J
o
&1

manner analogous to advertising, and th
by the vrovision of credit has to be maintained by the continued

rovision of credif., Further, that the internal liquidity of <he

firm exerts a major influence on its willingness to supply credit, out

3 : = o - ) ' olv
its access to external sources of short-term, low cost eredit, notably

bank overdraits, does nots.

P T I AT o W™ e e ANCTC ot e e o SO - -
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Implications for Monetary Analysis and Polict

§

This paper has vroduced information indicaﬁive o the
importance of credit to the performance of business firms in CGuyana,
It proceeded to formulate a few theoretical models of the demand for
and supply of bank overdraits and trade credit which were identified

as the major sources of credit. The models were then applied to

the datae With a few statisvical reservations, the smpirical

s

analysis yields some resnlts of considerable importance to both

academic ecanomists and nolicy-makers. Thess we state briefly,
Firstly, they indicate that im analysing the behaviour of
business firms in the credit system - as borrowers and supvliarg of

loanable funds - one has to ascribe a primary role to financial factoprsg
inherent in the firms themselves. Secondly, real factors auch asg

business physical transactions must be elevated as motivating forces

in the explanation of the demand for and the supply of bank credit

and trade credit. Neither set of factors - real or financizl - by
themselves constitute sufficient explanation of business jarticipation
-in the ecredit system.i _

Thirdly, though trade credit is an iamporitant form of '
business financing it is essentially short-term, with repayment veriosds

varying between one to three months, and cannot te regarded as an
alternative to bank credit, nor as a serious means of meeting whatevar

deficiencies are present in the provision of insti tutional cregdit.

e =

&

This certainly is one implication of, on the one hand, the weak relstion-

ship tetween bank credit received and trade credit suppliad to local

- ~

irms, and on the other hand, the earlier descriptive information oxn

. . - . . ‘h i keabal evkerna
the relative weight of bank credit and trade credit in Total external



s e v

finarcing.

Fourzaly, and very importantly, the resulis move us much
closer o the voint of settling once and for all saame questionsg
aboutr the role of credit criteria in bank lending dec sions and
issues hinging upon these questions. Specific vwiews have been
vroferred 6y several Caribbean economists about the relative
importance of safety, liquidity, and capacity to revay variables.

s that banks being conservative emphasize the

’.Jn

A not so nopular view
safsety and Ziquidity wvariablies. This provosition is then used o
explain the particular sectoral distribuiion of crediit in terms of
the extent to wnich some sectors satisfy those criteria bhetcer than
other sectors. The explanation can be further exvended %o interw
sectoral distribution of loans. Dissatisfaction with the structure
of credit then leads to advocacy of z change in loan criteriad On
the other hand, those who judge the loan calculus to be more broadly
based, reflecting safety and liguidity variables as well as ability
to repay, sce no pressing need For a change in loan criteria.
Evidently,; sherefore, it is of vital importance for monetary analysis
and policy to establish the empirical bagis of the bank loan supply_
function.

Qur analyses indicate that in general banks do emphasize

safety ard liguidity variables. It reveals nonetheless that in some
instances ability to repay variavles are of major iaportancse. Further,

some explanatory

N
o
V)
05
]
o
o9
o
o
‘-I
0
]

the results highlight the dangers o

o

factors are more important for Distribution than for Manufaciurin
firms; and some factors also overate in different directions.
wha allege conservatism as rsflected by risk minimisation in oligopolis-

Fy oy hue
tic price situations (in the banking industry) are on zood ground; dus
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the quality of enalysis is snnanced by attentiaon to industry
differences. One illustration of the latter point is the vay
in which the diiferent strengths of "ability to repay' forces
us to seek explanations in terms of the differing degrees of
product market risks in the two sectors.

Finally, and verhaps most importantly, the resulis

role of the size gf firms as a deternminang
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supoly. Banks lend vroporticnately more to biz rirms
than to smaller ones. Wnen this result is taken conjoirtly with the

greater acility of larger firms to finance themselves out of their

o

1

own resources (Table 3), one possible inference is that the commercial
banking system operates sub-optimally Zrom the sitandpoint of dusiness
expansion and the efficiency oif the business sector,

In the short period, the allocative bias taowards large
firms results in a lower level of activity than could have been

sustained by a different allocation for the simple reason that

credit deprivatiorn exerts a stronger negative impact on the exvenditure

(7]
o
N
[
1Y
o
[
4]
j;J.
"
(V)
!
I
L
|_J

decisions of financially weaker {firms. A Tirm with
resqurcas or access o éther externzl resources can by a suitable
reallocation of its financial assets and liabilities maintain a pro-~
jected level of expenditures. Certainly Balmexr's 1ﬁ§627 study
indicates that for many large monopolistic or foreign firms the denia
of an overdraft of the order of say 350,000 would be a minor irritatior
and noiling more. Tor a young and indigenous small manufacturing
establishmeut on the other hand, there is often no internal resources
or external source to fall back on., The vrovision of an overdrait

of one=~fifth that size could make the difference between survival and
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non-~existence,

The lower short-period level of activiiy must cowever
be taiken In a braader and more dynamic context. 4n emvhasis I
on large Iirms is not sub-ouvtimal if (a) larger firms are growing

more rapidly than small firms, and (b) large firms are more

efficlert ~ eificlency being measured by profitability, aobout which
we say something later, Wle conducted two simple statistical tests
-

the Last set of assumptions. First, simple linear regressions

of averaze vrofitability on average total assets were conducted on
the three grouvs of data, In 211 cases the relationship was found
to be weak, but with a2 tendency for profitability to decline with the
size of <he firm, Secondly, an analysis of variance was conducted
on the average growth rates of total assets for the ten largest and
the ten smalilast firms, It did not support the nypathesis that

B FEpS

there is a significant difference between the growth rerformances

of small and large Tirms, Thus, altogether, the opportunity cost

attern of credit is not offset

o

argument against the size allocative

g

by the evidence on profitability and

aq

rowth rates. In gliohal Terms,
expan

si £ business activity

o]
=
Q

bank loens on the criterion of maximunm

are not optimally allocated.

e
Ll

There are at least two important qualifications to

=

iy

above analysis and inferences. Pirst of all, it is somewnatb

unrealistic to treat profitability as a measure of efficiency in

situation of serious product market imperfections. Avart®

ct

- -~ . ~ . . . [SE S L
difficulty of comparing efficiency in this sense across differen
industries, the problem is further compounded oy diﬁferences in degrees

of monopolistic and administered price fixing.
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Horeover from a broader welfars standpoiﬁ@,_high
profit rates may well ve regarded as an index of ibaf ficiency,
Secondly, though the global expansion of the busineésisector is
important, it must be considered together with (and perhaps is
oversnadowed in importance by) the product structure of the business
sector, The allocative efficiency of bank credit can only te
udged when one takes into consideration the extent fTa waich
the patcern of credit is consistent with or in conflict with an
optimal ecoromic structure. Tnis is a large igsue in its own
right and we do not attempti to handle it in any detail nere,
suffices to say, however, that the structure of the =2conomy has been

deemed bty both academics and volicy-makers as congiderzadly fapr

)y

{1}

divergent Irom thai consisteat with the needs and aspirations o
the Guyanese peopla. The structure of bank loans now, as in 1950,
can be characterised in like manner,

The sub-optimal structure of credic is the product of a
_virtually unregulated commercial banking industry operating on th
kinds of critveria this study has demonstrated to be the case. Iz
policy~makers really do wish to bring about structural changes in

of a structurall;

a manetary economy, they have to face up to the issue a s
resulated banking industry in varticular and a functional financial

system in general. Policy-makers, like commercial banks, will de

judged by the evidences
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