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Abstract

This paper investigates the impact of business strategy on firms’ trade credit policies. We find that
firms following an innovation-oriented strategy (prospectors) offer significantly more trade credit
to their customers than those following an efficiency-oriented strategy (defenders). Furthermore,
by exploiting two exogenous shocks to the supplies of high-skill employees and bank credit, we
tind that prospectors curtail trade credit in response to the reduction of talent mobility following
the adoption of Inevitable Disclosure Doctrine, whereas defenders significantly increase
provisions of trade credit following the increase in bank credit supply due to the relaxation in
interstate branching regulations. Additional evidence substantiates that prospectors increasing
trade credit provisions enjoy higher sales generation efficiency and superior performance. Finally,
our supply chain analysis documents that prospectors also receive significantly more trade credit
from their suppliers. Collectively, our findings highlight that business strategy is an important yet

intrinsic determinant of supply chain financing;
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1. Introduction

Granted by sellers to buyers to enable customers to purchase goods or services without
immediate payment, trade credit is not only a prevalent practice but also the most important source
of short-term external finance for firms (e.g., Barrot, 2016; Petersen and Rajan, 1997; Rajan and
Zingales, 1995; Seifert et al., 2013). Ng et al. (1999) show that trade credit financed about $1.5
trillion of assets and represented approximately 2.5 times the combined value of all new debt and
equity issues annually in the 1990s. Levine et al. (2018) find that trade credit accounts for 25% of
firms’ total debt liability across 34 countties from 1990 to 2011. Also, Yang and Birge (2017) find
that trade creditis 1.3 times as large as bank loans. By separating the delivery of goods and services
from immediate receipt of payment, trade credit, as an important source of external financing, is
responsible for global trade of more than $§25 trillion (Klapper et al., 2012). Given the important
economic significance from both micro- and macroeconomic perspectives, a number of studies
have focused on the question of why firms provide or extend trade credit (e.g, Barrot, 2016; Biais
and Gollier, 1997; Box et al., 2018; Burkart and Ellingsen, 2004; Petersen and Rajan, 1997; Yang
and Birge, 2017).

Prior studies on trade credit primarily investigate the determinants of firms’ trade credit policies
and motives for providing trade credit (e.g., Choi & Kim, 2005; Cosci, Guida, & Meliciani, 2020,
Giannetti, Burkart, & Ellingsen, 2011; Klapper et al., 2012; Ng et al., 1999; Petersen & Rajan, 1997).
While much of the literature examines both financial and non-financial motives for trade credit
provision, no investigation has considered the role of business strategy in shaping firms’ trade
credit policies. In this paper, we aim to fill the research void above and provide new insight into
the determinants of trade credit policies by examining trade credit provision practices between
firms pursuing distinctly different business strategies.

To address our research questions, we follow previous studies (e.g., Bentley et al., 2013; Higgins
etal., 2015; Ittner et al., 1997) and adopt Miles and Snow’s (1978, 2003) theoretical business strategy
framework to examine whether the extent to which a firm follows a particular business strategy
affects trade credit policies. Miles and Snow (1978, 2003) identify three viable business strategies
that may exist simultaneously within industries, namely prospectors, defenders, and analyzers.
These strategies are positioned along a continuum, with prospectors at one endpoint and defenders

at the other. A majority of firms, referred to as analyzers, have attributes of both prospectors and



defenders, constituting the middle of the continuum. Specifically, defenders follow an efficiency-
oriented and cost leadership strategy and tend to maintain a narrow and stable product focus to
compete on the basis of price, service, or quality (Miles & Snow, 1978, 2003). Hence, rather than
aggressively pursuing new opportunities, defenders carefully plan before making decisions,
minimize their exposure to risk and uncertainty, strive to maintain organizational and operational
stability, and sell products that have readily available substitutes (Miles & Snow, 1978, 2003). In
contrast, prospectors following an innovation-orientated strategy make constant changes in their
product market mix and strive to be the leaders in the innovative market in numerous domains. As
such, prospectors embrace uncertainty, aggressively pursue new market opportunities, and are likely
to sell unique products that do not have viable substitutes (Miles & Snow, 1978, 2003)".

Based on the distinctive features of prospectors and defenders, we argue that firms pursuing
different business strategies are likely to have distinctive trade credit policies. On the one hand,
prospectors may offer more trade credit to stimulate customer demand as they enter new markets.
Since prospectors need to sell innovative products that do not have readily available substitutes,
trade credit provided by prospectors can serve as an implicit guarantee of product quality and a
good marketing tool to motivate and educate their customers (Higgins et al., 2015; Ittner et al.,
1997; Levy, 1985). Furthermore, previous studies (Rajagopalan, 1997; Simons, 1987; Singh &
Agarwal, 2002) suggest that prospectors are more tolerant of risk and uncertainty, thus they are
likely to offer more trade credit than other firms.

Unlike prospectors, defenders follow an efficiency-driven strategy that minimizes their costs
and exposure to uncertainty. Given their risk aversion and cost minimization, defenders are
expected to offer less trade credit to their customers, due to the credit risks and financing costs
related to trade credit provision. However, defenders may also have incentives to provide more
trade credit to their customers. For example, in line with their cost-minimization strategy, defenders
may use trade credit to shift inventory and reduce excessive costs of holding inventories.
Additionally, given its emphasis on price within a very narrow product market (Miles & Snow, 1978,

2003), defenders may also use trade credit as a marketing tool to stimulate sales in a highly

' In our sample, examples of prospectors include “Tesla Inc”., “Amazon Inc” and “Intel Inc.” whereas examples of
defenders include “US 1 Industries”, “New Jersey Steel Corp” and “Versa Inc.”. The characteristics of these examples
are in line with the Miles and Snow (1978, 2003) framework and highly consistent with the previous studies (Bentley et
al,, 2013; Higgins et al., 2015). For more examples of prospectors and defenders, please see Appendix 3 of Bentley et al.
(2013) and Appendix 1 of Higgins et al. (2015).



competitive market environment. Based on the discussion and theoretical tension above, the
influence of business strategy on trade credit remains an important empirical question.

Meanwhile, given firms are facing ever-changing external environments, it is important to
understand how prospectors and defenders may behave and react differently in their trade credit
policies in response to exogenous changes in talent and credit supplies. Given that prospectors
focus on an innovation-oriented strategy that emphasizes R&D and exploits new products by
leveraging the knowledge and skills of their employees (Bentley et al., 2013; Miles & Snow, 1978,
2003), prospectors, by default, have a high reliance on skilled labor that offers competitive
advantages. On that basis, we examine the influence of talent supply on the relationship between
business strategy and trade credit by exploiting the staggered adoption of the Inevitable Disclosure
Doctrine (IDD) by the US. state courts as an exogenous shock that significantly reduces the
mobility of high-skilled employees (Ali et al., 2019; Callen et al., 2020; Chemmanur et al., 2018;
Glaeser, 2018; Z. He, 2018; Klasa et al., 2018; Y. Li et al., 2018; Qiu & Wang, 2018). Since the
reduction in talent supply would significantly undermine the viability of such an innovation-driven
business strategy, we hypothesize that firms following innovation-oriented strategies will reduce
the use of trade credit. In contrast, since defenders are less reliant on high-skilled talents relative
to prospectors, we predict that the reduction of talent supply is less likely to affect defenders’ trade
credit decisions.

Furthermore, we also examine the impact of exogenous variation in bank credit supply on the
relationship between business strategy and trade credit. Existing literature shows that the
availability of credit supply from banks influences firms’ trade credit provision (Cufat, 2007,
Fabbri & Klapper, 2016; Klapper et al., 2012; Ng et al., 1999; Shenoy & Williams, 2017). We follow
prior studies and exploit the exogenous state-level variation in interstate banking deregulation after
the enactment of the Interstate Banking and Branching Efficiency Act IBBEA) (Rice & Strahan,
2010; Shenoy & Williams, 2017) to test whether firms that follow particular business strategies
adjust their trade credit policies in response to the relaxed bank branching restrictions and the
greater access to bank credit. Given that defenders focus more on cost-minimization and are
sensitive to financing costs (Miles & Snow, 1978, 2003), we hypothesize that firms following an
efficiency-oriented strategy are likely to offer more trade credit when bank credit is cheaper and

more accessible.



Using a large sample of U.S. listed firms over the period of 1962-2019, we find strong evidence
that business strategy is positively associated with trade credit provision. Specifically, firms pursuing
an innovation-oriented strategy (i.e., prospectors) provide significantly more trade credit to their
customers than those following an efficiency-oriented strategy (i.e., defenders). We interpret our
tindings as evidence that prospectors employ generous trade credit policies to proactively appeal
to a larger customer base and build favorable relationships with their customers. Our main results
are robust to different sample compositions when we exclude analyzers, alternative measures of
trade credit, the inclusion of individual business strategy components, a propensity-score-matched
(PSM) sample, and an instrumental variable (IV) approach to address potential endogeneity
problems.

In our second hypothesis testing on talent supply, we find that prospectors curtail trade credit
in response to the reduction of talent mobility following the adoptions of IDD, whereas we do
not find such adjustment in trade credit amongst defenders, which are less dependent on high-skill
talent. These distinct reactions between prospectors and defenders to the reduction of talent
supply suggest that innovation-oriented firms are more reliant on human capital and adjust their
trade credit policies in accordance with the talent supply. Consistent with our third hypothesis on
credit supply, we find that defenders significantly increase (cut) the provisions of trade credit in
states where interstate banking regulations are relaxed (strict), while prospectors do not adjust their
trade credit provisions. We interpret these contrasting reactions as evidence consistent with
prospectors being more reliant on trade credit than defenders which, on the other hand, are very
sensitive to the availability and costs of bank credit and adjust their trade credit provision according
to bank credit supply.

In our cross-sectional analysis, we investigate the influence of inventory and financial health to
explore the heterogeneity of the relationship between business strategy and trade credit. Previous
literature shows that the transaction costs (e.g., storage costs) of inventories can be an important
motive for firms to offer trade credit to their customers (Bougheas et al., 2009b; Daripa & Nilsen,
2011; Emery, 1987; Mateut et al., 2015; Petersen & Rajan, 1997). This operational motive implies
that suppliers may use trade credit to stimulate demand and shift inventory transaction costs to
buyers. Hence, we argue that the effect of business strategy on trade credit will be more

pronounced for firms with high levels of inventories because those firms have stronger incentives



to use trade credit to lower their inventory and transaction costs. Consistent with our prediction,
our cross-sectional results show that the positive effect of business strategy on trade credit is more
salient for firms with excessive levels of inventories. Next, we also investigate the influence of
financial conditions on the relationship. Firms may be more willing to provide or extend trade
credit to their customers if they can access external finance, whereas firms are reluctant to provide
trade credit when they are financially constrained or distressed (Barrot, 2016; Molina & Preve, 2009,
2012; Murfin & Njoroge, 2015). Hence, we expect that the positive effect of business strategy on
trade credit will be more pronounced for firms with high external financial dependence but less
pronounced for financially constrained and distressed firms. Indeed, in line with our prediction,
our results endorse this expectation. In additional tests, we find that prospectors with increases in
trade credit provision enjoy higher sales generation efficiency and superior performance. Our
supply chain analyses show that prospectors, in return, also receive significantly more trade credit,
relative to the defenders, from their suppliers.

Our study contributes to the literature in several aspects. First, our study contributes to the
emerging literature on the impact of business strategy on corporate decisions (Bentley-Goode et
al., 2019; Bentley et al., 2013; Habib & Hasan, 2017; Higgins et al., 2015; Lim et al., 2018; Teirlinck,
2020; Yuan et al., 2020). We extend this line of research by showing that firms following an
innovation-oriented business strategy not only offer more trade credit to customers but also receive
more trade credit from their suppliers. These findings reveal that the business strategies can
influence the interplay between customers and suppliers through the use of trade credit, an
important source of inter-firm financing, thus profoundly shaping the customer-supplier
relationship across the supply chain.

Second, we also contribute to the extant literature on trade credit. While much of the literature
on corporate finance tends to focus on the financial determinants of trade credit policies, we
present new evidence that a firm’s business strategy, which is normally determined at the very early
stage of company life, is an intrinsic yet unexplored determinant of trade credit, a major source of
short-term financing widely used by corporates around the world. Crucially, given business strategy
is typically very stable over the life of a company, our finding suggests that its impact on trade
credit decisions is therefore expected to be long-lasting and profound. Thus, our study adds to the

understanding of the underlying determinants of trade credit policies.



Third, our study also provides evidence regarding the implications of changes in the legal and
regulatory environment for firms’ trade credit policies. In particular, our results show that firms
pursuing distinctive business strategies react differently in their trade credit provision when facing
exogenous changes in talent and bank credit supply. Hence, our findings also contribute to the
relevant literature (e.g, Glaeser, 2018; Klasa et al., 2018; Rice and Strahan, 2010; Shenoy and
Williams, 2017) and provide strong policy implications that complete our understanding of the
consequences of these legislative changes and how they affect firms’ trade credit policies and
potentially supplier-customer relationships.

Finally, our study also offers important managerial and policy implications. In light of the ever-
increasing market competition in today’s economy, firms are constantly striving to be more
innovative or efficient to remain competitive and successful. Hence, our findings suggest that
managers of innovative firms can use trade credit as an effective and strategic tool not only to build
favorable relationships with their customers but also to improve operational and market
performance. Given the strategic importance of innovation to the economy, policymakers should
consider offering additional financial support to enable innovation-oriented firms to offer trade
credit. Overall, our study sheds light on how distinctive business strategies shape decisions on trade
credit and highlights the potential benefits of trade credit as an alternative financing source that
can improve the financial resilience of the supply chain.

The remainder of the paper is structured as follows. Section 2 reviews existing literature and
develops our main hypothesis. Section 3 presents the research design, discusses the data and
variables, and provides descriptive statistics. Section 4 presents our main empirical analyses. Section
5 presents and discusses the results of additional analyses. Section 6 discusses the contribution and

implications of our study.

2. Literature review and hypothesis development
2.1 Trade credit

The extent to which business strategy affects a firm’s trade credit policies depends on how the
features of each strategic type (i.e., strategic focus, risk and uncertainty preferences, and product
characteristics) influence the trade-offs between the benefits and costs associated with trade credit

provision. To test the extent to which following particular business strategies can affect trade credit
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policies, we first review the literature articulating the various motives, benefits and costs associated
with trade credit. Then, based on the characteristics of each strategy type, derived from Miles and
Snow’s (1978, 2003) theoretical business strategy framework, we develop our main hypothesis
regarding the influence of business strategy on trade credit policies.

Previous literature on trade credit shows that there are at least three motives for firms to provide
trade credit and documents that there is a trade-off between the benefits and costs associated with
trade credit provision. First, providing trade credit may lead to an increase in demand or market
share (e.g., Biais and Gollier, 1997; Cufiat, 2007; Garcia-Appendini and Montoriol-Garriga, 2013;
Meltzer, 1960; Schwartz, 1974). Meltzer (1960) and Schwartz (1974) suggest that sellers who
provide trade credit to illiquid customers can stimulate demand for transacted products.
Consistently, Garcia-Appendini and Montoriol-Garriga (2013) show that offering trade credit not
only provides immediate liquidity to their customers but also sends a positive signal regarding
customers’ creditworthiness, which may ultimately generate financial benefits for suppliers through
additional revenue (Biais & Gollier, 1997). Second, trade credit can also be considered as an implicit
guarantee of product quality and a marketing tool to stimulate sales and obtain a competitive
advantage in product markets (Daripa & Nilsen, 2011; Dass et al., 2015; Fabbri & Klapper, 2016;
Lee & Stowe, 1993; Long et al., 1993; Petersen & Rajan, 1997). By separating the delivery of goods
and services from immediate receipt of payment, trade credit provides customers with a net petiod
to evaluate product quality before remitting payment, thus lowering the information asymmetries
regarding product quality. Moreover, trade credit is also considered as a less aggressive and more
flexible instrument than price reduction in market competition (Fabbri & Klapper, 2016). Third,
firms also derive operational benefits from offering trade credit to their customers. For instance,
firms can smooth the demand for their products by adjusting their trade credit terms to cope with
uncertain demand (Emery, 1987). The use of trade credit also facilitates firms to lower inventory
carrying costs (e.g., storage costs) by converting inventories to receivables (Bougheas et al., 2009b;
Daripa & Nilsen, 2011; Emery, 1987; Ferris, 1981; Petersen & Rajan, 1997).

Despite the widespread use of trade credit and the associated benefits discussed above, there
are also potential costs and risks associated with trade credit, such as reduced liquidity, higher
financing costs, and default risks. One straightforward risk implication of trade credit is that

suppliers providing trade credit increase their risk exposure if their customers fail to repay them



and bad debt losses occur. In particular, previous studies show that trade credit can be extremely
costly for financially constrained firms because the investment and liquidity of those firms will be

adversely affected by carrying receivables (Barrot, 2016; Murfin & Njoroge, 2015).

2.2 Business strategy

While the factors discussed above are considered primary determinants and motives for trade
credit provision, the literature remains largely silent on whether and how trade credit policies may
be affected by business strategy. Given that business strategies have an undetlying influence on
directing how firms develop, the omission of the impact of business strategy on trade credit
policies seems surprising. To compete in their respective market environments, firms align their
strategies with different patterns of product, market domain, technology, and organization
structure and process (Bentley et al., 2013; Hambrick, 1983; Higgins et al., 2015; Ittner et al., 1997;
Lim et al., 2018; Martinez-Simarro et al., 2015; Miles & Snow, 1978, 2003; Milgrom & Roberts,
1995). Consequently, the influence of business strategy is profound, fundamentally affecting firms’
operations, and the design and implementation of their policies, including trade credit policies.

The management literature has developed numerous typologies of business strategy that
describe how companies compete in their respective lines of business (March, 1991; Miles & Snow,
1978, 2003; Porter, 1980; Treacy & Wiersema, 1995). For instance, Porter (1980) categorizes
business strategies into either cost leadership or product differentiation. March (1991) identifies
business strategies as either exploitative or explorative. Treacy and Wiersema (1995) distinguish
business strategies in terms of operational excellence, product leadership, and customer intimacy.
While the labels for business strategy types vary across typologies, there are overlaps among the
various typologies, and competitive strategy can be broadly conceptualized as a continuum between
two different strategic orientations. The business strategy typology of Miles and Snow (1978, 2003)
is one of the well-cited business strategy theories. There is a stream of recent empirical research
that employs Miles and Snow’s (1978, 2003) theoretical business strategy framework and
investigates the influence of business strategy (Bentley-Goode et al., 2019; Bentley et al., 2013; C.
J. Chen et al., 2018; Y. Chen et al., 2017; Higgins et al., 2015; Ittner et al., 1997; Lim et al., 2018;
Lin et al., 2021; Teirlinck, 2020; Yuan et al., 2020). For instance, Bentley et al. (2013) find that firms

following an innovation-oriented strategy (i.e., prospectors) have a higher propensity to experience



an Accounting and Auditing Enforcement Release (AAER), lawsuit, or restatement than those
following an efficiency-oriented strategy (i.c., defenders). Also, Higgins et al. (2015) show that
prospectors tend to engage in more tax-avoidance behaviors and to take more aggressive and less
sustainable tax positions than defenders. Moreover, Ittner et al. (1997) investigate the influence of
business strategy on CEO compensation schemes and find that prospectors are more likely to use
non-financial measures in CEO bonus contracts. Lim et al. (2018), meanwhile, find that
prospectors have lower levels of annual report readability relative to firms pursuing a defender
strategy. Finally, Chen et al. (2017) show that prospectors have a higher propensity to receive both

‘going concern’ and ‘material weakness’ opinions.

2.3 Hypothesis development

The prior empirical studies discussed above together with the theoretical framework of Miles
and Snow (1978, 2003) guide our investigation of the relationship between business strategy and
trade credit policies. In particular, Miles and Snow’s (1978, 2003) theoretical business strategy
framework identifies two viable and distinct business strategies that are positioned along the
continuum, with prospectors at one extreme and defenders at the other.” Prospectors, at the one
end of a strategic continuum defined by Miles and Snow (1978, 2003), align with Porter’s product
differentiation, March’s exploration, and Treacy and Wiersema’s product leadership. According to
Miles and Snow (1978, 2003), prospectors following an innovation-otiented strategy embrace
uncertainty and encourage risk-taking. Specifically, prospectors attempt to identify and exploit new
product and service market opportunities. They are oriented toward R&D and marketing and tend
to sell differentiated products that do not have viable substitutes, which requires them to maintain
technological flexibility for a diverse product mix, to adapt quickly to changes and uncertainties in
the external environment, and to follow a ‘first to market’ strategy in a broad array of product-
market domains (Miles & Snow, 1978, 2003). Prospectors display rapid growth patterns, often in
spurts, due to the aggressive pursuit of new opportunities by entering into new product and
geographic markets (Miles & Snow, 1978, 2003).

Based on the above characteristics, prospectors are expected to provide more trade credit to

? While the Miles and Snow (1978, 2003) typology proposes three viable business strategies, we follow previous empirical
research in management and accounting (e.g, Ittner et al., 1997; Bentley et al., 2013; Higgins et al., 2015; Lim et al., 2018)
and primarily focus our analyses and discussion on two viable and distinct strategies that comprise the endpoints of their
strategy continuum, namely prospectors and defenders.



their customers to stimulate demand for their transacted products as they enter new geographic
and product markets and respond to constant change. Also, since prospectors following
innovation-oriented strategy aggressively identify new product and geographic markets and sell
differentiated products that do not have readily available substitutes, they are likely to spend more
effort on motivating, educating, and informing their customers via marketing (Higgins et al., 2015;
Ittner et al., 1997; Levy, 1985). Therefore, trade credit provided by prospectors can serve as an
implicit guarantee of product quality and a good marketing tool to stimulate demand and obtain a
competitive advantage when entering new markets. Moreover, previous studies (Rajagopalan, 1997,
Simons, 1987; Singh & Agarwal, 2002) suggest that prospectors encourage risk-taking behavior by
emphasizing long-term, stock-based compensation incentives. Hence, prospectors’ risk-taking
preference in compensation arrangements and their attitudes towards uncertainty provide
management with strong incentives to be risk-tolerant about the costs and risks associated with
trade credit (e.g, reduced liquidity, higher financing costs, and default risks) and thereby encourage
its provision.

In contrast, at the opposite end of the continuum, Miles and Snow (1978, 2003) define
defenders as firms that pursue an efficiency-oriented strategy, similar to Porter’s cost leadership,
March’s exploitation, and Treacy and Wiersema’s operational excellence. Unlike prospectors,
defenders following an efficiency-oriented strategy minimize their exposure to risk and uncertainty.
In particular, defenders tend to provide a stable set of products that are more likely to have viable
substitutes; they do not aggressively pursue new opportunities, and consequently have a narrow
market focus and stable operations. Moreover, instead of emphasizing R&D and marketing,
defenders stress the finance and production functions. As such, compared to prospectors,
defenders focus on improvements in current efficiency to reduce costs. Thus, defenders tend to
display cautious and incremental growth patterns where they achieve low and steady growth mainly
through market penetration of their narrowly focused product lines (Miles & Snow, 1978, 2003).

Given their aversion to risk and uncertainty, defenders should be reluctant to provide trade
credit to their customers, because carrying receivables exposes them to significant credit risks (e.g,,
liquidity risk, default risks). Moreover, the use of trade credit may also lead to higher financing
costs that usually accompany an increase in trade credit provision or extension. Hence, as defenders

following an efficiency-oriented strategy strive to be cost-efficient, they are likely to have lower
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trade credit provision.

However, defenders also have attributes that provide them with incentives to offer or extend
more trade credit to their customers. First, trade credit can facilitate firms following a cost-
minimization strategy to reduce carrying costs of inventories, if selling on credit contributes to
higher order volume. Second, unlike prospectors aggressively pursuing new products and market
opportunities, defenders usually maintain a narrow product focus and compete primarily on price,
service, or quality (Miles & Snow, 1978, 2003). Hence, trade credit provision can also be used by
defenders as a marketing tool to stimulate sales, thus resulting in a competitive advantage for
defenders’ products that generally have readily available substitutes in product markets. Third, prior
studies argue that defenders have more stable profitability and growth patterns. For example, Ittner
et al. (1997) suggest that defenders are less likely to suffer financial distress in comparison with
prospectors. Also, Hambrick (1983) shows that defenders have consistently higher operating cash
flow and return on investment ratios relative to prospectors. Thus, defenders tend to have more
stable financial positions to provide trade credit to their customers.

Based on the preceding discussion, while prospectors and defenders have competing attributes
that may affect their trade credit policies, we find it is hard to predict which strategy leads to more
trade credit provision. Given the mixed arguments and predictions above, the influence of business
strategy on trade credit provision is ultimately an empirical question. Hence, we develop two

competing hypotheses as follows:

Hypothesis 1a: Firms following an innovation-oriented strategy (i.e., prospectors) offer more
trade credit to customers, relative to firms following an efficiency-oriented strategy (i.c., defenders).
Hypothesis 1b: Firms following an efficiency-oriented strategy (i.c., defenders) offer more trade

credit to customers, relative to firms following an innovation-oriented strategy (i.e., prospectors).

2.3.1 The role of talent supply

Based on Miles and Snow (1978, 2003), tirms following prospector strategy ate innovation-
oriented. The success of corporate innovation hinges heavily on high-skilled talents, who possess
valuable skills and expertise as well as proprietary knowledge, all of which are essential to

continuous innovation (Almeida & Kogut, 1999; Breschi & Lissoni, 2001; J. Chen, Leung, & Evans,
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2016; Samila & Sorenson, 2011; Simpson & Tamayo, 2020). Given that human capital is the
underpinning driver of corporate innovation, a sustainable talent supply is indispensable and vital
for the effective implementation and success of the innovation-oriented business strategy pursued
by prospectors.

To test how prospectors adjust trade credit policies when their innovation ability is significantly
undermined, we exploit the staggered adoptions of the Inevitable Disclosure Doctrine (IDD) by
the U.S. state courts as exogenous shocks to the mobility and supply of high-skilled employees in
the labor markets in certain US. states. Effectively, IDD prohibits an employee with access to
proprietary knowledge of a firm from working for its competitors, to prevent the leakage of trade
secrets to its rivals by the departing employee.” Previous studies have empirically verified that IDD
legislation significantly limits the mobility of high-skilled employees, who are most likely to possess
firm-specific proprietary information and business intelligence that are crucial to continuous
innovation (Klasa et al., 2018; Png & Samila, 2015). Also, several human capital studies present
consistent evidence that reduction in employee mobility severely hinders innovation due to limited
inter-firm knowledge spillover and challenges in searching and matching the right candidates in a
smaller talent pool (Marx et al., 2015; Samila & Sorenson, 2011; Yin et al., 2017). On top of this,
even though IDD in a way enables employers to force the retention of their key talents, Contigiani
et al. (2018) find that the incumbent employees’ innovation output is also hindered due to the lack
of external job opportunities.’

Given that the exogenous reduction in talent supply caused by IDD legislation could
significantly hamper prospectors’ innovation capability and efficiency (Contigiani et al., 2018;
Samila & Sorenson, 2011), we argue that IDD would consequently undermine the viability and
effectiveness of such an innovation-driven business strategy for firms based in IDD states. Thus,
prospectors in states subject to IDD laws might be less innovative and relatively more efficiency-
driven, compared with prospectors in non-IDD states. Hence, we predict that in response to
exogenous shocks to talent supply, prospectors in IDD states will reduce the use of trade credit.
In contrast, relative to prospectors, defenders are relatively less reliant on high-skilled talents and

instead focus on efficiency improvement and cost control. Therefore, the reduction of high-skilled

® For more details on IDD legislation, please see page 271-272 of Klasa et al. (2018).
“ On the other hand, many studies have shown that favourable employee treatment and employee-friendly laws are

conducive to innovation (Acharya et al., 2014; Chang et al., 2015; C. Chen et al., 2016; J. Chen et al., 2016; Fauver et al.,
2018; Mao & Weathers, 2019).
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talent supply is more likely to have a greater impact on prospectors than defenders in terms of
trade credit provision (Aobdia, 2018; Klasa et al., 2018; Marx et al., 2009; Qiu & Wang, 2018). In

line with the above predictions, we postulate the following hypotheses as follows:

Hypothesis 2a: Firms following an innovation-oriented strategy (i.e., prospectors) significantly
reduce trade credit to customers in response to the exogenous reduction in talent supply.
Hypothesis 2b: Firms following an efficiency-oriented strategy (i.e., defenders) do not change

their trade credit provision to customers in response to the exogenous reduction in talent supply.

2.3.2 The role of credit supply

In addition, we also investigate how firms following different business strategies might adjust
their trade credit policies in response to changes in credit supply. Previous studies find that the
bank branching deregulation significantly increases the credit supply and bank competition, thus
leading to cheaper and more accessible bank credit (Black & Strahan, 2002; Castellani & Afonso,
2021; Jayaratne & Strahan, 1996; Rice & Strahan, 2010; Shenoy & Williams, 2017). Based on the
ptior literature, bank deregulations might influence the relationship between business strategy and
trade credit in opposite directions. On the one hand, the increase in credit supply after bank
deregulations means that suppliers have easier and cheaper access to bank credit so that they can
afford a more aggressive use of trade credit to customers (Shenoy & Williams, 2017). At the same
time, however, better bank credit availability could also motivate customers to substitute cheaper
bank credit for suppliers’ trade credit, making customers less reliant on trade credit to finance
transactions (Bastos & Pindado, 2013; Klapper et al., 2012; Shenoy & Williams, 2017). In response,
suppliers may reduce trade credit provisions to customers who can already afford purchases with
bank loan facilities. In light of the competing predictions above, how firms pursuing different
business strategies might adjust their credit policies in reaction to the credit supply shocks is itself
both a relevant and interesting empirical question. Given that defenders focus more on cost-
minimization and are sensitive to financing costs (Miles & Snow, 1978, 2003), we expect that firms
following an efficiency-oriented strategy are likely to offer more trade credit when bank credit is
cheaper and more accessible. However, it is also possible that having access to cheaper bank credit

reduces customers’ demand for trade credit from suppliers. Thus, defenders may also lower their
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trade credit when their customers can access cheaper bank credit. Therefore, based on the
competing predictions above, it is unclear how defenders adjust their trade credit provision in
response to the increased bank credit supply.

Based on the competing predictions on the effect of bank credit on trade credit (Bastos &
Pindado, 2013; Klapper et al., 2012; Shenoy & Williams, 2017), prospectors may also adjust their
trade credit provision in different directions. On the one hand, with access to cheaper bank credit,
prospectors can afford to offer more generous trade credit. Therefore, prospectors may increase
their trade credit provision to their customers after the exogenous increase in bank credit supply.
On the other hand, when facing cheaper bank credit, customers of prospectors may no longer
require as much trade credit as they previously demanded. Thus, prospectors may also reduce their
trade credit provision when their customers can directly access cheaper credit from banks. In
addition, since prospectors are insensitive to financing costs associated with trade credit provision,
it is also possible that prospectors may not significantly adjust their trade credit policies due to
changes in bank credit supply.

Based on the multiple predictions above for defenders and prospectors, it is unclear how
defenders and prospectors respond to the changes in bank credit supply in their trade credit policies.

We hereby propose and test our hypotheses in null form with no directional prediction:

Hypothesis 3a: Firms following an efficiency-oriented strategy (i.e., defenders) do not change
their trade credit provision to customers when there is an increase in bank credit supply.
Hypothesis 3b: Firms following an innovation-oriented strategy (i.e., prospectors) do not change

their trade credit provision to customers when there is an increase in bank credit supply.

3. Research design
3.1 Business strategy composite measure

Following previous empirical research (e.g., Bentley et al., 2013; Higgins et al., 2015; Ittner et
al., 1997; Lim et al., 2018; Teirlinck, 2020), we use an archival measure of the Miles and Snow (1978,
2003) business strategy typology developed by Bentley et al. (2013) to assign firms to different
strategic types. Specifically, we compute a discrete STRATEGY composite measure to proxy for a

firm’s business strategy, and higher STRATEGY scores indicate firms with prospector strategies
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and lower scores indicate firms with defender strategies. In light of prior studies (e.g, Bentley et
al., 2013; Higgins et al.,, 2015; Ittner et al., 1997; Lim et al., 2018), we use the following six
characteristics to construct STRATEGY: (1) Research intensity (RD5); (2) the ratio of employees
to sales (EMPS5); (3) a historical growth measure which is the one-year percentage change in total
sales (RET7); (4) the ratio of SG&A to sales (5G.A5); (5) employee fluctuation measured as the
standard deviation of total employees (EMP5); and (6) capital intensity measured as the net PPE
scaled by total assets (CAP5). Each of the six variables captures a different dimension of a firm’s
business strategy.

The ratio of R&D to sales (RDJ) reflects a firm’s propensity to seek new products and services.
Since prospectors are oriented toward innovation and rapidly change their product market mix to
be innovative market leaders in numerous domains, they are expected to have higher R&D costs
than defenders (Hambrick, 1983; Ittner et al., 1997).

The ratio of employees to sales (EMPS5) serves as a proxy for a firm’s ability to produce and
distribute its goods and services efficiently (Higgins et al., 2015; Thomas et al., 1991). Given
defenders’ focus on organizational efficiency and their high organizational and operational stability,
they are expected to have higher ratios of employees to sales than prospectors, who engage in
innovative activities that are characterized by uncertainties and risks.

The one-year percentage change in sales (RET75) is a proxy for a firm’ historical growth or
investment opportunities. Prospectors are likely to display rapid growth patterns and growth may
occur in spurts by entering new product and geographic markets. Defenders, on the other hand,
tend to display low but steady growth through market penetration of their narrowly focused
product line (Miles & Snow, 1978, 2003; Shortell & Zajac, 1990). Hence, prospectors are expected
to have greater growth than defenders.

The ratio of SG&A expenditure to total sales (§GA5) captures a firm’s focus on marketing and
sales (Bentley et al., 2013). Since prospectors tend to pursue new opportunities by entering into
new markets and sell differentiated products that do not have viable substitutes, they are likely to
spend more time motivating, educating, and informing their customers via marketing and
advertising (Higgins et al., 2015; Ittner et al., 1997; Levy, 1985). In contrast, defenders develop
closely related well-established products that are already familiar to customers, and therefore they

rely less on marketing and advertising, Thus, prospectors are expected to have higher SG&A
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expenditures than defenders.

Employee fluctuation (EMP5) is measured as the standard deviation of the number of
employees over the prior five years (Bentley et al,, 2013). Employees in defenders received
familiarization training on firms’ operations and they do not generally possess a wide range of
skills that would allow them to be highly mobile across firms (Naiker et al., 2008). Moreover, Miles
and Snow (1978, 2003) show that defenders tend to have lengthy employee tenure and senior
management is usually promoted from within the firm, which makes defenders likely to have low
employee turnover. In contrast, employees of prospectors following an innovation-oriented
strategy typically possess labor skills that allow them to move across firms and usually have shorter
employee tenure. Unlike defenders, senior management in prospectors may be recruited externally
(Lim et al., 2018; Thomas & Ramaswamy, 1990).

Finally, capital intensity (CAP5) is measured as the ratio of net PPE to total assets (Bentley et
al., 2013). This ratio intends to capture a firm’s focus on production assets (Higgins et al., 2015).
Prior studies show that efficiency-orientated defenders are more capital intensive, to achieve
economies of scale (Hambrick, 1983; McDaniel & Kolari, 1987). Defenders also typically invest
heavily in cost-efficient technology and technological improvement to achieve routinization and
mechanization (Miles & Snow, 1978, 2003). Conversely, prospectors are less capital intensive
because they maintain a low degree of mechanization and routinization, and primarily rely on the
knowledge and skills of their labor (Bentley et al., 2013; Miles & Snow, 1978, 2003). Therefore,
defenders are expected to have higher capital intensity than prospectors.

In line with prior studies (e.g., Bentley et al., 2013; Higgins et al., 2015; Lim et al., 2018; Teirlinck,
2020), we compute all six variables using a rolling average of the respective yearly ratios over the
prior five years. We rank each of the six variables by forming quintiles within each two-digit SIC
industry-year. Within each industry-year, we assign a score of 5 to observations in the top quintile,
a score of 4 to the second-highest quintile, and so on, and those in the lowest quintile are given a
score of 1. Then, for each firm-year, we sum the scores across the six variables to generate the
composite measure of business strategy. The STRATEGY scores range from 6 to 30. Higher
STRATEGY scores suggest that a firm is following a prospector strategy while lower STRATEGY
scores represent a firm following a defender strategy. Consistent with previous studies (e.g., Bentley

et al., 2013; Higgins et al., 2015; Ittner et al., 1997; Lim et al., 2018; Teirlinck, 2020), we identify
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defenders as those firms having the lowest value of the strategy measure (STRATEGY scores: 6-
12) and prospectors as those firms having the highest value of the strategy measure (STRATEGY
scores: 24-30). Firms not at either endpoint are categorized as analyzers (STRATEGY scores: 13-

23).

3.2 Measure of trade credit provision

We use three measures of trade credit provision to examine empirically the influence of
business strategy on trade credit policies. Following prior studies (Chod et al., 2019; Cufiat, 2007,
Garcia-Appendini & Montoriol-Garriga, 2013; Giannetti et al., 2011; Love et al., 2007; Petersen &
Rajan, 1997; Shenoy & Williams, 2017), our first measure of trade credit (ICREDITT) is calculated
as the ratio of accounts receivable to total sales. To remove the effects of potential outliers and
transform the distribution of the variable in a way that satisfies the econometric assumptions for
OLS regressions (Wooldridge, 2015), we also use a second measure of trade credit, (TCREDIT2),
calculated as the natural logarithm of one plus the ratio of accounts receivable to total sales
(Abdulla et al., 2020). Our third measure of trade credit (TCREDIT3), the number of days sales
outstanding, is calculated as accounts receivable scaled by the ratio of sales to 365 (e.g., Abdulla et
al., 2020; Garcia-Appendini and Montoriol-Garriga, 2013; Love et al., 2007). In the robustness
check section, we also use an alternative measure of trade credit (ICREDIT4), defined as the ratio
of accounts receivable to total assets (e.g., Hill et al., 2012; Molina and Preve, 2009) and we find

our results are similar.

3.3 Empirical models
Our primary analysis of the impact of business strategy on trade credit is based on the baseline

specification as follows:

TCREDIT;; = By + BySTRATEGY;, + B,FIRMAGE;,_, + BsTANGIBILITY;,_, +
BsFAMATURITY;_; + BsQUICK;_1 + BsSALEGROWTH;_; + B;ROA;_; +
BeLEVERAGE;;_; + BoSIZE;;_y + B1oMTBj;_; + B1,TURNOVER;,_; +
B12INVENTORY;,_y + B1sPAYABLE;,_, + B14CASH;r_1 + B1sCAPEX;_, +

B1¢CFVOL;;_, + INDUSTRY_BY YEAR FIXED EFFECTS + &;; )
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where 7 identifies the firm and t is the year. The dependent variable, TCREDIT, is one of the
three trade credit measures (TCREDITT, TCREDIT2, and TCREDIT3). The value of interest,
STRATEGY, is a discrete score with values ranging from 6 to 30 as discussed eatlier.” We employ
a list of control variables drawn from the trade credit literature to control for their potential
influence on trade credit, including firm age (FIRMAGE), fixed assets (I”ANGIBILITY), fixed
asset maturity (HAMATURITY), liquidity (QUICK), sales growth (SALEGROWTH), profitability
(ROA), leverage (LEVERAGE), firm size (SIZE), market-to-book ratio (MTB), turnover
(TURNOVER), inventory (INTVENTORY), accounts payable (PAY.ABIE), cash holding (CAS H),
capital expenditure (CAPEX), and cash flow volatility (CF1”OL) (e.g., Abdulla et al., 2020; Burkart
and Ellingsen, 2004; Choi and Kim, 2005; Garcia-Appendini and Montoriol-Garriga, 2013;
Giannetti et al., 2011; Petersen and Rajan, 1997; Shang, 2020; Shenoy and Williams, 2017). For
instance, we include firm age and size to control for the creditworthiness and reputation of a firm,
which may affect the firm’s ability to access alternative sources of finance (Petersen & Rajan, 1997).
Also, we consider accounts payable because prior studies show that firms receiving more (less)
trade credit are also likely to use more (less) trade credit and vice versa (Burkart & Ellingsen, 2004;
Shang, 2020; Shenoy & Williams, 2017). Apart from a wide range of control variables, we also
include industry-by-year fixed effects to control for unobserved heterogeneity. All regressions are
estimated with heteroscedasticity robust standard errors that are clustered by firm. Detailed

variable definitions are included in Appendix 1.

3.4 Sample and descriptive statistics
3.4.1 Sample
For the purpose of our study, we collect our data from COMPUSTAT, which is the most

comprehensive financial database covering all publicly listed firms in the US¢. Our sample selection

° Following prior empirical studies on business strategy (Bentley-Goode et al., 2019; Bentley et al., 2013; Y. Chen et al.,
2017; Higgins et al., 2015; Ittner et al., 1997; Lim et al., 2018; Yuan et al., 2020), we use the contemporaneous values of
business strategy because Bentley et al. (2013) and Higgins et al. (2015) suggest that firms’ strategies are consistent over
time. In untabulated analyses, we further check whether there are any firms switching between prospectors and defenders
and we find that there is no such switch over our sample period, which is consistent with the results of Bentley et al.
(2013) and Higgins et al. (2015). In untabulated results, we also use lagged business strategy as our variable of interest,
and our results are similar.

® Please visit the link https://wrds-www.wharton.upenn.edu/pages/get-data/compustat-capital-ig-standard-poors/ for

detailed description and introduction of the database provided by Wharton Research Data Services.
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begins with firm-year data from COMPUSTAT between 1950 and 2019. We remove 103,565
firm-year observations in financial services (primary two-digit SIC codes between 60-69). To
compute the business strategy composite measure, we remove firms without five years of prior
data and firms with missing values for all six STRATEGY component variables, which ultimately
leaves us with 213,404 observations. Following that, we further exclude observations with
insufficient data to construct trade credit measures and all the control variables in our baseline
regression. We also require an extra one year to generate lagged control variables. Our final sample

consists of an unbalanced panel of 134,094 firm-year observations from more than 12,000 U.S.

firms from 1962 to 2019.

3.4.2 Descriptive statistics and univariate results

In panel A of Table 1, we present descriptive statistics for the variables in our baseline
regression. The mean (median) of the accounts receivable ratio (TCREDITT) and the natural
logarithm of the ratio (TCREDIT?) is 16.4% (15.1%) and 14.8% (14.1%), respectively. The mean
(median) of the receivable days is 59.880 (55.112). The descriptive statistics of our trade credit
variables are comparable to the statistics reported in previous studies that have a similar sample
size (e.g., Abdulla et al., 2020; D’Mello and Toscano, 2020; Shang, 2020). For our variable of interest,
the mean (median) of STRATEGY, is 17.431 (17) and the standard deviation is 3.728. This is
similar to Higgins et al. (2015) with the mean (median) of 17.954 (18) and the standard deviation
of 3.707 and Bentley et al. (2013) with the mean (median) of 18.040 (18) and the standard deviation
of 3.630 for STRATEGY. In line with prior studies on business strategy (Bentley et al., 2013; Y.
Chen et al., 2017; Yuan et al., 2020), we did not find any firm switching business strategy (between
prospectors and defenders) across our sample period. This suggests that our measure is valid and
consistent with the notion that a firm’s business strategy remains very stable and consistent over
time as it is typically determined at an early stage of the firm. In our sample, 134,094 total firm-
year observations represent 6,723 prospector-years and 12,949 defender-years, with the remaining
observations representing the analyzer category.

In panel B of Table 1, we contrast the descriptive statistics of firms with different business

strategies. Consistent with Higgins et al. (2015), we focus primarily on the comparisons between

" The number of firm-year observations in our sample is small at the beginning of our sample period due to data
availability and starts to rise steadily from 1970.
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the defenders and prospectors, while we include analyzers in our analyses as a benchmark. The
comparison indicates that prospectors have a higher mean (median) of the accounts receivable
ratio (ICREDITT) of 0.173 (0.166) than defenders of 0.151 (0.135). These differences in the mean
and median are statistically significant at the 1% level. Analyzers generally fall in the middle between
the two groups with a mean of 0.165 and a median of 0.152 for TCREDIT7. We find similar results
for TCREDIT2 and TCREDIT3. Overall, our univariate results suggest that prospectors tend to
offer or extend more trade credit than defenders.’

[Insert Table 1 about here]

4. Results
4.1 Main results

Table 2 presents the main regression results on the relationship between business strategy and
trade credit provisions. We report results from estimating Model (1) using three different measures
of trade credit (ICREDIT7, TCREDIT2 and TCREDIT3) as dependent variables. In Columns 1-
3, we use STRATEGY, a discrete measure of a firm’s business strategy, as the independent variable
in the multivariate regressions. In support of our Hypothesisla, the coefficient of STRATEGY,
our variable of interest, is consistently positive and significant at 1% level. The results suggest that
firms with higher degrees of innovation-orientation offer more trade credit to customers.
Therefore, trade credit is used by prospectors as a marketing tool to stimulate demand and serve
as an implicit guarantee of product quality given their differentiated products that do not have
readily available substitutes and are less known by customers (Higgins et al., 2015; Ittner et al., 1997;
Levy, 1985).

In Columns 4-6, to make sure our baseline results are not driven by the choice of the discrete
measure of business strategy, we follow prior literature (Bentley et al., 2013; Higgins et al., 2015;
Lim et al., 2018) and repeat the analysis by replacing STRATEGY with two indicator variables,
PROSPECTOR and DEFENDER. Similarly, we find that PROSPECTOR is positively significant
at 1% level using all three trade credit proxies, suggesting that prospectors, on average, offer
significantly more trade credit to their clients, relative to other firms (including analyzers and

defenders). In contrast, the coefficient of DEFENDER is constantly negative and statistically

® The cotrelation matrix is presented in Table A1 of the Supplementary Appendices.
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significant at the 1% level, indicating that defenders, who follow an efficiency-oriented strategy,
provide significantly less trade credit to customers.

Finally, to directly compare the difference in trade credit provisions between prospectors and
defenders, we strict our sample to only prospectors and defenders by removing the analyzers from
the full sample’ following Higgins et al. (2015). As is presented in Columns 7-9, the variable of
interest, PROSPECTOR, remains positive and statistically significant at 1% level across all three
specifications. Notably, the coefficients are consistently larger than those in the full sample
(Columns 4-6), implying that there is a significant difference in trade credit provisions between
prospectors and defenders, and that prospectors have more generous trade credit policies than
defenders.

Overall, in line with our main hypothesis H1a, Table 2 presents robust evidence consistent with
the argument that prospectors (i.e., firms pursuing an innovation-oriented strategy) use trade credit
as a strategic tool to attract more customers and maintain sustainable supplier-customer
relationships, relative to defenders (i.e., firms pursuing a cost-minimization strategy). One of the
potential interpretations of this finding is that innovation-oriented firms are likely to offer more
trade credit when entering a new product or geographic market. Hence, given the prospectors’
products are relatively new to the market, prospectors should consider using generous trade credit
as an implicit guarantee of product quality and a good marketing tool to stimulate customer
demand.

[Insert Table 2 about here]

4.2 Exogenous shock to talent supply: Inevitable Disclosure Doctrine (IDD)

Following Klasa et al. (2018), we construct an indicator variable IDD equal to one if the firm is
based in a state that has already adopted IDD. We then interact the IDD with our main business
strategy variables (STRATEGY, PROSPECTOR and DEFENDER) to test how firms following
different business strategies adjust their trade credit policies in reaction to the passage of 1IDD

legislation. Effectively, this empirical design allows us to conduct our test using a triple-differences

® After removing the Analyzers (N=114,422) from the full sample, the new ‘prospector and defender only’ sample
contains 19,672 observations. Given this sample contains only prospectors and defenders, PROSPECTOR becomes the
only variable of interest, where defenders are effectively those observations with the variable PROSPECTOR equal to
zero. Hence, variable DEFENDER would be redundant in the ‘prospector and defender only’ sample.
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(DiDID) framework™. In this analysis, we cluster standard errors at the state level, since our
treatment dummy IDD is a state-level variable.”

Table 3 presents the results. In Columns 1-3, we first run the model using the discrete measure
of business strategy, STRATEGY. While STRATEGY remains positively significant, which is
consistent with our main result, we find that the interaction term STRATEGY*IDD is negatively
significant, suggesting that the positive effect of innovation orientation and trade credit is
weakened amongst firms based in IDD states. More importantly, to enable a clear contrast between
prospectors and defenders in terms of their reaction to IDD adoptions and for ease of
interpretation, we interact IDD with PROSPECTOR and DEFENDER, respectively and re-
estimate the model. The results are reported in Columns 4-6. While prospectors, on average, offer
significantly more trade credit to their customers, in line with our prediction, PROSPECTOR*IDD
is consistently negative and statistically significant at 1% level, suggesting that prospectors
significantly curtail their trade credit provision in response to the exogenous shocks to talent supply
at state level following IDD legislation, which supports our Hypothesis 2a. In contrast, consistent
with our Hypothesis 2b, the insignificant result for DEFENDER*IDD shows that defenders do
not adjust their trade credit policies following IDD adoption, given that firms pursuing a cost-
minimization strategy (defenders) are unlikely to be affected by the reduced supply of high-skilled
employees.

Overall, by exploiting exogenous shocks that severely undermine the implementation of
prospectors’ innovative business strategy, we document causal evidence that prospectors indeed
reduce their trade credit in reaction to IDD laws, while no adjustments in trade credit policies are
made by defenders, who are less reliant on high-skilled human capital. Hence, both Hypotheses 2a
and 2b are empirically supported by our results. Taken together, the results in this section not only
demonstrate distinct reactions to IDD adoptions between prospectors and defenders in terms of
trade credit policies, but also provide additional support for our main finding regarding the causal

link between business strategy and trade credit.

¥ Since the IDD dummy vatiable itself captures the difference-in-differences (DiD) treatment effect of IDD

recognitions (Callen et al., 2020; Ding et al., 2021; Gao et al., 2018; Glaeser, 2018; Klasa et al., 2018; Y. Li et al,, 2018),
the interaction term would estimate the triple-differences (DiDiD) treatment effect.

" This specification is consistent with the prior studies (Callen et al., 2020; Gao et al., 2018; Glaeser, 2018; Klasa et al.,
2018; Y. Li et al., 2018). Given IDD is a state-level variable, clustering standard errors at the state level effectively accounts
for within-state serial correlation. As a sensitivity test, we also repeat the analysis by clustering standard errors at the firm
level and our untabulated analysis confirms that the results are robust to firm-level clustering.

22



[Insert Table 3 about here]

4.3 Exogenous shock to credit supply: Bank Branching Deregulations

We also examine how firms following different business strategies might adjust their trade credit
policies in response to changes in credit supply. To conduct this test, we exploit the exogenous
variation in credit supply at the state level due to branch deregulations across U.S. states. Specifically,
there have been two sets of bank branching deregulations in the U.S. banking sector that lift the
restrictions on intrastate branching (i.e., having branches within the state border) and interstate
branching (i.e., having branches of out-of-state banks), respectively.” The relaxation of bank
branch restrictions significantly increases the credit supply and bank competition, therefore making
bank credit cheaper and more accessible to local businesses (Black & Strahan, 2002; Jayaratne &
Strahan, 1996; Rice & Strahan, 2010; Shenoy & Williams, 2017). In our analysis, we consider both
interstate and intrastate branching deregulations to make sure we fully capture and control for the
effect of each type of bank deregulations (Black & Strahan, 2002). For intrastate deregulation, we
follow Jayaratne and Strahan (1996) and construct an indicator INTRA set to one if the firm is
headquartered in a state that has already implemented the intrastate branching deregulation. To
capture the impact of interstate branching deregulation after the passage of the Interstate Banking
and Branching Efficiency Act IBBEA) in 1994, we use the interstate branching restrictions index
(IBBEA) from 1994 to 2008 following Rice and Strahan (2010) and Shenoy and Williams (2017)."
To test how prospectors and defenders respond to the exogenous variation in bank credit supply,
we further interact our key business strategy variables with IBBEA and INTRA and include the
interaction terms in the regression model. Following prior literature (Rice & Strahan, 2010; Shenoy
& Williams, 2017), standard errors are clustered at the state level, given both bank deregulation
variables, IBBEA and INTRA, are defined at the state level."

Table 4 presents the results. In Columns 1-3, IBBEA is negatively significant, suggesting that

higher restrictions on interstate branching, and hence lower bank credit supply, leads to less trade

* Please sce Jayaratne and Strahan (1996) and Rice and Strahan (2010) for background information and a more detailed
description of the interstate and intrasate bank branching deregulations.

¥ IBBEA index ranges from 0 to 4, with 0 being least restrictive and 4 being most restrictive. Thus, the IBBEA index is
effectively an inverse measure of interstate banking deregulation and bank credit availability at state level. The index for
1994-2005 is accessed from Rice and Strahan (2010) and the index for 2005-2008 is from Shenoy and Williams (2017).
Detailed description of the construction process of the index can be found on pages 867-871 of Rice and Strahan (2010).
" For robustness, we repeat the analysis by clustering standard errors at the firm level and the untabulated results confirm
that the results are not sensitive to firm-level clustering,
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credit offered to customers, corroborating the findings of Shenoy and Williams (2017). However,
the interaction term STRATEGY*IBBEA is positively significant at the 1% level, suggesting that
for a given level of interstate bank credit availability, firms with a higher degree of innovation
orientation offer more trade credit to customers. Further analysis in Columns 4-6 reveals that this
tinding is predominantly driven by the defenders’ adjustment in trade credit provisions in
accordance with the availability of bank credit. The interaction term DEFENDER*IBBEA is
negatively significant, which implies that defenders offer less (more) trade credit when bank credit
availability is lower (higher), making it costlier (cheaper) to use bank credit to finance trade credit
to customers. Thus, this result offers support to our Hypothesis 3a. In contrast,
PROSPECTOR*IBBEA is insignificant, which supports our Hypothesis 3b and suggests that
prospectors are reluctant to reduce trade credit when bank credit is limited and more expensive,
which in turn reflects their reliance on trade credit and insensitivity to the cost of financing,”

The different responses to bank credit supply between prospectors and defenders can be
explained by two reasons. First, given that defenders focus on cost minimization and are very
sensitive to costs including financing costs, defenders significantly curtail their trade credit
provision in response to the lower supply of bank credit resulting from tighter interstate branching
restrictions. In other words, defenders are only willing to offer more trade credit when they can
access cheaper bank credit, consistent with Shenoy and Williams (2017). Second, the finding that
prospectors maintain the same level of trade credit even when credit supply is lower is consistent
with prospectors using trade credit as a strategic tool to attract more customers, given that their
innovative products are often new to the market and would typically take more time and effort to
be assessed and recognized by customers (Long et al., 1993; Ng et al., 1999). Taken together, we
believe that the reactions of prospectors and defenders to the exogenous variation in credit
availability are alighed with the core values behind each strategy, thus lending additional support to
our main finding.

In the meantime, it should be noted that having controlled for the effect of interstate banking
deregulation, intrastate banking deregulations appear to play an insignificant role in determining
the trade credit policies for firms following different business strategies. These results imply that

interstate deregulation has stronger and wider implications for businesses than intrastate

' For robustness, we also repeat the analysis by adding state fixed effect to control for time-invariant state characteristics.
In the untabulated results, we find our results still hold. We thank the reviewer for raising this issue.
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deregulation, which is consistent with Black and Strahan (2002)".

[Insert Table 4 about here]

4.4 Cross-sectional analyses
4.4.1 Operational pressure

In this section, we conduct a series of cross-sectional analyses to examine how the effect of
business strategy on trade credit provision may vary with firms’ operational pressure and financial
condition.

Prior literature suggests that one of the main motives behind trade credit is to alleviate the
operational pressure and mitigate volatility in demand (Emery, 1984, 1987; Ng et al., 1999; Petersen
& Rajan, 1997). By extending trade credit to customers, firms, in essence, lower the prices of the
products and hence are likely to attract more sales from customers, particularly those with a weaker
tinancial background who would not otherwise afford the goods (Ng et al., 1999; Petersen & Rajan,
1997). Moreover, whilst generating more sales, firms also reduce the cost of holding excessive
inventories (Bougheas et al., 2009a; Petersen & Rajan, 1997). Therefore, when holding high levels
of inventories and facing a decline in demand, firms have greater incentives to offer generous trade
credit terms proactively as a tool to stimulate demand and shift inventories. This is particularly
relevant for innovation-oriented firms whose products would typically require a longer time to be
evaluated and recognized by customers in the market (Long et al., 1993; Ng et al., 1999). Following
this logic, we expect that the effect of business strategy on trade credit provision should be stronger
for firms holding excessive levels of inventories.

The first two columns in Table 5 present the results for the two subsamples based on the
inventory level. While our key variable STRATEGY is significant in the high-inventory group
(Column 1) and low-inventory group (Column 2), we find that the coefficient of STRATEGY in
the high-inventory firms is both larger (0.0017) and more statistically significant (t-statistics=20.01)
than that in the low-inventory firms. The two coefficients of STRATEGY between the two

columns are statistically different at 5%.

*® The vast majority of intrastate branching deregulations had already been introduced before the relaxation of interstate
branching restrictions was started in 1994. In Table IV (page 2822) and Table V (2824) of Black and Strahan (2002), the
coefficient of interstate banking deregulation (Post-interstate banking indicator) is consistently larger than that for
intrastate branching deregulation (Post-branching indicator).
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4.4.2 Financial condition

We then test how the financial well-being of firms may affect the relation. Prior literature
establishes that firms’ decisions on trade credit provision are largely influenced by their financial
condition and access to finance (Abdulla et al.,, 2020; Ng et al., 1999; Petersen & Rajan, 1997;
Shenoy & Williams, 2017). Since trade credit consumes a large sum of cash flows and effectively
shifts the financing costs to the suppliers, financially healthier firms and firms with wider access to
external capital are better positioned to provide trade credit than firms facing financial constraints
or obstacles in securing finance from financial markets (Abdulla et al., 2020; Shenoy & Williams,
2017). Thus, we predict the positive relation between business strategy and trade credit provision
should be more pronounced for firms with good access to external finance and firms that are
tinancially healthy. To test the heterogeneity in the relation, we partition our sample based on three
measures: 1) access to external capital, 2) financial constraints and 3) financial distress.

Firstly, following previous studies (e.g., Abdulla et al., 2020; Acharya & Xu, 2017; Rajan &
Zingales, 1998), we use external finance dependence to proxy for a firm’s access to external capital.
We define firms with above (below) median level of external finance dependence as firms with
good (poor) access to external finance. As is shown in Columns 3-4, while the key variable
STRATEGY remains positively significant in both groups, we find that the coefficient for firms
with high levels of external capital supply (Column 3) is larger than that for firms with lower
reliance on external capital (Column 4). We test the difference in the coefficients between the two
subgroups and find that the difference is statistically significant at the 5% level.

Next, we split our sample into financially constrained firms and financially healthy firms, based
on the median of the KZ index as a widely used proxy for financial constraints (e.g., Baker, Stein,
& Waurgler, 2003; Cheng, loannou, & Serafeim, 2014; Ghaly, Dang, & Stathopoulos, 2017; Jia, Gao,
& Julian, 2020; Kaplan & Zingales, 1997) and test whether financial constraint would weaken the
relationship. As we can see from Column 5 and Column 6, the coefficient is greater for financially
healthy firms (Column 6) than that for financially constrained firms (Column 5), indicating that the
relation between business strategy and trade credit is stronger (weaker) for financially healthy
(constrained) firms.

For robustness, in the last two columns, we calculate Altman’s Z-score (e.g;, Call, Campbell,

Dhaliwal, & Moon, 2017; Call, Kedia, & Rajgopal, 2016; Graham, Lemmon, & Schallheim, 1998;
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Hamm, Jung, Lee, & Yang, 2021; Horton, Serafeim, & Wu, 2017) as a proxy for financial distress,
which is an extreme scenario of financial constraint. Financially distressed firms have a higher
probability of insolvency and bankruptcy risk. Hence, we expect that firms under financial distress
are likely to offer substantially less trade credit, compared to non-distressed firms which are able
to afford more trade credit provision. Thus, we categorize firms into financially distressed and non-
distressed subgroups based on whether firms’ Altman’s Z-score is below or above the sample
median. Consistent with the results based on the financial constraint, the larger coefficient in
Column 8 (0.0020) confirms that the effect of business strategy on trade credit provision is more
pronounced amongst non-distressed firms. We compare the difference between the coefficients in
the two subsamples and find the coefficients are significantly different at the 1% level.

In this section, our subsample analyses show that the impact of business strategy on trade credit
provision is stronger for firms holding higher levels of inventories, firms with superior access to
external financing and firms that are financially healthier.

[Insert Table 5 about here]

5. Additional analyses
5.1 Benefits of the use of trade credit by prospectors

So far, we have assumed that prospectors offer generous trade credit with the intention to
penetrate the market and generate more revenue. In this section, we aim to verify whether the use
of trade credit does help improve the performance of prospectors. Specifically, in order to tease
out the effect of trade credit, we focus on the change in trade credit provision and test whether an
increase in trade receivables by prospectors leads to superior firm efficiency and performance. In
particular, to test our conjecture that prospectors use trade credit as a strategic tool to attract more
customers and generate more sales, we follow Demerjian et al. (2012) and use total firm
efficiency " (FIRM_EFFICIENCY), which specifically captures a firm’s efficiency in revenue
generation. A higher value in FIRM_EFFICIENCY indicates that a firm is more efficient in

increasing sales (Demerjian et al.,, 2012). In addition, to test the effect of trade credit on firm

" The firm efficeincy measure (FIRM_EFFICIENCY) developed by Demerjian et al. (2012) is particualy relevant in
that the measure’s focus on sales generation allows us to directly verify our conjecture. In Demerjian et al. (2012), the
authors estimate total firm efficiency (FIRM_EFFICIENCY) based on a set of factors using the Data Envelopment
Analysis (DEA) method. Please see page 1234-1235 for detailed description of the variable construction process. Data
for firm-level efficiency in revenue generation (FIRM_EFFICIENCY) are accessed from the authot’s personal website
at https://peterdemerijian.weebly.com/managerialability.html.
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performance, we use a market-based performance measure Tobin’s q (TOBINSQ) as the dependent
variable, which is considered forward-looking and circumvents issues with accounting-based
performance measures (Bharadwaj et al., 1999; Wernerfelt & Montgomery, 1988).

To empirically verify the benefits of trade credit for prospectors, we include an indicator
variable INCREASE equal to one if there is a positive change in trade receivables from year t-1 to
year t. More importantly, we further interact this dummy variable with the indicator variables for
both prospectors (PROSPECTOR) and defenders (DEFENDER). Table 6 presents the results. In
Column 1, we test whether the increase in trade credit from year t-1 to year t*° can improve
prospectors’ efficiency in generating more revenue in year t. While the increase in trade credit does
not necessarily contribute to higher efficiency in generating sales, as indicated by the insignificant
result for INCREASE, the key interaction term PROSPECTOR*INCREASE is positively
significant, indicating that prospectors experiencing an increase in trade credit provision enjoy
higher levels of revenue generation efficiency, relative to those prospectors who do not increase
trade credit provision. In Column 2, we change the outcome variable to TOBINSQ and find that
PROSPECTOR*INCREASE is positive and statistically significant at the 1% level. This result
directly verifies that an increase in trade credit by prospectors leads to superior financial
performance. It is worth noting that an increase in trade credit provision, however, does not bring
the same benefit to defenders, as suggested by the consistently insignificant result for
DEFENDER*INCREASE in both columns. These results also corroborate our main results
revealing different trade credit policies between prospectors and defenders in Table 2.

Taken together, the findings from this additional test substantiate the motives behind
prospectors’ use of trade credit, thus offering direct evidence in support of our conjecture that
prospectors use trade credit as a strategic instrument to enhance efficiency in generating more
revenue and ultimately improve firm performance.

[Insert Table 6 about here]
5.2 Supply chain analysis

Our analyses up until this point have focused exclusively on the provision of trade credit to

customers (i.e., accounts receivable). In this section, we extend our analysis along the supply chain

and study whether firms are offered more trade credit by their suppliers. If prospectors indeed

¥ To check robustness and further alleviate concern over reverse causality, we also repeat the analyses based on change
in trade credit from t-2 to t-1 and the untabulated results are robust to this alternative specification.
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offer more trade credit to their customers, as demonstrated in our main results, it would be
interesting to see whether these prospectors also receive more trade credit from their own suppliers
(i.e., accounts payable). In particular, Cosh et al. (2009) point out that innovation-oriented firms
treat trade credit from their suppliers as an important source of external financing. Building on
this argument, we predict that prospectors are also likely to receive more trade credit from their
suppliers, which in return enables prospectors to afford more generous trade credit provisions, as
we documented in our main results.

To conduct our supply chain analysis, we use PAYABLE, calculated as accounts payable scaled
by the total cost of goods sold, as the dependent variable, consistent with Li et al. (2020). In
addition, we also control for the level of trade credit provision (i.e., accounts receivable) in the
regression model. Table 7 reports the results in a similar format to our main results in Table 2. As
we can see, both STRATEGY (Column 1-3) and PROSPECTOR (Column 4-6) are consistently
significant and positive across all specifications, offering strong evidence that firms pursuing an
innovation-oriented business strategy also receive significantly more trade credit from their
suppliers. In contrast, the negative and significant coefficients for DEFENDER (Column 4-6)
illustrate that defenders receive less trade credit from their suppliers. Taken together, we reveal that
tirms following an innovation-oriented business strategy (i.e., prospectors) not only offer more
trade credit to their customers but also receive more trade credit from their suppliers at the same
time, shedding light on the flow of trade credit along the prospectors’ supply chain.

[Insert Table 7 about here]

5.3 Robustness tests

To ensure the robustness of our main result, we conducted a seties of additional tests.”” First,
to address the potential endogeneity concern arising from omitted variable bias or reverse causality,
we use the propensity score matching (PSM) technique to make sure that prospectors and
defenders are highly comparable in terms of both firm and industry characteristics. Specifically, we
match prospector firms (Treated=1) with defender firms (Treated=0) based on year and industry
as well as all the firm characteristics included in our baseline model, using the one-to-one nearest-

neighbor algorithm with a caliper of 0.05. We then compare the level of trade credit between the

" Full details of the robustness tests in Section 5.3 can be found in the Supplementary Appendices.
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two matched groups (prospectors vs. defenders). Our PSM analyses present robust evidence that
prospectors offer more trade credit than defenders after controlling for a seties of observable firm
characteristics and unobservable industry heterogeneity between prospectors and defenders.
Secondly, we also employ an instrumental variable (IV) approach using the 3-year and 5-year lagged
business strategy as two instruments to further alleviate the endogeneity concern (Kong et al., 2020;
Sheng et al.,, 2019). After performing two-stage least squares (2SLS) regressions, we find that
STRATEGY continues to be positive and statistically significant at the 1% level after further
addressing potential endogeneity issues using an IV approach. Third, to ensure that our key variable
STRATEGY indeed captures business strategy rather than merely what the six individual
components would have captured, we follow prior literature (Y. Chen et al., 2017; Yuan et al., 2020)
and include all six components as additional control variables in our main model and find that our
results remain robust to the inclusion of individual components. Finally, we also repeat our analysis
using alternative measures of business strategy using principle component analysis (Abernethy et
al., 2019; Bentley et al., 2013; Higgins et al., 2015; Yuan et al., 2020) and three different proxies for

trade credit. Overall, we find that our results remain robust.

6. Discussion and Conclusion

In this paper, we study whether firms’ trade credit policies vary across different business
strategies. We find that firms pursuing an innovation-oriented business strategy (i.e., prospectors)
offer more trade credit to their customers, relative to firms pursuing an efficiency-oriented business
strategy. This is consistent with prospectors utilizing trade credit as a strategic tool to build
sustainable relationships with customers and generate more revenue. By exploiting exogenous
shocks to talent mobility and supply due to IDD laws, we find that prospectors significantly curtail
their trade credit provision in reaction to the exogenous reduction in talent supply, while no such
adjustments in trade credit policies are made by defenders. In another test, we find that defenders
significantly reduce their trade credit in response to the exogenous reduction in bank credit supply,
whereas prospectors maintain their levels of trade credit provision. We then test how prospectors
can benefit from such generous trade credit policies and reveal that prospectors that increase their
trade credit are more efficient in generating revenues and enjoy superior financial performance. We
also study the use of trade credit along the supply chain and find that prospectors in turn receive

more trade credit from their suppliers. Finally, we conduct a series of additional tests including
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PSM and IV approaches to address potential endogeneity issues and ensure the robustness of our
results.

Our study makes contributions on several fronts. While there has been a proliferation of studies
on the motives and determinants of trade credit, no study has investigated empirically how business
strategy, as a defining firm attribute determined at an early stage, may influence a firm’s trade credit
policies. Our paper highlights that business strategy is an important determinant of trade credit
provision. Since business strategy is consistent over a long period of a company’s life cycle, our
findings, therefore, suggest that it can have long-term implications for firms’ trade credit decisions.
Therefore, our paper enhances our understanding of the determinants of trade credit. Moreover,
previous research has shown that business strategy can play an important role in shaping firms’
decision-making regarding executive compensation (Core, 2020; Ittner et al., 1997), financial
reporting irregularities and audit effort (Bentley et al., 2013), tax aggressiveness (Higgins et al.,
2015), annual report readability (Lim et al., 2018) and CSR performance (Yuan et al., 2020). We
contribute to this line of research by extending the implications of business strategy to firms’ trade
credit policies. Our paper, therefore, suggests that business strategy can potentially influence how
firms interact with their customers through supplier financing;

Our study has several important implications for both managers and policymakers. Our findings
reveal that managers at innovative firms may benefit from more generous trade credit provision in
terms of maintaining a sustainable supplier-customer relationship and improving firm
performance, against the backdrop of an increasingly competitive business environment. Moreover,
our study has also important implications for managers in different enterprises following different
business strategies. We show that prospectors, which are highly innovative businesses, are more
reliant on trade credit. The lack of sufficient trade credit provision would pose a financial barrier
to potential buyers who would benefit tremendously from the innovative products designed by
prospectors. Hence, this may hamper the growth and even potentially jeopardize the long-term
prosperity of innovation-oriented businesses. For instance, Tesla, as a prospector, can use trade
credit as a strategic tool to attract more customers and therefore facilitate the rapid roll-out of
more environmental-friendly electric vehicles, which will significantly reduce carbon emissions and
ultimately help tackle climate change. Thus, managers of innovation-oriented businesses are

advised to preserve sufficient liquidity to fund credit provision to their customers. Further, by
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examining how the changes in external circumstances such as talent supply and bank credit supply
may affect prospectors and defenders differently, our study can also serve as a reference and
provide insightful implications to managers of both innovation-oriented and efficiency-oriented
firms. Specifically, when facing an external circumstance where talent supply is limited, managers
of innovation-oriented firms should consider strategically adjusting the trade credit policies in a
timely manner. Similarly, when facing an external circumstance where bank credit availability is
limited in the economy, managers of efficiency-oriented firms are encouraged to maintain a healthy
level of trade credit to their customers, thus stimulating customers’ demand for the transacted
products and avoiding losing the competitiveness of their businesses. For example, efficiency-
oriented firms, such as New Jersey Steel Corp, are advised to take advantage of favorable external
environment and market conditions to attract more customers through the use of generous trade
credit.

At the same time, our study also has timely policy implications. Given the crucial role of
innovative businesses in the economy (He & Tian, 2013; Luong et al., 2017; Zingales, 2000) and
the financial pressure faced by innovation-oriented firms, policymakers are advised to provide more
financial support to help alleviate the financial pressure and enhance the liquidity of innovative
firms who need to not only invest in expense innovative activities but also offer generous trade
credit terms to their customers. Meanwhile, given our finding that efficiency-oriented firms also
offer more trade credit when bank credit is cheaper and more accessible, regulators and
policymakers are advised to lower the financial barrier for efficiency-oriented firms to access more
and cheaper credit, making it more affordable for them to offer trade credit to attract more
customers. In addition, our study also highlights the benefits of trade credit as an alternative source
of financing, which not only facilitates financial transactions between suppliers and customers but
also fosters a resilient relationship in the supply chain particularly during financially challenging
times such as, financial crisis, the current COVID-19 pandemic, and the global supply chain crisis.
Overall, our study offers new insights into the determinants of trade credit as a popular source of
corporate financing along supply chains.

Finally, our study also suggests several avenues for future research. First, our empirical evidence
is based on the use of U.S. data, which might limit the generalizability of our findings to other

contexts. Therefore, future research can examine the effect of business strategy on the financial
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interaction between customers and suppliers in other countries where institutional settings, cultures
and religions, and regulatory regimes tend to vary greatly. For example, in emerging markets where
tinancial infrastructure is relatively less developed, it would be important to understand how firms
with different business strategies in those countries make use of interfirm financing as an
important source of funding. Second, our study focuses on trade credit as an important source of
corporate financing, future studies can also look at how business strategy may affect firms’ ability
to attract funding from formal financial institutions such as banks, and the costs associated with

their financing activities.
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Table 1

Descriptive statistics of variables in the baseline regression.

Panel A of Table 1 presents the descriptive statistics of the main variables. TCREDIT1 is the ratio of
accounts receivable to total sales. TCREDIT2 is the natural logarithm of the accounts receivable ratio.
TCREDITS3 is accounts receivable scaled by the ratio of sales to 365 days. STRATEGY is the strategy score
with values ranging from 6 to 30, where high (middle)[low]| value indicates prospector (analyzer)|[defendet]
firms, respectively (see Bentley et al. 2013 for composition detail). PROSPECTOR equals one if the firm is
classified as a prospector (STRATEGY score 24-30) and zero otherwise. ANALYZER equals one if the firm
is classified as an analyzer (STRATEGY score 13-23) and zero otherwise. DEFENDER equals one if the
firm is classified as a defender (STRATEGY score 6-12) and zero otherwise. FIRMAGE is the natural
logarithm of the number of years since the firm first exists in the COMPUSTAT database. TANGIBILITY
is the ratio of property, plant and equipment to total assets at the beginning of the year. FAMATURITY is
the fixed asset maturity measured by the ratio of property, plant and equipment to depreciation. QUICK is
the ratio of cash and short-term investments plus receivables to current liabilities. SALESGROWTH is the
percentage change in sales revenue. ROA is net income scaled by beginning of the year total asset.
LEVERAGE is the ratio of long-term debt to total assets at the beginning of the year. SIZE is the natural
logarithm of total sales. M'TB is the ratio of market to book value of common equity at the beginning of the
year. TURNOVER is total sales scaled by total assets minus accounts receivable. INVENTORY is the ratio
of inventory to total assets. PAYABLE is the ratio of accounts payable to total assets. CASH is cash and
cash equivalents scaled by total assets. CAPEX is capital expenditure scaled by total assets. CFVOL is the
standard deviation of cash flow over year t-5 to t-1.

Panel A N Mean  Median Std.Dev Q1 Q3
Trade Credit Variables

TCREDITT 134,094  0.164 0.151 0.110 0.101 0.204
TCREDIT2 134,094  0.148 0.141 0.088 0.096 0.186
TCREDIT3 134,094  59.880  55.112 40.293 36.967 74.519

Strategy Variables

STRATEGY 134,094  17.431 17.000 3.728 15.000 20.000
PROSPECTOR 6,723 24986  25.000 1.176 24.000 26.000
ANALYZER 114,422 17.743  18.000 2.738 16.000 23.000
DEFENDER 12,949 10.753  11.000 1.376 10.000 12.000

Control Variables

FIRMAGE 134,094  2.553 2.565 0.698 1.946 3.091
TANGIBILITY 134,094  0.307 0.258 0.223 0.130 0.434
FAMATURITY 134,094  7.253 6.404 5.032 3.727 9.441
QUICK 134,094 1.614 1.135 1.678 0.742 1.793
SALEGROWTH 134,094  0.116 0.077 0.329 -0.025 0.193
ROA 134,094  0.002 0.045 0.208 -0.012 0.090
LEVERAGE 134,094  0.254 0.223 0.226 0.082 0.363
SIZE 134,094  5.329 5.314 2.348 3.722 6.950
MTB 134,094 2271 1.517 3.462 0.840 2.729
TURNOIVER 134,094 1.715 1.445 1.335 0.837 2.176
INVVENTORY 134,094  0.187 0.150 0.173 0.034 0.290
PAYABLE 134,094  0.163 0.105 0.235 0.067 0.163
CASH 134,094  0.156 0.078 0.205 0.028 0.197
CAPEX 134,094  0.062 0.044 0.060 0.022 0.081
CFIOL 134,094  0.068 0.028 0.129 0.015 0.061
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Table 1

Panel B of Table 1 reports the average values of the firm characteristics for the subsamples based on firms' business strategy, namely prospectors (STRATEGY score 24-30), analyzers
(STRATEGY score 13-23) and defenders (STRATEGY score 6-12). Our primary variable of interest, STRATEGY, is a discrete measute that places all firms on the continuum
between PROSPECTOR (STRATEGY score 24-30) at one end and DEFENDER (STRATEGY score 6-12) at the other end with ANALYZER (STRATEGY score 13-23) in the
middle. The variable PROSPECTOR equals one if the firm is classified as a prospector, and zero otherwise. The variable DEFENDER equals one if the firm is classified as a
defender, and zero otherwise. The difference tests show the significance of the differences in means and medians between prospector firms and defender firms.

Panel B Difference Tests
PROSPECTOR (A) ANALYZER DEFENDER (B)
(A-B) p-value
N Mean  Median N Mean  Median N Mean  Median t-test Wilcoxon
TCREDITT 6,723 0.173 0.166 114,422 0.165 0.152 12,949  0.151 0.135 < 0.001 < 0.001
TCREDIT? 6,723 0.157 0.154 114,422 0.149 0.141 12,949  0.137 0.126 < 0.001 < 0.001
TCREDIT3 6,723  63.001  60.604 114,422 60.219  55.330 12,949  55.260  49.179 < 0.001 < 0.001
STRATEGY 6,723 24986  25.000 114,422 17.743  18.000 12,949  10.753  11.000 < 0.001 < 0.001
FIRMAGE 6,723 2.729 2.833 114,422 2.558 2.565 12,949 2417 2398 < 0.001 < 0.001
TANGIBILITY 6,723 0.363 0.343 114,422 0.311 0.260 12,949  0.239 0.161 < 0.001 < 0.001
FAMATURITY 6,723 8.088 7.396 114,422 7.241 6.395 12,949 6919 5.786 < 0.001 < 0.001
QUICK 6,723 1.346 1.107 114,422 1.602 1.135 12,949  1.857 1171 < 0.001 < 0.001
SALEGROWTH 6,723 0.177 0.119 114,422 0.118 0.079 12,949  0.058 0.041 < 0.001 < 0.001
ROA 6,723 0.030 0.064 114,422 -0.002  0.044 12949 0.024  0.041 0.024 < 0.001
LEVERAGE 6,723 0.253 0.235 114,422 0.257 0.225 12,949  0.237 0.189 < 0.001 < 0.001
SIZE 6,723 6.800 6.959 114,422 5.350 5.355 12,949 4372 4.276 < 0.001 < 0.001
MTB 6,723 2.632 1.747 114,422 2.309 1.548 12,949  1.746 1.170 < 0.001 < 0.001
TURNOVER 6,723 1.381 1.334 114,422 1.664 1.420 12,949 2335 1.911 < 0.001 < 0.001
INVENTORY 6,723 0.203 0.186 114,422 0.183 0.145 12,949 0215 0.175 < 0.001 < 0.001
PAYABLE 6,723 0.154 0.115 114,422 0.167 0.106 12,949  0.134  0.091 < 0.001 < 0.001
CASH 6,723 0.136 0.076 114,422 0.156 0.077 12,949  0.166 0.086 < 0.001 < 0.001
CAPEX 6,723 0.081 0.069 114,422 0.063 0.045 12,949  0.049 0.028 < 0.001 < 0.001

CFI’OL 6,723 0.043 0.018 114,422 0.069 0.028 12,949  0.069 0.036 < 0.001 < 0.001
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Table 2

The effect of business strategy on trade credit.

This table presents the results from regressing trade credit on business strategy variables and other control variables over the sample period between 1962 and 2019. Column
1 shows the results regressing the ratio of accounts receivable to total sales (TCREDIT1) on business strategy and control variables. Column 2 shows the results regressing
the natural logarithm of the accounts receivable ratio (TCREDIT?2) on business strategy and control variables. Column 3 shows the results regressing accounts receivable
scaled by the ratio of sales to 365 days (TCREDIT3) on business strategy and control variables. Our primary variable of interest, STRATEGY, is a discrete measure that
places all firms on the continuum between PROSPECTOR (STRATEGY score 24-30) at one end and DEFENDER (STRATEGY score 6-12) at the other end with
ANALYZER (STRATEGY score 13-23) in the middle. Columns 4 -6 show the results regressing trade credit variables on prospectors (PROSPECTOR), defenders
(DEFENDER), and other control variables. The variable PROSPECTOR equals one if the firm is classified as a prospector, and zero otherwise. The variable DEFENDER
equals one if the firm is classified as a defender, and zero otherwise. Columns 7-9 show the results that exclude ANALYZER. All other variables are defined in Appendix

1.
Full Sample Full Sample Prospectors and Defenders only
M) @ &) @ ©) © @ ®) ©)
TCREDIT1 TCREDIT2 TCREDIT3 TCREDIT1 TCREDIT2 TCREDIT3 TCREDIT1 TCREDIT2 TCREDIT3
STRATEGY 0.0012%* 0.001 1#* 0.4560%**
(6.20) (6.64) (6.20)
PROSPECTOR 0.0127%¢ 0.0105%** 4.42200%¢ 0.0228%** 0.0192%#* 8.3175%#*
(5.87) (6.28) (5.87) (5.71) (6.00) (5.71)
DEFENDER -0.0056%%F  -0.0045%F*  -2.0388%**
(-3.12) (-3.13) (-3.12)
FIRMAGE -0.0043*%*  -0.0034*%*F  -1.5603*%F* -0.0043*%F  -0.0034%F*  -1.5617%F* -0.0005 -0.0001 -0.1643
(-4.38) (-4.41) (-4.38) (-4.39) (-4.42) (-4.39) (-0.23) (-0.08) (-0.23)
TANGIBILITY -0.1969%%  -0.1610%%F  -71.8712%*+* -0.1938***  -0.1583*%**  -7(.7249%** -0.2056%%F  -0.1698%F*  -75.0557*+*
(-32.66) (-34.01) (-32.66) (-32.03) (-33.45) (-32.03) (-15.88) (-16.50) (-15.88)
FAMATURITY 0.0024** 0.0018*** 0.8940+** 0.0024** 0.0018*** 0.8814+* 0.00277%#* 0.0016%** 0.7737%%¢
(11.84) (11.52) (11.84) (11.66) (11.33) (11.66) (5.24) (5.19) (5.24)
QUICK 0.0084** 0.0068*** 3.0729%** 0.0084** 0.0068*** 3.0754%%* 0.0076%** 0.0061*** 2.7726%**
(12.62) (13.08) (12.62) (12.62) (13.08) (12.62) (6.24) (6.48) (6.24)
SALEGROWTH 0.0075%** 0.0066*** 2.7514%%¢ 0.0085%** 0.0074*** 3.0967+%* 0.0139%** 0.0116%** 5.0696%**
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ROA

LEVERAGE

SIZE

MTB

TURNOVER

INVENTORY

PAYABLE

CASH

CAPEX

CFI'OL

Industry-by-Year

Fixed Effect

N
Adjusted R2

(4.93)
0.0055
(1.50)
-0.0035
(-1.12)
-0.0033%%+
(-6.57)
0.0003*
(1.72)
-0.0110%+*
(-19.24)
-0.1363%+*
(-23.47)
0.1093%*+
(18.08)
-0.1156%+*
(-24.62)
0.0272%%+
2.72)
-0.0528%+*
(-6.90)

Yes

134,094
33.2%

(5.62)
0.0060%*
(2.13)
-0.0024
(-0.95)
-0.0023%+*
(-6.08)
0.0002
(1.61)
-0.0090%+*
(-19.60)
-0.1106%+*
(-23.83)
0.081G**+
(18.77)
-0.0965%+*
(-26.02)
0.0258%*+
(3.30)
-0.0460%+*
(-7.79)

Yes

134,094
35.9%

(4.93)
2.0003
(1.50)
-1.2918
(-1.12)
-1.1885%%x
(-6.57)
0.0991*
(1.72)
-4.0243%%x
(-19.24)
49,7568+
(-23.47)
30.88647
(18.08)
~42.2072%%%
(-24.62)
9.9188#*x
2.72)
-19.2753%%k
(-6.90)

Yes

134,094
33.2%

(5.65)
0.0038
(1.04)
-0.0038
(-1.22)
-0.0027%+*
(-5.92)
0.0003**
2.02)
-0.0114%+*
(-20.46)
-0.1368%+*
(-23.60)
0.1097%*x
(18.25)
-0.1155%+*
(-24.60)
0.0288%*x
(2.88)
-0.0510%+*
(-6.68)

Yes

134,094
33.1%

(6.41)
0.0046
(1.63)
-0.0026
(-1.05)
-0.0019%%*
(-5.27)
0.0002*
(1.93)
-0.0094%%x
(-20.78)
01110+
(-23.96)
0.0820%**
(18.95)
-0.0964%*
(-26.00)
0.0271%%*
(3.46)
-0.0445%5x
(-7.56)

Yes

134,094
35.8%

(5.65)
1.3777
(1.04)
-1.3955
(-1.22)
-0.997 5%k
(-5.92)
0.1157%*
2.02)
~4.1608%+*
(-20.46)
-49.9231%+*
(-23.60)
40,0530k
(18.25)
-42.1707%+*
(-24.60)
10.5157%%*
(2.88)
~18.6244%+*
(-6.68)

Yes

134,094
33.1%

(3.59)
0.0087
(0.87)
0.0065
(0.99)
-0.0036%%*
(-3.70)
0.0005
(1.18)
-0.0090%*
(-9.07)
-0.1437%%x
(-11.49)
0.1265%%*
(9.99)
-0.1240%5x
(-11.31)
0.0329
(1.34)
-0.0353*
(-1.82)

Yes

19,672
35.9%

(3.88)
0.0088
(1.12)
0.0049
(0.93)
-0.0026%%*
(-3.31)
0.0004
(1.03)
-0.0074%%x
(-9.23)
0,172
(-11.75)
0.0975%*+
(10.33)
-0.1037%%x
(-12.01)
0.0316
(1.64)
-0.0343%+
(-2.28)

Yes

19,672
38.8%

(3.59)
3.1885
(0.87)
2.3845
(0.99)
-1.3029%%*
(-3.70)
0.2004
(1.18)
-3.2810%%*
(-9.07)
-52.4663%%*
(-11.49)
46.1692%5x
(9.99)
45,2539k
(-11.31)
12.0193
(1.34)
-12.8715%
(-1.82)

Yes

19,672
35.9
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Table 3

The influence of the Inevitable Disclosure Doctrine (IDD) on the relationship between business strategy and trade credit.

This table presents the results of the tests that exploit the staggered adoption of the Inevitable Disclosure Doctrine (IDD) by the U.S. state courts as an exogenous shock
that significantly reduces talent supply. The test adopts a triple-differences approach (DiDiD) to examine the influence of talent supply on the relationship between business
strategy on trade credit. Columns 1-3 use the business strategy score (STRATEGY) as the primary independent variable. Columns 4-6 use PROSPECTOR and DEFENDER
as the main independent variables where PROSPECTOR equals one if the firm is classified as a prospector (STRATEGY score 24-30) and zero if the firm is classified as a

Defender (STRATEGY score 6-12). All other variables are defined in Appendix 1.

STRATEGY*IDD

PROSPECTOR*IDD

DEFENDER*IDD

STRATEGY

PROSPECTOR

DEFENDER

IDD

Controls

Industry-by-Year FE

N
Adjusted R2

M @ ) @ ©) ©
TCREDIT1 TCREDIT2 TCREDIT3 TCREDIT1 TCREDIT2 TCREDIT3
-0.0008*** -0.0006*+** -0.2842%%¢
(-2.99) (-3.08) (-2.99)
-0.0104*** -0.0089*** -3.8136%**
(-2.73) (-2.72) (-2.73)
0.0028 0.0024 1.0113
(1.03) (1.11) (1.03)
0.0013*** 0.0011%** 0.4631***
(5.17) (5.63) (5.17)
0.0154*** 0.0134%** 5.6326%+*
(6.61) (7.34) (6.61)
-0.0050** -0.0042+* -1.8255%*
(-2.27) (-2.27) (-2.27)
0.0160*** 0.0131%*** 5.8435%+* 0.0027 0.0020 0.9720
(3.48) (3.60) (3.48) (1.25) (1.21) (1.25)
Yes Yes Yes Yes Yes Yes
Yes Yes Yes Yes Yes Yes
117,140 117,140 117,140 117,140 117,140 117,140
34.5% 37.4% 34.5% 34.4% 37.4% 34.4%
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Table 4

The influence of the bank branch deregulation on the relationship between business strategy and trade credit.
This table presents the results of the tests that exploit the staggered adoption of two bank branch
deregulation reforms as exogenous shocks to credit supply: 1) the Interstate Banking and Branching
Efficiency Act IBBEA) (Rice & Strahan, 2010; Shenoy & Williams, 2017); 2) the passage of intrastate bank
branch deregulation (Jayaratne and Strahan, 1996). The test adopts a triple-differences approach (DiDiD) to
examine how bank credit supply alters the relationship between business strategy on trade credit. Columns
1-3 use the business strategy score (STRATEGY) as the primary independent variable. Columns 4-6 use
PROSPECTOR and DEFENDER as the main independent variables where PROSPECTOR equals one if
the firm is classified as a prospector (STRATEGY score 24-30) and DEFENDER is coded as one if the firm

is classified as a defender (STRATEGY score 6-12). All other vatiables are defined in Appendix 1.

STRATEGY*IBBEA

STRATEGY*INTRA

PROSPECTOR*IBBEA

DEFENDER*IBBEA

PROSPECTOR*INTRA

DEFENDER*INTRA

IBBEA

INTRA

STRATEGY

PROSPECTOR

DEFENDER

Controls

Industry-by-Year FE

N
Adjusted R2

M @ 3 @ ©) ©
TCREDIT1 TCREDIT2 TCREDIT3 TCREDIT1 TCREDIT2 TCREDIT3
0.0004+** 0.0003** 0.141 140
(3.16) (3.39) (3.16)
0.0000 -0.0000 0.0125
(0.10) (-0.08) (0.10)
0.0006 0.0008 0.2338
(0.43) (0.67) (0.43)
-0.0030%* -0.0024** -1.0785%*
(-2.19) (-2.27) (-2.19)
-0.0017 -0.0015 -0.6294
(-0.57) (-0.67) (-0.57)
-0.0021 -0.0010 -0.7824
(-0.56) (-0.34) (-0.56)
-0.0083%* -0.0070%#* -3.0186%+* -0.0014* -0.0012%* -0.4954*
(-3.79) (-4.18) (-3.79) (-1.94) (-2.02) (-1.94)
0.0013 0.0021 0.4820 0.0023 0.0020 0.8353
(0.18) (0.39) (0.18) (0.85) (0.94) (0.85)
-0.0002 -0.0001 -0.0900
(-0.50) (-0.34) (-0.50)
0.0102* 0.0083* 3.7371*
(1.72) (1.77) (1.72)
0.0062 0.0045 2.2691
(1.02) (0.94) (1.02)
Yes Yes Yes Yes Yes Yes
Yes Yes Yes Yes Yes Yes
96,398 96,398 96,398 96,398 96,398 96,398
37.8% 40.7% 37.8% 37.7% 40.6% 37.7%
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Table 5

The effect of business strategy on trade credit: Cross-sectional analysis.

This table presents the results of OLS regtressions for subsamples based on inventory, external financing dependence, financial constraint, and financial distress. TCREDIT1 is the
ratio of accounts receivable to total sales. We measure external finance dependence using capital expenditure minus cash flows from operations, scaled by total assets (Rajan and
Zingales, 1998). We measure financial constraints using KZ index (Kaplan and Zingales, 1997). The KZ index is higher for firms that are more constrained. We measure financial
distress using Altman's Z-score (Graham et al., 1998) which is considered an inverse measure of financial distress. Lower Z-score indicates a higher probability of bankruptcy. For

each variable, we define firms with above(below) the median as high(low) group. All variables are defined in Appendix 1.

STRATEGY

Difference p-Value

Controls

Industry Fixed Effect
Year Fixed Effect

N

Adjusted R2

TCREDITT

External Finance

Inventory Financial Constraint Financial Distress
Dependence
High Low High Low High Low High Low
M @ ©) * © ©) ¥ ®)
0.0017#** 0.0010%*%*  0.0015%** 0.0009%** 0.001 1 0.0018***  0.0009*** 0.0020%**
(20.01) (7.19) (14.09) (7.01) (10.17) (14.55) (6.92) (19.35)
0.035%* 0.040%** 0.031%** 0.000%**

Yes Yes Yes Yes Yes Yes Yes Yes

Yes Yes Yes Yes Yes Yes Yes Yes

Yes Yes Yes Yes Yes Yes Yes Yes
67,047 67,047 91,610 42,484 71,058 63,036 71,870 62,224
51.9% 30.8% 35.7% 44.5% 40.3% 35.3% 33.3% 46.4%
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Table 6

The impact of an increase in trade credit provision on firm performance.

This table shows how the change of trade credit provision can affect firm performance. Column 1 shows
the results of the regression using firms' efficiency (FIRM_EFFICIENCY) as the dependent variable. Our
firms' efficiency data is from Demetjian et al. (2012). It calculates a firm’s efficiency and uses an optimization
procedure to maximize the ratio of outputs to inputs. Column 2 use Tobin’s q (TOBINSQ) as the dependent
variable. INCREASE is a dummy variable equal to 1 if firms experience positive change in trade credit
provision, and 0 otherwise. All variables are defined in Appendix 1.

M @
FIRM_EFFICIENCY TOBINSQ
PROSPECTOKR 0.0245%** 0.1458%**
(4.43) (4.84)
DEFENDER -0.0018 -0.1623%**
(-0.68) (-7.64)
PROSPECTOR*INCREASE 0.0098** 0.0859%**
(2.38) (3.70)
DEFENDER*INCREASE -0.0030 -0.0170
(-1.29) (-0.95)
INCREASE -0.0010 -0.0021
(-1.25) (-0.33)
FIRMAGE -0.0032* 0.0334%*
(-1.86) (2.68)
TANGIBILITY -0.0921 ¢ -0.4070%*
(-13.39) (-7.25)
QUICK -0.0003 -0.0071
(-0.35) (-0.88)
SALEGROWTH 0.0026 0.0714%**
(1.43) (3.67)
LEVERAGE -0.0114x%¢ 0.5779%**
(-2.73) (10.24)
SIZE 0.0429#+* -0.0046
(48.53) (-0.85)
MTB 0.0032%** 0.1201%**
(12.31) (30.08)
CASH 0.1067*** 1.0301%*
(15.94) (17.25)
CAPEX 0.1167%** 1.6906%**
(7.95) (13.43)
CF1’OL 0.0439%** 3.9116%**
(5.33) (28.80)
Industry-by-Year FE Yes Yes
N 98,333 119,419
Adjusted R2 48.0% 41.0%
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Table 7

The effect of business strategy on accounts payable: Supply chain analysis

This table presents the results from regressing accounts payable on business strategy variables, trade credit, and other control variables. Columns 1-3 show the results regressing
accounting payable on business strategy (STRATEGY), accounts payable (PAYABLE1, PAYABLEZ2, and PAYABLED3), and other control variables. Our primary variable of interest,
STRATEGY, is a discrete measure that places all firms on the continuum between PROSPECTOR (STRATEGY score 24-30) at one end and DEFENDER (STRATEGY score 6-
12) at the other end with ANALYZER (STRATEGY score 13-23) in the middle. Columns 4-6 show the results regressing accounting payable on PROSPECTOR, DEFENDER,
trade payable (PAYABLE1, PAYABLE2, and PAYABLE3) and other control variables. The variable PROSPECTOR equals one if the firm is classified as a prospector, and zero
otherwise. The variable DEFENDER equals one if the firm is classified as a defender, and zero otherwise. Columns 7-9 show the results that exclude ANALYZER. All other variables
are defined in Appendix 1.

Full Sample Full Sample Prospectors and Defenders only
(1) @ 3 @ ©) © ™ ®) ©)
PAYABLE1 PAYABLE2  PAYABLE3 PAYABLE1 PAYABLE2 PAYABLE3 PAYABLE1 PAYABLE2 PAYABLE3
STRATEGY 0.0023*** 0.0023*** 0.0023***
(5.45) (5.40) (5.45)
PROSPECTOR 0.0150%** 0.0147+** 0.0150%** 0.0206** 0.0202** 0.0206**
(3.38) (3.31) (3.38) (2.34) (2.30) (2.34)
DEFENDER -0.0119%* -0.0120%* -0.0119%*
(-3.62) (-3.65) (-3.62)
TCREDITT 0.5310%** 0.5332%%* 0.4524**
(17.68) (17.82) 9.67)
TCREDIT? 0.6478*+* 0.6508*** 0.5602%**
(17.81) (17.97) (9.91)
TCREDIT3 0.0015%** 0.0015%** 0.0012%**
(17.68) (17.82) (9.67)
Controls Yes Yes Yes Yes Yes Yes Yes Yes Yes
Industry-by-Year FE Yes Yes Yes Yes Yes Yes Yes Yes Yes
N 134,094 134,094 134,094 134,094 134,094 134,094 19,672 19,672 19,672
Adjusted R2 28.4% 28.0% 28.4% 28.4% 28.0% 28.4% 23.7% 23.5% 23.7%
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