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THE MANUFACTURING SECTOR AND THE INFORMAL
CREDIT MARKETS THE CASE OF TRADE
CREDITS IN THE FOOTWEAR INDUSTRY *

by
Moario 8 Lambearte and Anite Abad Jose * *

I [INTRODUCTION

A SIGNIFICANCE OF THE STUDY

The issue on credit has become more pronounced especially in
developing countries like the Philippines that are working

towards economic recovery and sustainable long run growth Where

*This 4is part of a larger study by the Social Weather
Stations on the 4informal credit markets 1in the Philippines
sponsored by the Asian Development Bank (ADB) through the
Philippine Institute for Development Studies (PIDS)

**Respectively Vice-President, Philippine Institute for
Development Studies and Graduate Student University of the
Philippines School of Economics The authors gratefully

acknowledge the comments of Dr P B Ghate (Asian Development
Bank) Dr Mahar K Mangahas (Soc¢ial Weather Stations) and Dr
Fdita A Tan (University of the Philippines School of Economics)
The assistance provided by Mayor Valentino of Marikina greatly
facilitated the field work



owner's capital is scarce, credit has been envisioned as a vital
instrument to finance production activity that can aécelerate
economic growth, Of distinet significance, tgo,’”is the role
- played by informal ciedit markets (ICMs) in the;financial system,
There are now some information reéarding the useful function of
ICMs in"tﬁe rural  financial markets (see bLambeffe and Lim
[1987])., Notwithstandlng, the questlon as to whether or not the
ICMs can be incorporated in the financial polluy programs in the
country ‘has still to be.resolved due to the lack of systematic

information about this sector.

ThlS study is 1nsp1red by the fact that very little is known
about the ICMs operating in the urban sector.’ There is a great
challenge  in studying ICMs in the urban sector Whére théey are
playing a significant role jespécially in financing micro
enterprises that 'dé not have access to the formal financial
markets. blp particular, vthe footwear manufgcturingb industry
relies more heavily on the ICMs'fqr its financigg requirements,
A__study feveals that only 28 percent of the' footwear manufac-
turers interviewed ;borrowed from formal institutional sources
‘(see PIDS, '1983). In.generdl, footwear firms aré to a largé
degree Adependent’ on input‘suppliers, pfiyate.monéylenders and
'relatives/friends"for credit, There is theréfore' a need to
investigate"the- economic significgnéevbf these informal ;sub-
sectors an&.to generate‘more_gmpirical évidence on the mechaniém§ 

and the f@étors'that have conditioned their existence.



B. OBJECTIVES OF THE STUDY

This study attempts to characterize and analyze the existing

financing -schemes of the-iootwear manufacturing industry in
. ) [ ] )

 Marikina, Metro Manila, with special emphasis on trade credits.

Specifically, the study aims to:

(1) Investigate Aand:décumeqt the existing'formal and informal
credit arrangements in the footweaf'manufacturing industry;

(2) Determine the extent bf trade credits provided by and
availed of By footwear mannfacturefs;

(3) Describe the mechénisms éf instruments and arrangements used
bj creditors and debtors;

(4) Estimate the effective cost of borrowing by . footwear
manufacturers;

(5) Derive and estimate a model of the demand for trade credit
by footwear manufacturers;

(6) Analyze the lending behavior ofAinput suppliers; and

(7) 'Discués the special 1lending program of the Philippine
Commercial International Bank (PCIB) to ‘the Marikinab

footwear industry;

C. METHODS OF DATA COLLECTION

The study focuses on Marikina, Metro Manila which is
‘acknowledged 4s the center of the footwear “manufacturing
industry in the country. This town aloneb accounts for about 70
percent of total footwear firms in the country. Marikina is a

small town of some 38.9 sq. km. 1located within the eastern part



of Metro Manila,. Over the  years, it has gained
reputation for excellent craftsmanship in shoemaking not only

in the country but overseas as well,

There "are two main‘groups of reSpOndénts :or the study,
namely: the féotwear_manufacturers and input suppliers., All
firms'ciﬁSSified under the shoes and SIippgrs establishments were
‘considered -for the studﬁ aithough some firms may have other

products such as bags.

The- selectiop of Tespondents was based on the 1list of.
fegistéred manufﬁcturers secured from the Footwear Development
Council at the Mayor's Office in Marikina, Metro Manila.
'A total of 1,200 manufacturing establishments were registiered
operating as of 1987 . Further, the registry of philippine
exporters of footwear and leﬁthergoods in Marikina was secured
from the Bureau of Domestic Trade to take account of big

manufacturers and exporters. = Added together, a total of 1,219

made up the population of registered footwear manufacturers.

Avt@rget sample of 65 footweaf manufacturefs wﬁs considéred
due to budget'constraint. This sample comprisesbs.s percent of
the total population. | ReSpondent ~ firms were selected through
simple random sampling. Only 63 questionnaires werevincluded in
the analysis 'since two reSpondenﬁs refused to provide complete

information.



The 1list of input suppliers was obtained from the License.
and Permit Department at the Mayor's Office in Marikina. A total
of 51 establishments compose the pbpulation. Ten (10)»of them
were randomly selected to represent the sample, One respondenf
who proviaed only partiél information was excluded from the

analysis.

‘Prior to the conduct of the actual field survey, an official
permit was secured from the Mayor's Qffice, A letter of
introduction . from the Municipal Mayor facilitated 1n building

rapport with the respondents.

Two structured'interview schedules, one for the footwear
manufacturers and the other for the input suppliers, were‘used in
gathering igformation -necessary  for the study. They were
administered personally with the owners as reSpondenfs, in the
case of small firms, and with the managérs or aufhorized'

representatives as respondents, in the case of large firms,

The interview schedule for the footwear manufacturers
consists of six major parté. The first part focuses on the
‘respondents' characteristics which included the name, position in
the firm, sex, civil status and educational attaioment. The
second part deals with basic informatidn about the firms; such as
location, ‘mode of oWnership,» types of products, number of
workforce, capitalization (sources and terms of credit if ‘any),
and inventory of fixed assets, Data on Production are dealt with
in Part 11Y which includes production. capacity pef week,

production costs, sales and profits, and.assessment of prices.



6

Details on marketing such as market outlets, prices received
from each market outlet, price setting competitiveness of
markets, and exports are addressed in Part 1V Part V attempts
to gather information about trade credits The terms,
requirements and arrangements, interest rates and other costs
involved 1n credit contracts were investaigated The last part
focuses on other sources of credit such as banks, informal
moneylenders and friends/relatives Information about the volume
of borrowings, terms and requirements and costs of c¢redit were

obtained

Admittedly the data provided by <footwear manufacturers,
particularly those pertaining to production, 1incomes ard prices
were based on recall Onlv a few, bigger firms keep records of

their operations

The questionpaire for input suppliers i1s much shorter It
attempts to gather information about the input suppliers' lending

policies, lending rates and costs and credat arrangements

The interview with respondents was conducted between
September to October, 1987 in Marikina, Metro Manila In most

cases, more than one visit was made to complete the interview

During the course of the survey, we discovered that the PCI
Bank has been directly supporting the shoe industry through its
Shoe Industry Desk attached to their branch in Marikina An
interview with the Account Manager of the PCI Bank was made to
know the interest rates, mechanisms, instruments and arrangements

used in the administration of their credit program
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Supplementary information were gathered from exiéting

studies on the leather and leather products industry.

D. ORGANIZATION-OF THE STUDY

~ The next chapter gives a brief background of the footwear
industry "in the Philippines, | Chapter 1III presents  the
théorgtical framewqu. Spe¢ifica11y, itldiscusses the definition
of trade:credits, distribution channels oflfoofwear products, and
sources of'inputs and trade credits. Then a model explaining the
demand for trade credit is developed, The method for dalculating

the effective interest rate is also discussed in this chapter.

Chapter IV discuSseS the empirical results pertaining to the
demand for trade credit by footwear manufacturers, Essentially,
it answers ﬁbjectives (1) to (5) of this study.l The analysis of
the lénding behgvior of input suppliers and the special credit
programs of PCIB_ is presented in Chapter V. These are,
respectively, objéctivés (6)'and (7) of this study. The last
chaptér contains the summary, conclusions and pdlicy

implications,



TI. INDUSTRY BACKGROUND

- This. chapter has two parts, The first gives a brief
history of the foofwear_industry in the Philippines, while the
second discusses some important characteristics and prospects of>

" the industuy.
A. BRIEF HISTORY

The Philippine footwe&r' industry draws its origins. in
Marikina ‘through a culfufe hera, Don Laureano-Guevara (called
Kapitan Moy by his townmates}. Way back in 1884,' the wealthy
landowner tried to repéir his worn-out shoes which he bought home
from Europe? inStead of bringing it to the Chinese cobblers in
Escolta, Manila. He took the shoes apart and carefully studied
-hdw its components were assembled, He improved his knowledge by
watching - the ' Chinese worked in Escolta. At that time, the
Chinese had the monopoly of leather shoe-making. With the use of
local . raw materials and'tdols'he borrowed from blacksmiths, he
patiently experimented t&lfdshion his new pair of shoes. As he
mastered- the  art of shoemakihg and with hisldesire to Jprovide
employment for his townmates, Kapitan Moy estabiished the Tfirst
shoe shop in his basement; which eveﬁtually became the> first

fraining school for pPhilippine shoemakers.

Marikina was ‘then still a pastoral valley, but under each
house, the "silong", was a shoemaker's shop. The fine-crafted
Marikina shoes turned the pre-war Gandara, the shoe street in

Manila, into a footwear finery.
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The American era contributed,to the development of the
' industry by making Filipinos shoe~conscious. In 1898, the
American occupation troops in the country placed orders .for army
shoes., | This encouraged the establishment of two other shoe
shops, one of which was the Esco Shoe Company. Other shoe facto-
ries were soon set up, including Ang Tibay Inc. in 1910 which
later expanded from slipper-making to the manufacture of 1leather
shoes, By 1933, around 350 shoe-making shops were operating in
tﬁe couhtry, prindipally in Luzon. As early as 1931, the total

volume of transactions made by Marikina shoemakers &alone was

placed at 1.6 million.

In 1933, the government imposed a protective tariff on
imported finished shoes in order to encourage domestic shoe
production, Commbnwealth Act 340 was approéed in 1938 - autho-
rizing ,thé Bureau of Animal Industry to establish tamnneries to
supply the industry's raw material réquirements.. Complementing
this Act, a P1.0 million National Footwear Cooperative Associa-
tion was organized through the Nationalinevelopment Corporation
(NDC) to procure the raw material requirements of member-firms

and to act as a distribution center for their finished products.

Still, imported shoes dominated the market and made postwar
rehabilitation of the industry very slow. Republic Act 850 known
‘'as the Import Control Law enacted in 1951 gave thg industry a
much ﬁeeded boost by cutting down footwear imports from 910;6
'million in 1949 to only P650,000 in 1962,  However, imports once

again rose after the 1lifting of import ¢ontrol in 1862, although



10

not as rampant as In the 1930S. The c¢reation of the Marikina
Shoe Trade Commission further bolstered the industry in the.
1860s by providing the impetﬁs for the development of trade
associatiohs aimed. at promoting improvements in production,

'marketing and finance.

.The foOtwear -industry has been recognized as one of the
growth seétdrs in ‘the coﬁntry. ﬁeing one of the priority areas
of +the Bureau of-Industry’in the thrust of industryv development
and exports promotion in the-197OS, the leather footwear indus-
tr& received major government support. The mid-197osv signified
the héyday of 1eather’fobtwear' exporfs. The footwear industry
became one of the impoftﬁnt éprrt earners.  Small-and-medium
size firms started to prolifefate and successfully gained their

| market share.,

B. GENERAL CHARACTERISTICS AND PROSPECTS

The footwear industry ~is mainly dominéted by small-and-
‘medium-size .firms, (92%i, vi;g;, th&se which have 10 or less
'laborers; which are typically family;owned bﬁsinesses despite its
fairly long history. Marikina which is ackpowledged. as ﬁhe
center of the leather footwear industry gccounts fér almost 70
_percent of totai-footwear firms»in the cbuntry (Bureau of Foreign
Trade, 1986). Other major prdductioh afeés include Biflan and
’Liliw in Lagﬁna; Cebu, Baguio, Bulacan and~lPangasinan. The
'blarger meehanizéd firms.most1y>produCing spbrts ahd industrial
Ashoes and sdﬁdals. in large volumes afe “ located within vMefro

Manila.  These are orgahized either as partnerships or éorpora-
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tions, some of which are joint ventures with American, Italian,

Japanese and Chinese companies,

Most of the footweaf maﬁufacturers still follow traditional
production technology. Thus, industrial promotion programs that
seek to addfesq the cross-section of the footwgar‘industry must
necessarily deal with small establishments, and the dorresponding
concerns of the c¢ottage and small-scale. industry sector

(PIDS, 1983).

The United States ranks as the number  one importer of
Philippine footwear, accounting about half of total philippine
footwear :exports. Other major markets include the United
Kingdoam, Japan, Australia, Hongkong and West Germany. The
country's abundance of reptile skin (snakes, 1lizards, frogs,

etc.) and a wide range of different natural fibers and textiles

offer big prospects for 1dcal manufacturers.

It has been noted that the main competitive advantage of
Philippine-ﬁad% shoes iies on the generally cheaper labor costs.
Reéults of certain studies show thatlleather footﬁear indhstry
has a low domestic resource cost and therefore has a ‘definite
export potential (Malaluan, 1979),. Whether this stili ‘holds

today remains to be seen,

Lately, it has been observed that the footwear manufacturing
‘industry is in a downswing, both in terms of volume and quality.
According to the latest registry of manufacturers in Marikina,

" the number of producers has declined by 40 percent, from 2,000 to
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1,200 registered firms. The economi¢ c¢risis has forced footwear
manufaéturers to éhift product and market strategies in order to
maintain profitability levels (PDCP, 1986). Responses of firms
in this present study also support these earliér findings, Some
firms have even gone to the extent of closing dqwn and’shifted to

other business ventures,

Currently, shoe manufécturers catering to the local markets
are .veering away from the production of 1éather shoes while
increasing their products of synthetic (fabric, plastic and
| rubber)'footwear. ' Thislcould be attributed to the inability of
local -tanneries to provide high duality leather by the volume,
and to the‘high cést of leather since tanning requires impofted
chemical and dyestuffs, Locally produced synthetic materials, on
the other hand, are cheaper, making non-leather shoes more affor-
dable by consumers. The smaller margins_from the sales of

synthetic footwear can be offset by the sales volume,

According. to'manufaéturers; the volume of sales has déc-
reased by as much as 28 percent; On the other’hanq, local demand
contracted by as ‘much as 30-50 pefcent broughit about by the
shrinking purchasing power of the_consumers (PDCP, 1986). More~
over, consumers are sacrificing the luxury of leather for cheaper

synthefic footwear,

The demand for snakeskin footwear reached its peak in the
19708 until 1981. 'Since then, export volume of Philippine
footwear has been declinihg; Weak export performance c¢an be

traced . mainly to the following factors: (1) high cest of
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imported raw materials; (2)' poor quality control since only’
15 percent of the entire production process is mechanized; (3)
limited financial resources; and (4) weak market penetration

strategies. These factors have weaken the ability of the local
footwear dindustry to compete ﬁith other shoe exporters like

Korea, Taiwan, Spain and Italy in the international market.

The  government thréugﬁ the NDC-NACIDA Raw Materials
Corporation previously assisted the industry by acquiring
imporfed raw materials at_lower tariff -rates.- However, the
agency had to cease operations due to financial difficulties.
This is a bhig blow especially to small producers who cannot
afford to open their own letters of credit for importation of

their raw materials.

With the prohibitive cost of importation, weak product
demand' and stiff competition, some large producers who used to
export befafe are shying away from the export market and are
concentratigg inétead in the local market. This makes small
producers more insecure because of their possible displacement in

the domestic markets.

The lack of confidence of the international markets on the
economic and political state of the country is another major
cause for the soft demand for Philippine shoes. Foreign buyers
are wary about the exporters' capability to deliver ordered

products.
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In general, those éxpected' to survive the hﬁrsh local
eéohomic enviropmeﬂt'are thejlafge leather and SVnthetic footweér
manufﬁcturers which-have already established their names in the
local market.l These compaﬁies have better ‘technical and
financial capabilities to fespond to the shifts in market
iemand.‘ Yet, 'the Small—scale'pfoducers who make up the bulk of
the  industry should not be left out if the indust:y is to attain

1 sustained growth and increase its contribution to the economv.



15

II1. THEORETICAL FRAMEWORK

Since this study focuses on. trade credit, it would be worth-
while to start with a descriptive definition of the term trade
crédit.' Afterwards, we will sketch various distribution channels
for footwear prodﬁcts and sources of inputs, and point out where
trade créQif may arise, We will also discuss the alternative
sources of credit fof footwear manufacturéfs. Then, the theore-
tical framework explaining the demand for credit will be pre-
sented. Finally, the method for calculating the effective
interest rafe on'trade crédits will be discussed;

A. DEFINITION OF TRADE CREDITS, DISTRIBUTION lCHA-NNELS OF FOOT-
' WEAR PRODUCTS, SOURCES OF INPUTS AND TRADE CREDITS

Just like any c¢ontractual arrangement, trade credit
involves two contracting parties, namely, thé creditdr and the
debtor. Unlike ordinary debt contracts, hdwever, the resources
transferred from 'tﬁe creditor to the debtor are not financial,
but rather physical in nature. " In other words, thé ereditor
is not a financial leérnder. He may he an inﬁut supplier advancing
inputs - to' the'manﬁfadturer, to be paid later on in cash ot in
kind depending on the agreement reached by the two contracting
parties, The creditor may‘also be a manufacturer granting trade
credit to wholesalers/refdilers/middlemen (jobbers). The debtor,
on the other hand, uses the'physical resources acquired on credit
either as inpﬁts to his production activities dr as ‘itemS» for
sale to consumers., The debtor in the latter case is not a comn-

sumer of those resources, otherwise, the arrangement will Dbe



56
called consumer credit. But just like consumer credit, trade
credit facilitates the transfer of resources from one hand to the

other, ultimately resulting in an increase in the volume of sales

of the creditor.

The tenor of trade credit is usually short térm,  the reason
being thatl'the resources transferred are used as part of ' the
working capifal. Sometimes, the credit‘period ié sufficient for
the debtor to dispose of’the (manufactured) goods,- Therefore he
can pay'the creditor in part or in whole from his sale. Thus,

trade credit obtained may be seif-liquidating.

In trade credits, the contractihg parties are non-financial
institutions/individuals. As such, their behavier is. not
governed by any Central Bank regulations. It can therefore be

' - 1/

said that they belong to the informal'credit'markets.-

N

Figufé I outlines in‘defaii the sources of inputs for a
typical footwear manufacturer and possible distribution' channels
for his fébtwear products. - The manufacturer néeds, material
-.ihputs,. some of wﬁich are locally_produced while others are
Amported., Locally producéd material inputs are sourced directly
from domestic_input supplieré. In the case of imported material
inputs, the manﬁfacturer may buy them either directly from

foreign suppliers or frqm> domestic suppliers who import the

1/
" See Lamberte and Bal®osa (1988) for the definition of

informal credit markets (ICMs).
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required material inputs. This depends on the manufacturer‘s

financial capacity.

Raw material inputs comprise at least 50 =55 percent of the
total cost in footwear‘manufactﬁre. High quality leather shoes
are made up of about 96 peréent raw materials directly .imported
or sourqéd'locally but manufacturéd from imported raw materials
(Eada, 1987). Even synthetic footwear still demands some amount
of imported raw materials. This poses a problem especially to
small manufaéturérs whq cannot afford to open their own letters

of credit (LCs) to directly import their requirements,

The relatively huge finsncial resourcés required fo purchase
the needed inputs oftentimes'strain the resources of manufactu-~
rers. Most affected are the small manufacturers who find it
difficult to raise their own working capital internally. Thus,
trade credit becomes a very attractive arrangement for them; If
is also possible that_inpuf suppliers who pro#idé trade credit to
footwear mahufacturers supplement it with cash credit so the

latter can purchase other inputs,.

Footwear manufacturers have various distribution channels
‘for their products. They may have their own domestic retail
étores. others who would like to concentraté’in production sell
their products to eithér retailers, 1like départment stores (e.g.
Shoemart, Fairmart) and suﬁermarketss. or'to wholesalers/traders.
The latter, - in turn, seil'the footwear productis to domestic and

foreign retailers. One mode is to sell the products directly to

- foreign buyers. However , only big manufacturers who have direct
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access to foreign markets have this capability. To most of the
footwear manufacturers, the domestic retailers and wholesalers/

tradersAwould most likely be their customers,.

It is not easy fto capture customers of prodﬁéts.whose style
changes frequently depénding on the fashioq. Being ahead or at
least in step with what is in vogue is necessary for the survival
of a footwear firm, ‘Thus, it is not enough to simply establiéh‘

good relations with customers,

To sfayiin business, therefore, a footwear manufacturer must
be aggressive in marketing his products. Unlike a farmer, he
does not just go on producing products in large quantities when
the seaéon comes., He étarts by sending samples of his products
and corfesponding‘ price  quotation to p}ospective customers/
buyers. Whenever the lattér believe that some or all of the
éample products can be marketed, they then place an order, In
their order +s8lip, they specify the materials to be used, the
number of units per size per color and the delivery date. If
fhis is acceptable to the footwear manufacturer, then he starts

producing to fulfill the order.

In some instances, the prospective customers specify the
kind and style of products they want to be manufactured. Foreign
customers who ~ know the fashion in their own country better

usualiy do this.

Customers of footwear manufacturers may not immediately pay
in c¢ash for the delivered goods. In other words, they obtain

trade credits from footwear manufacturers for a term of say, 30
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to 60 days. 6ften, well=-known customers, like Shoemart, Fairmart
and big wholesalers/traders leave footwear maﬁufacturers, espe-
cially the small ones, no choice but to extend them <trade
credits. Here is a case where small ones provide credits to the

bigger ones,

The manufacturer's resources are locked in between the time
he delivers the goods to his customers and the time he receives
the .payhent. However, he does not stop produéing but tries to
get new orders to keep his business going . To be able to this;
he needs additional working_capital. Such may'come solely from
plowed back'profits if they are sufficient for his requirement.
The other altérnatiVe is to-fufn around and ask for trade credit
from his inpukisuppliers using as security the credit instrument
issued to‘ him by his customers who obtained trade credit from
him, Thus,‘ we have a casé wherein thé footwear manufacturer
plays # dual role! He provides trade credit to ﬁis éustomers at
one end aﬁd obtains trade,credif from inﬁut suppl;efs> at the
otﬁér end. Synchronizing .receipts and péyménfs is cruecial in

this arrangement.

In most casés, though, the maturity period of the trade
credit the footwear manufacturer has obtained from his input
suppliers is shorter fhan the maturity period of the trade credit
he has given to his customers, Under such situation, he has to
look for other sources of funds to‘pay his.obligations to the
input suppliers. - Othér -éources of c¢redit may include Dbanks,

moneyiendérs and friends/relatives. These alternative sources of
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credit may also be tapped by the footwear manufacturer 1f he
does not obtain trade credits from his input suppliers, or 1if

such trade credit i1s not sufficient for his needs

The footwear manufacturer may also enter into a "tie-in"
arrangement with input suppliers who are also
wholesalers/traders Under this arrangement, the input supplier
provides trade c¢redits to the footwear manufacturer on the
condition that the latter sells to ham the footwear manufactures
at a pre-agreed price: The manufacturer's debt 1s settled once
he delivers the goods to the input supplier This is saimilar to
the trader/miller~farmer "“tie-in' or linked credit arrangement

now prevalent in the rural areas

Figure 2 summarizes the main points discussed above In
particular it portrays the flow and kinds of credit

provided/obtained by a footwear manufacturer

B A MODEL OF THE DEMAND FOR TRADE CREDIT

Given the salient points on the emergence of trade credit in
the footwear industry; we present a theoretical model of the
demand for trade credit But before doing so, 1t i1s useful to
highlight the basic foundations of the demand for credit and
to review some of the related framework of analysas along this

line

The basic premise of the theoretical explanation of the

demand for credit lies in the firm's production decision The
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FIGURE 2
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demand for credit 1is a derived demand of the firm's demand
function since credit is a means of financing the inputs of
production. "It is, thus, obtained as a function of input prices
and the product price. . Therefore, an.examination of the produc;
tivity of inputs is necessary to know the productive potéhtial of

additional inputs financed by credit.

Input Demand Theory

,Consider the typical neoclassical firm's production. model,‘
assﬁming a constant technology, perfect markets for . inputs and
output,  and given input and output prices; Given a continuous,
twice-differentiable production function @Q = £ (x1, xz;...xnf,
the firm is assumed to maximize profits subject to certain

constraints., That is,

n ,
f?{ ‘= pf (X1, X2,.44Xn) = cixi (3.1)
o i=1 ‘
s.t.:
xi> 0 . for i =1, 2,4e4s, N

The first-order conditions of-(l) are as follows:

g?ﬁf' =  pfi - ci = 0 (3.2)
§xi . ,

pfi = ci . ' (3.3)

where p 1is the product price, c¢i is the price of the i=-th
input, fi is the marginal product of the i-th input, and' xi

is the i=th input.
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Equation (3.3) states that the firm equates the marginal
value product of each input to the input price, Under -perféct
competition, pfi is +then the marginal valﬁe product of the
i-th input (MVPi). Hence, relating MVPi and pi to xi gilves
a one-to~one correspondence. If  )£? < 0, then MVPi is down-
ward sloping and as ci decreases, thzluse of ‘xi must increase
if 'g (f%p) <.0. Theréfore, the MVYPi is the demand curve for
the ~ i-th input of production.  The firm will hire the i-th

input up to the point where MVPi = pi,

This theory gives the demand for one input -assuming

ceteris paribus conditions. In case the level of anothér input

is changed, then ;afi must be known, holding ci <constant.
NG

Jaffee (1971) has pointed out that the firm without ocutside

financial Sources first makes its productién‘ decision and

determines its fixed and working capital requirements, and then

adjusts its financial structure to meet the requifed need for

funds. 1In effect, the firm's financial structure adjusts to the

predetermined fixed and working capital needs.

With access to financial market,-'thére wiil be better
qpportunity for the firm to venture.into production activities,
Given initial endowments, the prevailing cost of funds and . the
marginél productivity of capital, the firm can either be a
borrower or saver.,  Access fo financial markets'me#ns that the
firm can ufilize‘ more éapital inputs, thus, increasing

productivity.'
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The behavior of borrowers is .also explainedv by McKinnon
(1973). 1t wéuld be worthwhile to highlight the main features of
his model. Starting from the two-period Fisherian model, -
individual decides whether to consume ail his endowments in
period one, - or to save part of them in the form of investment in
order to consume more ih_pefiod two.  McKinnon pointed out that
firms ’cénﬂot rely on initigl endowment and thus must vresort to
external financing in order to avail of high-produgtivity invest=-
ments. This makes both borrowers and savers better-off and at
the same time pfovides for efficient transfer of resources from
less productive to mofe productive investments. ' The limitation
of McKinnon's model is that it only takes account of the interest
fate and fails to consider transacfions cost incurred by borro-
wers in acquiring a loan, Ladman (1984), however, tried to
remedy this weaknessﬂby incorporating’in his medel the effective
éost of borrowing (i.e., ‘nominal interest rate plus borrower
transactions cost). In  this model, the choice between two
lenders can be examined due to differentiated transactions costs

in acquiring a loan on the part of the borrower .

Singe we are gnﬁlyZing the demand for credit o1 1I00OTWEaAr -
‘ manufacturer#..‘ their 'speéial features must be considered.
As pointed out earlier, a footwear manufacturer is a borrower and
a lender at the same time. This feature cannat be represented
in the existing models. In such a case, therefore, the demand
for credit becomes 3 function not only of the cost of borrowing,
the expected productivity 6f the resources employed as a result

of wusing credit, but also of the extent of ¢trade credit a
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footwear manufacturer provides to his customers. We . now attempt
to ‘develop a model of the demand for trade éredit of a typical
footwear manufacturing firm., It heavily draws on Pollard (1980)

who developed a model of the demand for credit by the farm.

Figure 3 depicts the model‘for_the demand for credit by a
footwear manufacturer. Let MVPk, ACk and MCk stand for the
marginai ?alue product, averagé cost and marginal cost of cgpital
services,..resp;ctively. The manufacturer will acquire capital
services as long as Mck < MVPE. For a maximum profit to bf
attained, the firm'will_acquire capital services»up to Q% at

which MCk = MVPk.

Let us é#sume first that sales from previous production
' cycle can fuliy‘finance fhé next production c¢ycle. It means that
of the %dtal sales (8) of the previouslproduction éycle, Q¥ < 8
will be plowed back to acquire the necessary inpﬁts. Hence,'the
firm is .said to be fully self-financing its - production

activities.

‘Suppose that the footwear manufacturef sells a portion of
his products to his customeré"ég credit. = Let this be deﬁoted by
Z. Then only Y =8 - Z, where Y stands for cash proceeds fof
the'sale of the product, will be available for plowing back for
fhe next production cyele. If Y > Q*} 'theh the footwear
maﬁufacturer'can still fu11y finance its capital requirement"»for
the next production cyCié, in ihich-gase; no external financing

wili be 'sougﬁt._
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FIGURE 3
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Suppose now that a greater proportion of the footwear manu-
facturer's products is sdld on credit sﬁch that yY' < Q*. _In‘
other'words, he can only finance.his capital reduirement for the
next production cycle ‘equivalent to Y' = Q1 < Q* out of ité
current total sales. In this case, the manufacturer will not be
maximizing profit since MCk [ MVPk. To get back to Q*, thé firm
must seek external fipnancing equivalent to R1Q*, while it
'finances.OQl out of its cash sales. It is clear then that as A
increasés,- Y . decreases and, theréfore, the demand fér qredit

increases, -

So- far, we have established the demand for credit by a
footwéarb manufacturer. It is hypothéSized that the demand for
~credit by a footwear}mahufacturer is inversély-reiated to the
cost bf . ¢redit and positivelynrelated to the extent of trade
credit granted to his customers.A_ In aﬁ'ecohomy where the finan-
cial market is funétiohing-well, the manufaéturer is likely to
obtain (cash) credit from fhé banking systém. However, this is
‘not the case in the Philippines, -Usually, only the bigger firms
have acqesé to the formal finandial markets while shall ones have
fo resort vtO,borrowing from the ICMs, . The wusual sources of
credit in the ICMs are the moneylenders and :riends/relatiVes.
Apart from these, though, a manufécturing fifm has an additional
source of c¢redit, tﬁat is, the ihput suppliers. A manufacturing
firm whose <costs of raw materials comprise a significant
proportion of  the vtdtal costs of prodﬁction'will ~likely tap
trade credits'from idpuf suppliers, It is then hypothesized that

the demand for trade credits by a footwear manufacturer from
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input suppliers depends on the extent of trade credit he grants

to his customers and the relative cost of ¢redit from various

sources, More formally,

Xj X(TCj, rij) . j=1, 2,...n (3.4)

where Xj = demand for trade credit from input suppliers by
the jth firm, :

trade c¢redit granted by the jth firm to his

TC) =
customers, and
" rij = cost of credit from the ith source of credit

Firms may not face the same price for fhe trade creQits they
‘obtain from input suppliers. Small firms may be charged higher
prices compared to bigger firms to compensate for the relatively
higher risk and the transactions cosfs‘iqvolved in extending
trade credits to them, Those who have access to alternative
souréés of credit will likely get a better deal from inputr

suppliers for their trade credit. Thus, a corollary hypothesis.

is:
rxj = r (kj, ACij) J = 1, 2,...0 (3.5)
where |
rxj = price/cost of trade credit to the jth firm;
kj = size of the jth firm; and

"ACE] - degree of access to the ith source of credit other

than input suppliers.
Both equations (3.4) and (3.5) are testable hypotheses. It
is important +to - peint out that the model is built on the

following crucial assumptions:
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Al., A significant proportion of the products of a

footwear manufacturer are sold on credit,

A2, Current cash sales which are the difference between the
market value of the products and sales on credit are
less than the optimal capital requirement for the next

production cycle, i.e., Y = 8 - Z < Q*.

A3, Costs ot raw materials comprise a significant.
proportion of the total costs of production of a

footwear manufactufer.

C. CALCULATING THE EFFECTIVE INTEREST RATE

As suggested by the model, the cost of credit is a crucial
variable determining the demand for credit. It would be

worthwhile to discuss how the cost of credit is calculated.

From the point of view of borrowers, the cost ét credit
includes interest cost and transactions cost. The fofmer is
equivalent to the product of the nominal interest rate and the
size of the loan. On the other hand, transactions cost refers to
fhe out=of-pocket costs and opporfunity costs of the borrowers'
time in securing a loan, In other words, borrowers consider the
effective éost of borrowing, which in this case includes interest

cost -and ‘transactions cost, in making decision regarding

borrowing.

Transactions costs 1in securing loans from the ICMs are

usually negiigible. We found this to be true in the case of
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footwear manufacturers who Dborrowed from the ICMs., | In
partiéular, trade credits are usually negotiated in an informal
manner and can be obtained rather quickly. Thus, we can ignore
transactions costs in the analysis, Instead, wé will fécus on

‘the effgctive interest rate on trade credit,.

The effective .interest rate on trade credi£ is found to
consist of at least three components. oné set of pure interest
fates are charged on trade credit in the form of discount rate on
post=dated checks, Two,-_ﬁlain interest rates are charged on
trade c¢redits. The third is. in the form of price differentials
'on inputs or outputs, as the case may be, ariéing from trade

credit trapsactions.

(1) Explicit Interest Rate

There are two types of explicit interest rate on trade
credits, namely, the discount rate on post-dated checks and the

plain interest rate..

(i) Discount Rate on Post-dated Checks

As will be discussed more extensively in the next chapter,
footwear manufacturers réceiVe post-dated checks for the trade
credits they grant to- their cﬁstomers. .Usually, post-dated
éhecks ha#é a .maturity period of 60 to 90 days. Often, footwear
manufacturers turn around and secure trade credits from input
suppliers wusing the post-dated checks as security. Input sup-
pliers discount the post-dated checks. The discount rate

includes both the opportunity cost of funds and risk premium,
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For purposes of computing the effective interest rate, the

discount rate is annualized using the following formula:

rd = y (365/m) (3.86)

where rd discount rate per year,

v reported discount rate per month, and

m maturity period of the trade credit in days.

Note. that the maturity period of the trade credit should not

exceed the maturity period of the post-dated check.

(ii) Plain Ipterest Rate on Trade Credits

~When the footwear manufacturers cannot present a post-dated

check, input suppliers charge interest on trade credits.

Again, for purposes of c¢ébmputing the effective interest rate,

the plain interest rate on trade‘credit is expressed in annual

terms, Let this be denoted by r .
te

These two types of explicit interest rates are not necessa=-
frily mﬁtually exclusive., Sometimes, input suppliers charge inte-
rest rate on trade credits on top of the discount rate on

post-dated dhecks presented by the same borrower.

(2) Implicit Interest Rafes

As mentioned earlier, fhe price differential can be computed
depending on where the footwear manufacturer obfains his-‘trade
eredit. As discussed earlier, he'may secure trade credit from

input suppliers or from wholesalers/traders who are also input
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suppliers I1f trade credits were obtained from input suppliers,
then the price different:al arising from overpricing of inputs is

computed i1n the following manner

r = P (3865/m) (3 7)
il 1
where r - price differential per year due to
i1
overpricing of inputs
P = reported price differential between inmputs
1
bought on credit and inputs bought in cash
expressed 1n percent and
m = the same as in equatzon (3 6)

In case of tie~in arrangement wherein the footwear
manufacturer obtains trade credits from wholesalers/traders on
condition that the former sells the products to the latter at
pre~agreed price, the price differential arising from under-

pricing of outputs is computed using the following formula

r = P (365/m) (3 8)
i2 2
where T &= price differential per year on trade
i2
credit due to underpr:cing of outputs
P = reported price drfferential between outputs
2

used to repay the trade credit and outputs
sold to other outlets without tie-in
arrangement expressed in percent, and

m = the same as 1n equation (3 6)
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Thus, the effective interest rate on +trade credit 1s

computed in the following mannper ,

(a) Effective ainterest rate on trade credit acquired from input

suppliers (EFR )

1
EFR = r + r + r (3 9)
1 d te 11
where T = discount rate on post-dated check per year,
rd = interest rate on trade credits per year, and
rtc = price differential charged on trade
11

credit per year

(b) Effective interest rate on trade credit acquired from

wholesalers/traders (EFR )
2

EFR2 = rd + rtec + rie (3 10)

3

where r discount rate on post-dated check per year,

d
T = 1interest rate on trade credits per year, and
te

r = price differential charged on trade credit
12

per year

The effective interest rate is computed for each
manufacturer-borrower using equation (3 9) or equation (3 10)
dependang on the source of trade c¢redits Consider the following

example

Discount rate on post dated check = 3% per month

Interest rate 3% at 51 days maturity

Price differential of input 8% at 51 days maturity
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Computation:
r = 3% x (365 days/30 days) ™ 36% per year
rd = 3% x (365 q§y5/51 days)_ff ‘21% ﬁer year
rI: = 8% X (365 d;yé/51 days)'“‘ 57% per year

Thus, the resulting effective interest rate on trade credit is:

EFR = 36% + 21% + 57% = 114% per year
1

D. MANAGING THE INTEREST RATE: A DIGRESSION

As discussed aboVe, the effective interest rate charged by
input suppliers on trade credits granted to foofﬁear manufactu-
rers is the sum of explipit and implicit interest rates. We
hypothesize that input suppliers défévmine first  the total
effective interest rafe, and then aéqiqe on tég relative shares
of the explicit and implicit interest rates. "In»this case,  the
explicit interest rate will be negatively cogrelateq with the
iﬁplicitlinterest rate. . This is de@iqied ini£igure 4. If the
expiicit inter§st rate is equal to A, ‘then thé implicit interest
rate should be B to attain a certain effectivé interest rate. If
the explicit interest rate is C < A, then the implicit interest
rate must be adjusted upwards to D > B to attain the same
effective intereét rate. We treat this as an additional testable

hypothesis.
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v THE DEMAND FOR TRADE CREDITS BY FOOTWEAR MANUFACTURERS
EMPIRICAL RESULTS

This chapter has two parts The first presents a descriptive
analysis of the primary data collected while the second discusses

the results of testing the hypotheses of this study

A DESCRIPTIVE ANALYSIS

Profile of the Respondents

In most occasions the respondents were the owners and/or
managers of the firm, except in a few cases wherein only the
secretary or accountant was available for the interview . In the
latter case some information which were culled from the records
of the fairm concerned had to be cleared first with the

owner/manager of the firm

Qut of the 63 respondents, 73 percent are male and 27
percent are female (see Table 1V 1) Majority (89%) are married
while 10 percent are single The average age of the respondents

1s 41 7 years

About 30 percent of the respondents are high school
graduates and a significant portion (49%) have reached college
level or have gained a college degree It 1s interesting to note
that many degree holders of varied fields (e g , engineering,
architecture etc ) are running footwear shops as their main
occupation Most of them 1inherited the business from their

parents
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Profile of the sample 63 footwear manufacturer-

respondents.
Socio-Demodraphic Characteristics Number Percent
1. Position in the firm
manaqér/owner _ 59 _.65
‘President _ 1 1.59
Secretary/staff _3 4.7¢6
: 63 100.00
2. Age (years)
Below 30 9 14,28
30 - 39 23 36.51.
40 - 49 16 : 25,40
50 ~ 59 13 - 20,63
60 - above _2 3.17
63 100.00
Mean (years) 41.68
S.D. 10.14
3. Sex
Male 46 73.02
Female 17 . 26,98
63 100.00
4. Civil status
Single ' 6 9.52
Married ' 57 ~20.48
: 63 100.00
5. Highest educational
attainment
Elementary level/
graduate 13 20.63
High school :
level/graduate ' 19 30.16
College level - 11 _ 17,46
College graduate/
post graduate : 20 31.75
63 100.00
Mean (years) 10.67

8.D. 3.44




Characteristics of Sample Firms

Some footwear SEOPS- have gradually progressed from the
previous%y small backyard operations into medium-and large-scale
opera%ions. Seventeen (17) percent of the sample firms operate
their shops in buildinﬁs separate from the hbusé (see Table

IV.2) .

On the averége, the sample firms have been. operating for
nearly 11 years although many (abouf 41%) were just established
in the 19280s. This‘signifies that newly-emergihg fifﬁs contri-
buted largely to the growth of the industry.  This may likewise
provide some’ evidence that the industry attracted several new

firms before the onset of the economic crisis.

Most of the sample firms (87.3%) are owned by single prop-
rietors. Only three are owned on a partnership bésis (still
family related), while fiye are carporations (see Tﬁbie Iv.2).
All firms interviewed had business permits to operate. Firms
with a mayor's permit do not necessarily have a business name
except for firms registered with the Bureau of Domestic Trade,
_Security and Exchange Commission and the Board of Industries.

These are usually the medium-and large-scale firms,

only a few firms are members of an association or
group related 'fo footwear manufacturing. Non-members do. -not
appreciate the merits of membership in any organigation because
in their previous experience, only large firms were able to avail

of services provided by the organizations, such as financing and
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TABLE IV.2

General cnharacteristics of  the sample footwear
. . manufacturing establishments.
Characteristics Number Petcént
1. Locétion of pléht' 
Within fhe‘premiées of the house . 24 38,10
VPortion'énnexed to the-hquse 28 44.44‘
Building separate from fhe'house 11 17.46
‘ 63 00.00
2. No. of vyears in ooérat;oﬁ
I ~ 5 22 34.92
6 - 10,. 12 19.05
11 - 15 15. 23.81
lé - 20 7 11;11
above 20 L A1l
- 63 00.00
3. Mode of oﬁnefship |
Single proprietorship 55 | 87.30
Partnership 3 4.76
COIDOIa-i-:i'_on _5  o 1.94
63 100.00
. Membership in associatlion/aroup . |
Yes 17,. 26.98
No 48 .
‘ 63 100.00
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.marketing assisténce. It was discovered during the course of
the survey that a cooperative in one.barrio (Barangay'San‘ Roque)
haslbeen néwly organized, According to the organizér and p;esi—
‘dent of the cooperative, it will take'gometimé to convince and

orient producers to become members,

Respéndents can be classified as to whether they are manu-
facturers only or both manufacturers and tradérs (i.e., wholesa-
liers/retailers). ~ 0f the 63 respondents, 60;3 percent bélong,td
the sec&nd—group.l They do wholesaling/retailingVthrough théif
own store or other market oﬁtlets. Some firms éhbcontract some

orders to other manufacturers, but this is not widely practicéd.

‘There is a wide range of products produced by.manufacturers;
They inclﬁde men's aﬁd ladies' shoes, slippérs, sandals, step-in
and bags. Some firms are engaged in more fhan one product line,
Most of the firms interfiewed are engaged in the manufaéturé of
non-leather shoeslisee Table IV.3). It was gathered from some
manufacturers that they previously produced leather shoes for
local and - export markets but later shifted to synthetic shoes |
due té the bleak prospects in the export market for leather

shoes.

According to the geographic setting of firms, those located
in the eastern portion of the town generally engage in the manu-

facture of ladies' and children's shoes. Those situated in the
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.Type of Product

KR

Sl

-,

74

TABLE V.3

Tyon of products and sanner of business of ' 53‘
footvear ssnufacturing establishaents,

As Mapufacturer

As aanufacturer and

. vholesaler/Retailer

Ko, % No. H Total 1%
nen's shoes/boots, .
leather 9 14,29 . B 9.52 15 23.81
gen's slippers,
leatherette/syn- '
thetic/leather 3 4,76 3 4.76 6 . 9.92
sen's shees, vubber/
canvass/synthetic ] 7.94 i 1.59 B 9.8
1adies"shoes,
leather/reptile skin b 3.52 6 9.52 12 19.09
lédiés'.Shoes. syn-

- thetic/fabric cloth/
leatherette/rubber 25 39,89 13 20,63 . 38 60,32
ladies' step-in,
leatherette/synthetic 2 347 { 1.59 34
ladies! sandals/
slippers, synthetic/

_tubberized leathereite 4 8,35 5 7.9 9 14,28
thildren's shoes, )
synthetic/leatherette 7 11.10 3 4,76 10 15,87
bags 2 .17 1 1.5 3 476

Note: A nanufaciuyer can have sore than one product,

e v ————— s =
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.-western portion of the town engage in ménufacturing men's foot-
wear. The list of registered firms indicates that more firms are
located in the eastern part. This seems to indicate that theré
is a larger demand for ladies'and children's - footwear/ apparél
than ﬁen's. About 24 percent of the respondents manufacture
men's shoes and boots out of leather materials while around ‘10
percent produce men'é éhoes out of other méterials such as

rubber, canvas and synthetic.

Manufacturing ladies' shoes out of leather and reptile skin
requires bigger capital, Hence, only larger firms produce such
products. Ninetéen (19) percent of the samplé firms produce high

fashioned shoes, both for local and export markets.,

Sixteen (16) percent specialize in the production of
children's shoes, Three (3) manufacturers also make bags aside

from footwear.

value of Fixed Assets

Manufacturing firms have already started hechanizing “their
operations although the process. is still ~considered labor-
intensive, There 1is no shoe factory in Mqrikinarthat is -fully
mechanizéd. Evéﬁ the 1#rgest manufaéturers are meclianized only
up to a maxlmum of 70 percent (PDCP, 1986). The small shops with
only 10 laborers or less produce almost entirely handerafted
shoes, aided by a minimum of machines such &s sewing machines and

trimming machines.
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The-,seﬁing,machine is the most basic machinery a firm owns,
. not to mention simple handtools. ‘Other machines inciude the
sander, splitting machine, finishing machine, - skiving machine,
étitghing maéhine, heavy duty sewlng machine, and_trimming ma-
chine (see Tible IV.4). Most firms have only two to three types
of tﬁese machines, Most firms‘ha?e inadequate maéhiﬁeries due to
inSufficient_capital. Other firms:sfill resort to mapual opera-
tions  or fént machiﬁeries to produce better quality products.

.Basic tools are usually brought in by hired workers.

The more weli—off firms own a transpoft vehicle for delivery
.sérvices. It has an- average estimated value of 262,137, Other
important accessories afe_shoe lasts and factory furnitures which

have an average aggregate value of ?18,895.

Land and building qonstitﬁte more than 50 percent of total
assets of a factory. The typical "backyard" nature of small

firms indicate that the shdp is essentially a part of the house.

On the aggregate, the average total value of fixed assets is

P596,051.

 Initial Capitalization

stdrting'-a :businessfis very crucial because of the great
'risks‘ ‘inVoived‘during the initial stages., - People in Marikina
‘viewrfootwear_m;hufacturing as a basiec skill that a family membef
has‘tq,growLwith. Children.qf footwear shop owners are expected
to acquire the art of shoemaking and later on, to put up their

own shop.



TABLE (V.49

Value of f£ixed assets of 63 Footwear

" Manufacturers

Assets .‘ . Averaqge Value ( B )
1. Land | - 163,666.67
2. Building - '257,793;67
3. ‘Machineries

Sewing machine._ 28,571.43’

sander ' 10,223.81

splitting machine  8,282.54

Finishing machine ‘ 5,998.41

Skivinq maching ‘ 9,396.82

stitching machine | 10,190.48

Heavy duty sewing machine - 9,698.41

Trimming maéhine 3,039.68
4.  Transport vehicle | 62,137.28
5. Tools 7,835.71
6. Other accessories _ 18,895.24

TOTAL | 596,050. 81
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Capital is needed to acquire basic tools, machines and other
accessories and to puréhase raw materials for starting the firét
shipment_of manufactures. Starting the business does not neces-
sarily require formal training. Some proprietors interviewed
started as workers in other ShOps, or in the family-owned enter-

~prise itself where they slowly acquired their managerial skills.,

Eight (8) bercent reported to'have started their sﬁops with
an initial capital of just less than $1,000 (see Table IV.5). In
such a case, they had already existing second-hand or inherited
macﬁines and other accessories. Most firms reported'an initial
capital investment of £10,000. Some bigger firms started with

more than P50,000.

Financing the Initial Operation

About 51 percent of the respondents borrowed for their
initial opérations from at least four souréesz, nameiy: banks,
input suppliefé, moneylenders and friends/relatiVes. The rest
_uéed- their .own funds. In terms of the number-'of borrowers,
friends/relativés appear to be the most popular source of credit,
while monéylenders; the least popular (see Table IV.6). 1In
terms of the average amount borrowed, banks rank first,‘followed
by moneylenderé, input suppliers and friends/relatives.- large
firms were the main borrowers from banks while small firms which
did not ha#e access to banks resorted fo borrowing from the
infbrmal ¢redit markets (ICMs). loans obtained from banks and

friends/relatives were of longer'maturity and were used mainly



TABLE IV.5..

Amount’ of own Initlal capital .1nvested in
footwear manufacturing.

, . Respondents
Capital range ( P ) No. Percent
1,000 and below 5 7.94
1,001 - 5,000 19 30.16
5,001 - 10,000 15 23.81
10,001 - 15,000 4 : 6.35
15,001 ~ 20,000 9 14.28
20,001 - 30,000 1 1.59
30,001 - 50,000 . 2 3.17
Above 50,000 8 12.70
TOTAL 63 100.00
Mean = 2119,676.19 S.D. = 378,943.09
Median =

®10,000.00
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TABLE IV.6

. Sources and terms of credit to augment initial
capital of footwear manufacturers. '

Sources of Credit

Item ' ‘Banks Input Informal Friends/
Suppliers Money- Relatives
-+ lenders : :
‘No. of borrowers 7 9 3 13
% of total : ‘
respondents - 11.1 14.3 4.8 20.6

Ave. amount . : :
borrowed (B) . . 149,286 14,111 52,000 13,523

Ave., maturity .
period (days) . . 785 30 40 233

Ave. no. of install- -
- ments or payments l6.4 8.3 : © 3.0 2.7

Ave. effective interest _ :
rate per annum (%) - 15.3 40.5 110.7 2.7

Ave. outstanding :
balance (R). 54,857 .. . 1,250 SR | B . 1,769

Ave. value of
collateral : o
requirement (R) 245,714 500 ' 60,000 0
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to finance the acquisition of ‘fixed assets of footwear ' manufac-
turers, Oon the other hand, loans secured from input suppliers
and 'moneylenders were shoft-term and used mainly for operating

eapitél.

As expected, moneylenders_charged the highesST 1nterest raie
at 110.7 percent per annum, followed by input suppliers, - In the
‘case of the latter, we took into account the price d1fferent1a1
between ~inputs bought in cash and on credit, . Interestingly,
loans from banks carried eﬁ\average effeetive interest rate of
15.3 percent per:annum’only. This ielatively-low interest rate
can be éttributed to the‘fact that most of .those loans "actually -
came . from the special credit programs of gavernment Jagehcies
(e, Technology Resource Center) Whlch used banks as mere con-
duits. This is a classic case of the regre351veness of subsi~
dized credit pfograms since ultimately, _only large borrowers can

avail .of them.

As is: usually the ease banks piace emphasxs on
collateralized loans. The ratio of collateral to loan amOunt is
about 1.6, Wthh is sllghtly hlgher than the normal ratlo of 1, 5.
For moneylenders, the collateral to loan ratio is a 11tt1e over
1. Friends/ ‘relatives do not demand collateral, They pay
attention to personal reletfoﬁship Qhen.it comes te:_lending.
They lend to somebddy who waﬁts to start a 'businese, -SGmetimes
out of sympathy and sometimes out of:familiai obligatioh. - Terms

of payment of this kind are not well defined, Some borrowers
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from friends/réldtives reported to have paid their debts but

others do not feel obliged to repay.

i Theréize of capital sufficient for a normal opérution varies
‘directly with the production éapacity of the firm. What is
perceived as sufficient is an amouht enough to finance one
production cycle and then rolled over for. subsequent operations,
grantlng that the output market is fairly favorable. Around f1ve
(5), percent of the respondents said that ?10,000 is already
enough - to finance'a'normal operation (see Table 1V.7). Firms
which are .eiportiug neéd ?1;0 million or more. The highest
amount reported is £5.0 million mainly to finance ‘imported raw
materials. VOn, the average, #360,300 for working capital ié

considered sufficlent by manufacturers,

production Cost and Income Structure

The average cost of production of footwear manufacturers in
1986 was #1,134,236. Raw material inputs are the highest
expense itém'reporfed by manufacturers accounting for'more than
50 percent of ihe totul cost, Thig finding validates assumption
A3.7 There was :a notable increase of about 35 percent in the
total production cost in 1986 coﬁpared to thg total produgtion
cost . in the‘périou 1983-1985 (see Taule IV.8). This is mainly
attributed .to the unusually high_inflafion rafes experienced bg
the ecouomy since'1984. Labor and overhead costs also followed

the trend.



TABLE V.7

Amount ot annual operating capltal percelved as
sufficient for normal operation.

) . Respondents .
Capital range (R) Frequency Percent
10,000 3 4.76
20,000 to 50,000 12 19.05
100,000 13 20.63
120,000 to 200,000 15 23.81
300,000 to 500,000 16 25.40
1,000,000 and abqve 4 6.35
. TOTAL 63 100,00
Mean = £360,301.59 S.D. = 78,471.94
Median = R150,000.00

S1
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TABLE V.8

Averaqe cost of production and income from sales.

R R e o e P F 2 1 2 e T T T

Amount (B}

ITEM - 71986 1983-85 Average
(%) (%)
Total prqdﬁétion cost’ 1,134,236.,50 840,273.38
" : (100.0) . (100.0)
Laboy ' 1 336,913.66 278,044.88
_ : (30) {33)
Material Inputs ‘ 610,346.75 416,528.34
' ‘ S ' (54) - (50) ,
Interest cost. ‘ . 42,129.59 28,566.28
' ' o (4) - (3)
Delivery/transportation cost - 13,375.29 - 8,201.55
o - (1) (1)
Depreciation 61,326.86 "41,685.09
1/ (5) (5)
Others . ' ’ - 60,103.02 . 47,639, 31
: _ (5) (6)
‘Total peso value from sales 1,677,741.75 1,161,249.36
- Net income from sales 424,588.81 296,203.59
1/

‘Includes régistration fees, light, and Wafer fées, taxés,
~and other costs. .

* TFiqures in parentheses are percent to total cost.
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lLabor costs accounted for about 30 percemt of ' total cost.
Footwear workers are ‘compenéated_.?ither onwai piece-rate or. d
Qaily basis, the former being more prevalent., The admipistrative
staff (e.g, éécfetaryL accountant) are paid on a dqily or monthly
basis, | Shoemakers receive the highest ;ate.with an average ofi
P4.80 per pair, Upper makers get an average rate of #3.70 per,
pair. Those.wofking in the-finishing sedtioﬁ such as sole atta-
chers, finishers and packers, get a rate of #1.00-2.50 per
pair. Genérally,l piede;rate workers receive between P300 and

B6O0 per week.

_Thé latter part of .1983 until early 1986 was not at all a.
bright period for manufacturers, eépecially' those ‘whb_ﬁwere-
exporting. Despite this, gross sales of firms In 1986 increased
by' 44 percent from ?1,161{249 (1983-1985 average) tq 91,677,742
| in 1986'(see Table IV.8). Net prqfits consequently increaséd by

43 percent.

Comparing 1985 and 1986, 69 percent of the respondents-said-
-that there was a 10.4 percent increase in the ‘unit price of
output, while 38 percent noted no increase. The,§ncrease of the
unit cost of 1inputs was higher (12%) .from 1985 to 1986, as
repqrted by 78 percent of:the respondents. Only a few (17%) did

not exprience any price changes (see Table 1V.9).

For 1987, ‘manufactdrers did not experience any improvement
in the market. In fact, a significant proportion of the
respondents (63%) indicated that sales declined by 27.9 percent.

However, a few firms (19%) experienced increased sales by 17.5
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TABLE V.9

- Assessment of footwear manufacturers on the
changes in prices and sales

No. of
responses

Percent
higher/lower

—— i ——— . ———— . ————————————— ——— e o o o e e e W M W W Ul il e e

Compare unit price of

output in 1986 from 1985

the same

higher

lower
Compare unit cost in
1986 from 1985

the same

higher

lower
Compare sales in 1987
from 1986

the same

‘higher

lower

24
(38.10)

37
(58.73)

63
(100.00}

11
(17.46)

49
(77.78)

3
( 4.70)

63
(100.00)

11
(17.46)

12
(19.05)

40
(63.49)
63
(100.00)

10.417

-7 ..5

12.04

“7.67'

17.5

~27.9

- - — -y " = = Ak Lk ML A . - e o A A e A e A M - -

Figures in parentheses are

percent.
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percent. The rest (17%) did not report any change in the sales

for 1987.

Marketing System

The bulkr of the industry's pnoduction is.apsorbed byi the
domestic market. According to the respondents, orders. from ﬁoth'
foreign and domestic buyers in the most recent past are not = as
regular as in previous.years due to the unpredictable peace and
order sifuation in the country., It should be noted that an-upsuc-
cessful coup attempt was made by some soldiers a month before.the
interview with respondents. Only 11 perqeﬁt,af.the respondents
exported a portion of their products in 1986. The resf solely -
concentrated in the local market. From the analysis of Bada
(1987), the country's sﬁrplus production of approximately 8.0
ﬁillion pairs per year can be readily absorbed by the export

market. This potential still remains unexploited.

Channels of Distribution

Domestic departmént stores and supermarkets are still the
dominant market outlets of footwear manufactures as reported by
84 beréent of the respondents. These outlets absorbed arouhd 64
percent of the total output of the manufacturers, Interestingly,
about 24 percent of the respondents, mostly composed of small
manufacturers, sold their products to wholesalers/ traders who are
also input suppliers (see Table 1IV.10). The 1latter obtained

about 14 percent of the total output., This suggests that "“tie-
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TABLE. IV.I0

Types of market outlets and proportion of sales.

% to total - Proportion of

Market outlet No. respondents sales to total
Reporting - _output (%) .
. Own retail store 21 42.86 ©11.30
Wholesalers/traders 19 130.16 10.16

Wholesalers/traders -
who are ‘input

suppliers ' 15 - 23.81 14,65
‘Retaliers - '

"(e.qg. department - :

stores, supermarkets) 53 84.13 £63.89

Total 100.00
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in" arrangement or linked credit is not only prevalent in the
rural,‘ agricultural sector, but also in the urban, manufacturing

sector,

Competitiveness of the Market and Price Determination

The respondents were asked whether they_could easily shift
from one market to another. Fifty~four (54) percent said that
they <c¢an do it since there is no problem in findihg alternative
mérket outlets (see Table IV.1l1). Héwever, an equally high per-
centage (46%) also said that it is difficult'té find * alternative
outlets so they have to stick to their preéesent outlets. It is
noteworthy that 26 percent of the latter group did not wish to
~shift to‘ other customers since they have a contract with their
present customefs. ' Most of them are dea1ing ﬁith wholesalers/
retailers who are also input suppliers and thérefofe they are

concerned with losing the trade credit facility.

In general, manufagturers follow a»mark-up pricing scheme.
That is, the desired unit profit rate is added to the unmit cost
to arrive at the'ex-factory unit selling price. Thié procedure
is used to hegotiate the selling»price with ‘tﬁeir customers;
However, small firms have difficu}ty in dete;mining the unit
cost since they usually‘do not keep good.produétiOn records. To
prevent underestimatién of the unit.cost, some small firms try to

follow the offered unit price of large footwear firms.

The sample footwear manufacturers were asked regarding

their relative strength in determining the prices of their
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‘products., A great majority of those who sell to domestic
retailers and input suppliers said that the price of their pro-
ducts are determined through negotiation/agreement with their
customers (see Table IV.11). In confrast, a great majority of
those who sell to wholésalers]traderg claimed that they dictate
the price.  It - seems that the relative strength of footwear

manufacturers depends on the kind of customers they have.

Trade Credits Granted by Footwear Manufacturers
to their Customers

All the sample footwéaf manufacturers have been granting
trade credits to_their-customers (see Table 1IV,12). In 19886
alopne, +the volume of their products sold on credit ﬁveraged 82
percent-of their total sales. - This is equivalent to $1,383,885
per footwear.‘hanufacturer. This validates assumption . Al.
Retailgrs: such as department stores and supermarkets, garnered
69 percent of the trade credits granted by footwear manufacturers
(see‘Tablé 1Vv.13). ‘Eighty4foﬁr (384) percenf of the tofal sample
fifms‘ g?anted trade credits to retailers. Thifty (30) percent
é&ve gimilar.érrangements to wholesalers/retailers. Except for
the individual customers/buyefs, the average maturity period of
thé trade cfedifé ranges from 69 to»72 days,-‘depéﬁding on the

types of customers.

Since trade credit ' is term credit, manufacturers usuélly
demand some sort of security to ensure payment. The most popular
instrument used as security is the post-dated check. . Almost all

the respondent-firms prefer to receive a post—dated check from
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Can you easily shift from one
outlet to another?

Yes

No

Reasons for not able to shift
from one outlet to another

34

29
63

Hard to find other wholesalers/

-retailers

Like present customer .
Have marketing contract with

present customer

Price determination by type of
market outlet

1.

2.

3.

Wholesalers/traders

manufacturer
buyer
- common agreement

Input suppliers

manufacturer
buyer
common agreement

Retailers

manufacturer
buyer
common agreement

)
qu

[ [
vlhowNn

1= [
ahor e

W =
WO NS

o
(V]

7.14
7.14

- 85.71
100.0

22.64

3.717

73.58
100.0
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TABLE IV.I2

Proportion and value of trade credits granted by
footwear manhufacturers to their customers.

Information ' ‘No. ' Percent
: Reporting .

— — A B A e ——— Al ——— Y Gl ———— -  ——— W s o A St At e M A d A e e R AL A e S e -

1. No. of footwear manufacturers
who qranted trade credits .
to their customers = 63 100,00

2. Proportion of trade credite
to total sales (%)

below 50 5 7.94

50 - 75 11 17.46

76 - 95 22 | 34.92

96 - 100 25 39.92
63 100,00

Mean . 82.508 |

5.D. | 23.329

Median - 90.000

3. Value of trade credits (B)

below 100,000 ' a 6.35

100,001 ~ 500,000 - 19 30.16

500,001 - 1,000,000 15 ©23.81

above 1,000,000 25 39.68
63 . 100.00

Mean ' a 1,383,885

S.D.. , 1,668,554

Median ' 790,020

._-._....-..._.__.—_——..._-_--—._._____...—_______—..__._......_.....-..-.—_-—____—__—-.___.-—_-_
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TABLE IV.I3

distribution of trade credits and average maturity
period of trade credits by type of outlet.

Type of Outlet No. Reporting Average sS.D
1. Distribution of sales
: on credit (%)
Individual customers/buyers 7 2.4 13.0
Wholesalers/traders 19 : 13.3 26.4
Input suppliers/wholesalers/. : .
traders 4 14.8 32.0
Retailers (dept. stores, :
supermarkets) 53 69.5 39.6
100.0
2. Maturity period of trade
credits (days)
Individual customers/buyers ' 3 35.0 22.9
Wholesalers/traders 13 72.4 31.2
Input suppliers/wholesalers
traders = 11 70.9 23.3

Retailers (dept. stores,
supermarkets) 52 68.8 23.5
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thelr customers (see Table 1IV.14). Implicit in the post-dated

checks is the maturity period of the trade credit.

_ WhenAa mahufactﬁrer'de;ivers the orders t6 his:cﬁstomers, he
does not immediately receive a post-dated check as payment for
hié deliveries.- Rather, -5e receives a "counter receipt"  which
states that goads.of such V;Iue have been delivered. ° The post-
dated check can be picked up three to seven dafs affer the ‘deli—
very of the goods, Requiring # downpayment for the delivered
goods is not . generally practiced among individuai bu&ers or

consumers who buy from their store (see Table 1IV.15)..

The post-dated check is ndt a perfectly risk-free security
.1nstrument.‘ Customers may have closed their-bgnk accounts before
the ‘maturity' of the check, Delayed payments.may also éccur.-
When ‘cusfomers encounter liquidify problems, they may persuade
the concerned footwear ménufacturef not to énéash;thercheck upon
maturity. - ) Among . “the different customers 'aof footwear
manufacturérs, the incidence of delayed payments in 1986 was
alarmingly high for rétaiieré andrﬁholesalers/traders (seer Table
Iv.16). Wholesalers/traders rank first in terms' of aﬁerage
number of days of delayed payments and " average value of
:arrearages. They_are followed by retailers, input suppliers who
are aléo wholesalers/fraders and individual bﬁyers; Footwear

manufacturers do not charge penalty on any delayed payments,

Respondents wéré asked whether the prices they charged for

their products sold on credit were higher than the prices they



TABLE W.|4

Types of security instrument required by footwear
manufacturers from their customers who bought on

credit.
Types of security "~ No. Reporting Percent of total
' T ' Respondents
Promissory note 1 1.6
Post-dated check 60 95.2

Verbal aqreement 18 28.6
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TABLE IV.IS

Footwear manufacturers requlring downpayment on
the trade credits granted to their customers.

Type of Customer/Market Outlet No. Reporting Percent
1. Individual customers/buyers
Yes 6 85.7
No 1 14.3
7 100.0
2. Wholesalers/traders
xes : 5 26,3
No 14 13.7
19 100.0
3. Input suppliers/wholesalers/
: traders
Yes 1 25.0
No ‘ 3 75.0
4 100.0
4. Retailers (dept. stores,
supermarkets)
Yes 2 3.8
No 51 96.2
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TABLE V.16

Incidence of delaved payments on trade credits
granted by  footwear manufacturers to their
customers.

P WY ER W Um U TR e T e e g i o — g - — - —— o ———— " ———— )

Market Outlet No. Ave. No. of ~ Ave. Amounf"
: Reporting days delayed Overdue .(B)
Individual buyers 3 6.0 350.00
_ (1.41) (212.13)
Wholesalers/traders 14 120.2 792.86
: K (165.63) - (396,704.03)
wholesalers/traders who - ' :
are also input suppllers 7 13.3 25,500.00
L : (4.08).  (27,508.18)
Retailers (department 29 . 18.%6 26,971.43
stores, supermarkets) {(12.43) (93,166.32)

e — ) 8 D TV N R D W Py T ¢ e e e o AN e S e A e S —— - A G b A -

Note: Fiqures in parentheses are standard deviatlons.
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“charged for the same products sold in cash. About 22 percen
the total respondents answered the question positively. On

. average, the price differential was 7'percent.

Trade Credits Obtained by Footwear Manufacturers
from Input Suppliers

Y

Since a great proportion of their sales is Iocked 1
trade credits which can bg liquified only after 89 fo 90
footweaf manufacturers‘ have to resort to borrowing to
themselves to continﬁe:operating. Ninety (90) percent of
sample . respondents admitted that they availed of .trade cr
from inﬁut suppliers in iQBG‘(see Taﬁlé IV.17) . Input supp
and 'wholesalers/traders‘ who are also input suppliers are their
primary sources of credit. About 84 percent of the respondents
obtained trade credits  from input suppliers. Twenty—
fouf (24) percent of them also obtained trade credits from whole-
salers/traders who are also input suppliers. On the #verage, 80
percent of the value of the hatérial inputs were bought on cre-
dit. | In peso value, frade credits obtained by footwear manufac-
turers from input suppliers in 1986 averaged $476,920., This is
only 38.5 percent of the value- of trade credits they granted to

their customers in the same year.

(0) 4 the total trade credits obtained by footwear
manufacturers 3in 1986, 85 percent were contributed by input
suppliers while 15 percent came from wholesalers/traders who are

also input suppliers (see Table 1V.18).
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TABLE V.7

Trade ‘credits obtalned by footwear manufacturers
from input suppliers.

Item No. Reporting Pexcent

No. of manufacturers who _
“bought inputs on credit 57 90.5

No. of manufacturers who
bought inputs on credit
from input suppliers 53 B4.1

. No. of manufacturers who
"bought inputs on credit
from wholesalers/traders
who are also input suppliers 15 23.8

Proportion of the value of
materjal inputs bought on
credit to total value of the
material inputs (%)

below 51 2 3.5
5T - 75 15 , 26.3
76 - 95 24 42.1
96 - 100 : 16 . 28,1
Total 57 '100.0
Mean 80.4

S.D. 21.1
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TABLE V.17 (continuation)

A e A A . S — —— . S P M M T = vy e e e S W W W WY WS Wy A W SR Sm Em S mm mm e

Item No. Reporting Percent

- ——— - ———— o T —f L . - e bk i W T

5. Average value of material
inputs bought on credit (R)

Below 50,000 8 ‘ 15.09
50,000 - 100,000 12 22.64
100,000 - 500,000 22 41.51
Above 500,000 11 20.76
Total | 53 100.00
.Mean 416,127.44

'SQDQ . 598’450-50

6. Ratio of the value of trade
credits obtained from input
suppliers to the value of
trade credits granted to
customers (%) :

‘Below 10.01 : 13 Lv.0%
10.01 - 30.00 18 | 28.57
30.01 - 50.00 18 28.57
50.01 - 1.00 11 17.46
Above 1.00 3 . 4,76
Total 63 100.00
Mean 34.8

S.D. - 29.7

__,_...__-.__._——...———___—..-—.-__....._..___....————_____-..___.--——..-——-—.————————_.n-i-—
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TABLE Iv.18

Proportion of the value of trade credit on inputs

contributed: by each source and maturity of trade
credit.

—— . T ——vE W W S e 7 S W S eve T W e M s G M N A AR =Ry TR WP e AN e S e S G G G T S e W dmh S e T A M e . —

. Ally Ly . W ) -y Ly M A Syt S A Ly A iy i L Lt R Wl Ty S o o i o e -

1. Proportion of trade credit
on inputs contributed by:

a) Input supbliers (%) 53 85. 44 30.00
b) Wholesalers/traders : :

: who are also input '

suppliers (%) 15 14.56 30,00

2. Maturity period of the
trade credit (days)

a) Input suppliers 53 50,98 21.22
b) wholesalers/traders who .

are also input

suppliers 15 47.47 29.19
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Thé‘ average maturlty period. of the trade credit is 45 days
for wholesalers/traders who are also input suppllers and 51 days
for'input-Suppliers. Note that this is ‘shorter than the maturity
period'of the trade credits granted by footwear manufacturers to

their customers,

There afe:several credit instruments that may be accepted by
‘input suppliers, but the most popular is the pést—dated check
issued' by ;ustomers_of footwear manufalturers (see Table'IV.IQ).'
This is cohsidered thélmosf highly negotiable éredit .instrument.
’  For manufacturers who have already established good reiatidnships
with input suppliers, verbai-agreement WOﬁid suffice. Quite a
number (21%)‘of the respondents have this agreemeﬁt with their

input suppliers.

The predéminant use of the customers' post—datéd checks
account mainly for the shorter mafurity period of the trade
credits obtained by fbotwear manufacturers than the ‘matufity'
period of the trade credits they grant to their customers. As
pointed out earlier, there is a lag between the delivery of the
goods to their customers and the recelpt of the post-dated check.
The counter receipt issu?d by the customers upon.delivery of the
.goods 1is notfconsidefed“as a negotiabie inétrumept.' However;
footwear manufacturers can use it as probf that a post-dated

check is forthcoming.



- TABLE V.19

Securities required/accepted by input suppliets
: for the trade credits. ~

ra)

o ——— e — ——— W P W W W e e e VES S A . A S S e e A ok T — — =y T Y W - ———— . e

——— N ——— ——— ——————— T ———— . ] ——— . Y W . W S N R AR R R R R G A S e w———— — — — -

a) Own promissory note

b} Promissory note - of
: customers/buyers

d) Own post-dated check

d) Post-dated check of

customers/buvyers

e) Verbal aqreemént

1.75

10.53

75.44

21.05

—— e . R T I M R SR e e ke M e — ———— T ——— — —— T W A M AR St e e ————— v Y W VES S G S
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Effective Interest Rate and its Components

As discussed in Chapter III; the effective interest rate on
trade credits obtgined 'by footwéar] manufacturers from 'input
suppliers includes the discount rate on post-dated check, the
plain interest rate on trﬁ@e credit from input suppliers and the
implicit Iiﬁterest rate'arising ffom price differéntials. The
components .of fhe effective interest rate on plain trade credit
(i.e., trade crédits obtained from input supplieréj and on tie-in
credit (i.e., trade credits obtained from whblesalé?s/traders who

are also input suppliers) are shown in Table 1IV.20.

The discount rate on post-déted»check is almosfythe éame for
plain trade credit and tie-in credit.’ ‘The same is true of the
plain interest rate. _Howeyer, the implicit interest’ rate on
trade c¢redit greatly differs between tﬁe two sources of trade
c¢redit., The implicit interest rate chafged by input suppiiers is
twice as high as  the impliéit interest rate éharged ‘by

wholesalers/traders who are also input suppliers.
The following explains such difference.

Wholeéﬁlers/traders usually ha?e marketing contracts with
big retailefs or exporters. To assure themselves of a steady
supply of footwear manufactures,-_fhey engage 1in tie-in arrange-
ments ﬁith footwear manufacturers. This is the best way they can
reduce business risk arising from non-delivery of goods when they-
have no control on broduction. Since footwear manufacturers have

alternative ‘outlets for their products as well as alternative



TABLE (V.20

Components of effective Interest rate.

-————.-.........-.----——_—'—_—___..“......_‘.._.._'_._-........__—._..____________._._—-.__‘____,._________-

A. Plain Trade Credit .
{Input Suppliers)

Discount rate | on :
post-dated checks ' 33.18 28.5;
Plain interest rate 7.35 6.32
'price'differential 75.84 65.17
“Total - 116.37 100.00

B. Tie-in Credit (Whole—
salers/traders who are
" also input suppliers)

Discount rate on . -

post-dated check 31.84 40.67
Plain inteiest-rate . 9.60 12.26
Price differential 36.85 47.07

Total = 78.29 100.00

T e e e e iy = = T = e el e . — r — ———— — r —————— e — o ——— o
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sources of inpﬁts, wholesalers/traders are therefore compelled to |
giﬁe footwear manufacturers a better price for their products.
This is corroborated by the earlier finding.whiéh shows that when
it c¢omes to dealing with wholesalerS/traderS,, footweaf manufac-
‘turers claimed to have dictated the price of their products. The
vmérketing contract also reduces the risk of default on the credit

they extend to footwear manufacturers.

This is not thé case with input suppliers who are solely
supplying  inputs. Footwear manufacturers find the necessity of
borrowing from them since their working cépital is fied up with
the trade c¢redits they extended to their customers. Therefore,
inbut -suppliers can exerdise some degree of pricing power which

is reflected in the greater_overpriding of inputs.

The total effective interest' rates charged by input
suppliers and wholesalers/traders who are also input suppliers
are 116.37 and 78.29 percent per annun, reSpeétively. As already
pointed out above, the difference can be mainly atfributed to the
impiicit,,interest rate charged by both sourées of tradé credit,
It . is to be noted that the effective interest rates paid by
footwear manufacfurers for their trade credits are substantially
higher' than the interest rate charged by pawnshops and fipance
| companies (see Lamberte, 1988). lﬂqweVer, these afe not Substan—v
~-tially different from those charged by-informal moneylenders (see

below and Lamberte and Bunda, 1988).
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Alternative Sources of Credit

Aside from input suppliers, foo;wear. manufacturers had
other sources of credit to finance their business operatidn' in
1986 such as banks, moneylenders and friends/relatives. Cash

credit is obtained from these sources.

0f the 63 respondents; only 6 borrowed from banks in 1988
(see Tdble IVv.21). These are big firms. The average amount
borrowed*Twaé ?55,000 (median ) with a maturity périod of one
year. The average interest rate was 16.5 percent per annum,
which is' about the same rate given by banks to their prime
clientévin 1986, The collateral to loan ratio is almost 2. As
of 31 December 1986, vthe average outstanding balance amounted to

$18,500.

Reasons forwarded by those who did not borrow from banks
were:  no collateral, too many bank requirements, knowing that
their application would not be approved and no need for addi-

tional capital,

Seventeen respondents borrowed money from moneylenders to
finance their business operations in 1986. (See Table iV.225.
.Moét of them are.small firhs. Some of them bhorrowed several
times ‘from moneylenders in 1986. The maturity period for the
loans from mbneylenders is short, ranging from 30 to 60 days.
The interest rate for the loans ranged from 36 to 120 bercentrper
annum, Those who presented post-dated checks for discounting

paid lower interest rates. Ten respondents used the post-dated
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TABLE V.21

- Terms of credit obtained by footwear. manufacturers
from banks. :

.-,_———---————.—_--—_-___--——__—.—--—————_.-———_——u--n—--————-————'———-

@ e e e A - — i &} @Y = = o o M = e M R e T o e S S e e M i e e e e SRS

No. of manufacturers who

loan at a bank

borrowed trom banks- 6 -(9;5%) -
Ave. amount boxrrowed (B) ' ﬁ78,%33.31 : - 55,000.00
Ave. maturitvoperiod (davs) | 669.17 ;365
No.of installments:or payments 10.67 8.0
B Interest rate (%) . “ "12.29 | 16.50
Collateral requlrement (B) 95,500.00 ' ~100,000.00
Outstandlng balance (R) 752,833.31 18,500.00
Reasons for not applying for . ugéﬂggpglﬁlng

1. did not need addit10nal

capital 12 21.05
"~ 2. know application would o , :
not be approved 13 22.81
3. did not have collateral _ ’
. to offer . , 20 ' 35.09
4. processing is too long/
" too many requirements 17 29.82
5. has not paid previous loan , 2 : 3.51
6. fear won't be able to e ' '
repay loan on time _ 2 3.51

7. high interest cost . _ 5 - _ 8.77

___________,,___,,._______‘,,,____.__‘_______-«____.__,______.__,_,---__..______.
< =



TABLE IV,22

Terms of credit obtained by footwear manufacturers

from informal moneylenders.

77

Information No.

No. of manufacturers who
borrowed from moneylenders 17 (27.0%)

Ave. no, of times,borrowed 17

Amount borrowed (B)

Loan 1 17
2 9
3 4
4 3
5 3
. Maturity (days)
Loan 1 17
: 2 9
3 4
4 3
5 3
No. of installments or

payments
Loan 1 17
2 9
3 4
4 3
5 3

" 67,735.30

'9,111.11
9,500.00
9,333.33

20,000.00

66.71
50.56
46.75
52.33
41..00

5,000.
5,000.

7,500,

5,000.
5,000,

- 30.0

00
00
00
00
00

40,0

- 45,0
- 60.0
33.5

T T s T TR TR MR AR ML MR S ML e e ST M e e e S — - = = e T ——— . - —— A R A v - e
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TABLE 1V.22 (continuation)

information N No. _ Mean Median
‘ Reporting

e —————— VR ¥E. e b ot b U e o T WR T T WS R W W TS W W S e i S S e — A . i ———

Interest rate (%)

Loan 1 17 118.176 36.00
" 2 9 90.556 48.00
3 4 101.500 . 120.00
4 3 : 95.330 120.00
5 3 87.000 78.00
Collateral requirement (B)
Loan (other than post-
" dated check) :
’ ' 1 17 62,823.53 0
2 9 8,571.43 0
3 4 10,000.00 0
4 3 8,333.33 0
5 3 1,666.67 0
outstanding balance
Loan 1 17 47,058.82 0
' 2 9 857.14 0
3 4 0 0
4 3 400.00 0
5 3 0 0

Discount rate on
post-dated checks used 10 - - 40.2% 36.0¢
as payment for loans (per annum)

Note: Reference period is 1986.
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checks issued by their customers as loan security, The average
discount rate charged by‘moheylenders for post-dated checks wés
36 percent per Annum.- This is sligh%iy higher than the input
suppliers' discount rate for post-dated checks. | Aside from the
post-dated c¢hecks, mbneylenders did nét ask foruany .collateral
for  the 1loans they granted.  All loans from moneylenders were

paid as of 31 December 1986.

About one-third of the respondents turned to their
friéhds/relatives for additional working capital (see Table
IV.23). Some of them borrowed several times from theilr
friends/relatives in 1986. The average amount borrowed was sméll
compared‘ to the averagefamounf borrowed from moneylenders. The
full am&unt of the lodh is usually paid at maturity. The average
maturity period was very short at 30 days. Loans from
friends/relativeslare usually interest free. Also, coliateral is
not usually requined; Only 2 out of 20 respondents who borfowed
from friends/relatives used post-dated checks issued by their
custémers as security for the_loan. They were discohnted at 36
pe;éent per annum, . Respondents claimed that all 1loans from

friends/relatives obtained in 1986 were already paid as of 31

December 1986.
B.  RESULTS OF TESTING THE HYPOTHESES

This section discusses the results of testing the hypotheses

of this study. The hypotheses tested are:
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TABLE IV.23

Terms of credit obtailned from friends/relatives.

Information “No.. Mean

e e i T - & bl = = — A e A - . T A S e e e e

No. of manufacturers who

borrowed from friends/

relatives 20 (31.75%)
" No. of times borrowed : 19 2.6
Amount bgrrowed (®B)

20 35,790.00

Loan 1
2 11 33,954.55
3 6 14,833.33
4 3 5,500.00
5 2 1,250.00
Maturity period (days)
Loan 1l 14 64.00
‘ 2 9 38.22
3 5 -57.00
4 3 . 75.00
.5 2 22.50
No. of installments or
~ payments
“Loan - . 1 15 1.9
2 8 1.0
3 4 1.5
4 2 1.5
5 2 1.5

e o . o —— s - —— e A T i SR SR S = .. e e S T T b AR M e e e e e

2.0

3,500.00
2,000,00
3,000.00
1,000.00
1,250.00

30.0
30.0
30.0
30.0
22.5



TABLE IV.23 (continuation)
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Information No. Mean Median
' Reporting
Interest rate (%)

Loan 1 20 3.30 0
2 11 2.73 0
3 6 5.00 0
4 3 10.00 0
5 2 0o -0

 Collateral ;equirement (R)

Loan 1 20 100 0
2 10 0 0
3 6 0 0
4 3 0 0
5 2 0 0

.outstanding balance (R)

Loan 1 20 15,275.00 0
2 11 27,7217.21 0
3 6 0 0
4 3 0 0
5 2 0 0

Discount rate on .
postdated checks (per year) 2 36 36%

- —— v — e ] b A — — S b ey T D M MM e - R . Y= 7= AR B e —— -y W e —y -
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(1) The demand for trade'credit by a footwear manufacturer
is:
(a) positively related to the extent of trade credits

‘he grants to his customers, ceteris paribus;

(b) negatively related to the cost of obtaining trade

credit, ceteris paribus; and

(¢c) ‘positively related to the cost of credit from

other sources of credit, ceteris paribus.

(2) The smaller the footwear manufacturing firm, the higher
the effective interest rate it pays on trade credit;
alternatively, the bigger the manufacturing firm, the
lower the effective interest rate it pays on trade
credit; those footwear manufacturing firms which have
access to alternative sources of credit will likely pay

lower interest rate on trade credits.

(3) The explicit .'interest rate is negatively correlated

with the implicit interest rate,.

The Demand for Trade Credits.

As discussed above, Tfootwear manufacturers have two sources
of trade credit, namely: input suppliers and wholesalers/traders
who are also input suppliers (i.e., tie-in arrangemeht). . It is
therefore necessary to analyze separately the demand for trade

credits from the two sources.

Before presenting the results, 1t would be worth discussing

the variables used in testing the hypotheses, For the dependent
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variable, two élternative definitions are wused, namely: the
amount or peso value of the trade credits obtained by foofwear'
manufacturers and the p;oportion of trade credits‘obtained from
input suppliers to _the total value of the material inputs.
Correspondingly, the extent of trade credit gfanted by footwear
“manufacturers to their customers is alternatively défined in peso

value and as a proportion to total sales.

The effective intereét rate is computed using equations
(3.9) and (3.10). The use of the interest rates on loans obtained
from other sources such as moneylenders and friends/relatives
presents a problem since not all of.the sample firms borrowed
from such sources. We therefore resorted to the use of either
the amount of loaﬁs obtained from these sourcés or dummy
variables (i.e., 1 ‘if the firm borrowed from a barticuiar
source, and 0 otherwise). The expected signs of these variables

are negative,

The estimate of the demand for trade credits from input
suppliers is presented in Table 1V.24. Both Model A-I and Model
A-IT wutilize the amount of trade credit from input suppliers.
The difference is that Model A-I uses the actual amount of 1loan
obtained from other sources, @hereas Model A-II uses dummy
variables. As expected, the amount of trade ¢redits granted by.
 footwear manufacturers to their customers has a significant,
' posifive effect on their demand for trade credits from input

suppliers. Footwear manufacturers are short of working capital,

and this is aggravated by the kind of sales arrangemenf they have



Estinate _ of

TABLE (V.24

the desand for trade cradite from input
suppliors {OLS Method).

" Independent Variables

Dependent Variables

Aerount of trade credits Proportion of trade credits
fron input suppliers _ from input suppliers to
: total material inputs

Nodel A-I Nodel A-I1  Medel A-II1  Model A;IV

Constant

Ant. of tfade tredits
" qranted to customers

111031.28 . 105808.40 43,470509 4b. 137559

0.2294951 0.2498849 .
3.6042) +44 (6.2954) #4# - -

Proportion of trade credits

aranted to customers
to total sales

- - 0.3757268 0,3763637
C(3.2609) 44 (3.2728) 4%

Effective interest rate -366.90345 -14,035234 0.0316861 0.0323039

(0.4458) (0.0163) (0.8757) (0.8771)
Amount of loans obtained 7
from moneylenders 0.1027980 - 0.000007 -
: (0,199 (0.3193)
Asount of loans obtained
from relatives/friends 1.1671228 . -0.00001 o
(1.2374) - (0.4539)y -
Duasy variables:
fObtained loans from .
soneylenders - ~36339.218 - 0.8233017
‘ (0.2612) - (0.1334)
Obtained loans from ' ‘ o
relatives/friends - 51429.013 - -3,9016999
' {0.37781) (0.5990)
2 ‘ o
R 0.442024 0.416580 0.126695 0.129357

Note: Fioures in parentheses are t-values; ¥ Significant at 1% level;
No. of abservations = 53 - '
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with their customers, 8ince & substantial amount .of ‘their

working‘ capital s, locked in the trade credits they. grant to
;heir ‘customgrs, footyearlmaanacfn;e;sA#beréfore have to turn
around and éeek trade c¢redits from their input suppliers in order

to go on with their usual production activities.

The relationship between the demand for trade .credit . and
effective interest rate is as.' expeéted, although not
statistically significant. We might venture to say that footwear
manufacturers are less sensitive to the costiﬁf;c?edit than to
access to it. ) Thisr phenomenon isr not”“entirely ‘uncommon ,
especi;lly when one dedls_with ¢redit in the informal sector.
Some studies'have found that borrowers, especially those who are
left out by- the formal credit ﬁarkéfs,ﬁ'are_ﬁilling to pay a
high interest rate provided they be given a loan they desire (see

Lamberte and Lim, 1987; TBAC, 1981).

‘Thelremaining indepehdent‘variables, ﬁaméiy, amount of loans
from .moneylenders  and friends/féiativeé} "do not have a
Significaﬂt effect on the demand for credit.

' ' L

‘The R for both EModel A-1 and Modql A-II are quite high

considering the nature of the data.l. It is to be noted, however,

that only one variable accoﬁnts for a big‘proportion of it,-

' With Tegard to Model A-IXI and MNodel A-IV, only the
proportion of trade credits granfed tﬁ' total sales has a
statistically significant effect ,on the proportion of trade

~credits from input suppliers to total material inputs. The
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coefficient ~of the interest rate variable has a posifive sign,
although it is still not ‘statistically significant. The overdll

explanatory power of the model has dropped down sﬁbsfantially as
: ' 2

can be seen from the low § .

We estimated Model A-II using the logarithmic form. The
2

—

result 'remainé"basically “the same, except that the E has

increased to .61 from .42 (see Appendix A).

S;nce the effective interestlraté is also determined by.size
of the firm and access to other sources of credit, we have
estiﬁéted the demand for trade credit from input suppliers using
two—sﬁgge_leaét_ squafesi(TsLs)_method. The results giﬁen_ in

Appendix B are basically the same as_thbse shown in Table IV;24.

' The estimated demand for tie-in credit or trade credit froﬁ
wholesalers/traders who are also input suppliers is shown in
Table IV.25.  As expected, the amoﬁht of trgde‘crediihgranted to
éustomefs has a significant—positivé effect on the demand for
tie-in credit as. shown in Model B-I and Model B-II in Table
IV.25. Again, the effective interest rate does not have a
statistically significant effect on the demand for tieein credit,
although the sign appears as expected. 1In Model B=I, the 5mouht
of <10ansfobtained-from friends/relatives neéatively affects the
demand for tie-in credit. This confirms our hypothesis that
gvailability of an alternative source of credit . reduces the

incentive to obtain tie~in credit.



TABLE V.28

Estinate of the demand for tis~in credit froa Vkolesalsra/traders
{0L8 Methed).

Dependent Variables

. Amount of trqde credits  Proportion of trade credits
Independent Variables from input suppliers fros input suppliers to

-total material inputs

Nodel B-I Model-B-31 . Model B-1I1 . Model B-1v

Constant §9629.483  -86015,5% -3.6206660  11.059543

Ant. ﬁi trade credits . . :
granted to customers  0.4182033 0.3879902 -
(5.3594) &%+ (4,5401) 44 - -

" Froportion of trade credits

aranted to customers . .

to total sales - . - 1,0350164 0.6370341
' (1.3984) (0.8758)

Efigctave interest rate -5723,0477 -2431,713i -0.2681130 0.0451413

{1,055 {0.5314). - (0.8251) (0.136%)
Amount of loans obtained :
fros moneylenders 18, 360787 0.0017053
(1.3213) - (1.8359)% -
Agount of loans obtained _
. from relatives/friends -25.915322 - +).00043 .
{1.8431)¢ - (0.0549) -
Dusay variables:
Ontained loans fros
noneylenders - 361160.58 - 29.915142
, . (0.8466) o © (1.3080)
Ontained loans from -
relatives/friends - ~301608.17 - 16.033370
(0.9087) (0.5671)
¢z .
R 0.706430 ~  0.606341 0.014392 0, 163667

Note: Figures in parentheses are t-values; ### Significant at 11 level;
* Siqnificant at 101 level; No. of observations = 13



The explanatory power of Model B-I and Model B-II is very
high for cross-section data. 1In fact, it is even higher than

.fhat of Model A-I and Modei.Aéli.

Model B=~ITY "of Table Iv.25 was re—estimated using the
logarithmic fdrm- (see'Appendix‘A).: Note -that aside from - the
amount of .trade‘credits-graﬁted.tq 6uStomers, acces§ to loans.
from moneylenders-hﬁs‘a sighifiéént poéitive éfféct on the:demand
for tie-in credlt ThlS suggests that tle—ln trade credits and
loans from moneylenders‘ are complements. . The- model ‘in
“logﬁrithmic. form has substantlally 10wer explanatory power than

the Model B-I1I Of Table IV.25.

Results show that the model does not perform well if the
prOportién of”.thé trade cfedité from input suppliefs‘rto total
haterial inputs isi used as the debendent variable .ahd the
. proportion of frade cfeditlgranted to customers to total sales is

utilized as one of the independent variables.

The demand for tie—ln brPdlt was also estimated u51ng two-
stage 1least squares method; but the results are not encouraglng
(see Appendix C).. The_paucity of our observations.‘could have

seriously affected the results.
Factors A;geciing the Effective Interest Rate on Trade Credits

"Table IV.26 summarizes the results of'teséihg the hypothesis
regarding factors affecting the effective;iﬂterest rate on trade
credit charg@d by 1nput suppliers., Model C-I utilizps the actual

amount of loans obtalned from moneylenders and relatlves/frlends
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.TABLE V.26

Factors affecting the effective interest rate on tréde
credit charged by input suppliers (OLS Method).

Effective Interest Rate

Independent Variables | —=rc-cmue o caa e e e e e
: Model C-1 - Model C—II Model C-~I111
‘ : (logarithmic form)
Constant - 111.50713 94,585440 6.2262872
Size of firm , -0.0000281 -0.0000185 -0.1557230
- (1.8759 )% (1.2009) (1.9312)%
Amount bf loans ‘
from moneylenders -6.0000622 - -
(0.7100) '
Amount of loans from -
relatives/frilends 0.0002337 - -
(1.5703)

Dummy variables:

Obtained loans

from moneylenders - 21.882751 0.1566598
: : (0.9310) (0.8338)
Obtained loans: from
- relatives/triends - '25.601925 - 0.2234506
' (1.1559) (1.2911)
R A . 0.041449 0.039%9664 0.086197

-——.__-—.—...-——————-,n,--—--—————__--—-—_—___—..n.-._________.....-__..____________-

Note: Fiqures in parentheses are t-values; * Significant at 10%
No. of observations = 53
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whereas Model C-II utilizes dummy variables for access to such
_sources of credit. - Model C-III is actually Model (C=-II in

logarithmic form.

‘ . 2
All the three models have very low R . It means that there

ﬁre other Qariableé that could help explain fhe variation of the
effective‘ interesf“ rate but were excluded frOmi‘thé' model o
.Howevef?l‘among the‘exbiahatory variables included in the model,
only ﬁhe size of firm represented by total assets has a signifi-
cant pegative effect on the effective interest rate. This 1is
true in Model C-1I and'quel‘C-IIi. It means that input suppliers
charge 1§wef intéreét'f§te fér their trade credits to 1argé firms

than to small firms,.

Customers of iarge footwear manufacturers are usually large,
well-established.retailers such as Shoemart, Fairmart, Iéetann,
COD; etc. Post~-dated checkslissued by these customers are less
risky compgfed to thése issued by small retailers; ' therefore,
they command lower discount rate, In addition, large fodtwear‘
manufacturefs have bét?er bérgaining power with their customers
as well as with their input suppliers compared to smail'ones, and
therefqre, they are able to get better terms. In other words,
largé. firms. are chargéd lower ‘implicit interest rate on their

trade credits than small firms.
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To check the degree of bargaining power footwear firms
have, - wé'regressed the proportion'Bf trade credits granted to
custmers to total sales-and'the proportion of -trade credits
obtained from ipput,,sdpﬁliers to'tot;l:value‘of/kfhe material
inputs on firm size. Results indicate that the larger the foot-
wear_‘manﬁfacturerfs-size,~ the .lesser is the proppftion of the -
trade credit it grants to its customers to its fbtal sales (see
Table 1IV.27). 1In dther words, a large footwear hanufacturer
cdn bargain with its customers for more cash paymehts on the sale
of its outputs compared to a small footwear manufacturer. - Since
a big footwear manufacturer has more cash available for working
capltal, it has‘relatiﬁely lower demand for tréde ¢redit since.it
¢an pay‘a greater proportion o; its material input requirement in
‘cash."-The empifical result supports this view since firm size is
found ‘to be negatively correlated with the proportioh of trade
credit obtained from input. suppliérs to total value of material
inputs required by a footwear manufacturer (see Tabie 1v,27).
S8ince A bigger footwear manufacturer can offer %o pay cash for a
greater. proportion of its material input requirements, it can
therefpre bargain for a better term for the remaining portion

bought on credit.

With regard to the effective interest rate charged on tie-in
credit, the results do not seem to conform to our a priori

expectation (see Table 1V.28).
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TABLE IV.27

The effect of firm size on trade credits granted
to customers and trade credits obtained by
footwear manufacturers (OLS Method)

* Proportion of trade - Proportion of trade credits

Variable credit qranted to + obtained by footwear manu-
customers to total facturers from input

sales ‘ - suppliers to total value of

material inputs

Constant - 86,03049 83.995522

Size of firm -0.00001 ~0.00007
- o (1.91)*% (1.82)*

2 : ‘

R 0.04 0.04

. T T A AR A M S S e e AR D W e e My )y e e A M4 M e e e R S e e e e A

* gignificant at 10% -level.
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TABLE V.28

Factors éffectind the effective interest rate on tie-in
credit charged by wholesalers/traders (OLS Method). -

Model D-I Model D-II Model D-III
. (logarithmic form)

Constant 56.543413 60.317454 ) 2.8454960
Size of firm - 0.0000018 0.0000010 0.0925403
(0.1851) (0.0673) (0.7754)

Amount of loans
. obtained from
monevylenders 0.0020015 ' - ' -
©(3.7519)%%x

‘Amount of loans
obtained from
.relatives/friends -0.0001404 . -
. (0.1712)

Dummy variables:

Obtained loans

from moneylenders - 44.271469 - 0.6202926
' (l.6444) {(1.7543)
Obtained loans from : ' '
relatives/friends - -12.650603 -0.1577054
(0.4123) (0.4090)
2 ‘ . , : -
R | 0.496289 0.045507 0.055750

Note: Fiqures in parentheses are t-values; ¥*% significant 1% level.
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TABLE V.29

Relationship between the discount rate of post-dated
, checks and price differentialq.

Price Differential = = -----------e-r----oemmemmoommm o mee o
Trade Credit Tie—-in Credit
constant 37.06384 28.22126
Price Differential ~0.06043 0.09819
(2.23) %% - (0.858)
2
R 0.09° 0.03

* Siqniﬁicant at 5% level.



Relationship Between the Explicit Interest Rate and
Implicit Interest Rate

It is hypotpesized that input suppliers determine fifst the
total effeétive interest rate, and then adjust the relative
sh#res of explicit and implicit interest rates, It implies that
the explicit interest rate is inversely correlated with the
implicit interest rate. To test this hypothesis, the discount
rate on post-dated checks is regresseh on thé implicit interest
rate arising from price differential between inputs bought in
cash and inputs bought on credit; The result shown in Table

1v.29 confirms this hypothesis.

The same test was applied in the case of tie-in credit.
Results show that there is no significant relationship between

explicit and implicit interest rate.

In general, results seem to confirm the study's hypotheses.
‘The poor performance of the various models when applied to the
case o0f tieein credit arrangement may be due to the paucity of

-the sample.
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V. LENDING BEHAVIOR OF INPUT SUPPLIERS AND THE SPECIAL CREDIT
PROGRAM OF THE PHILIPPINE COMMERCIAL INTERNATIONAL BANK

A. LENDING BEHAVIOR OF INPUT SUPPLIERS

~Business firms which supply material inputs to the footwear
ihdustry are a significant sector of the business c¢ommunity in
Marikina; -Although many of them have located themselves along
the periphery of = the pu61ic market, some have strategically
situated themselves in barangays wherg footwear manufacturers are
concentrated. Oh the average, 23 footwear manufacturers a;e'

serviced by one input supplier,

Aside from those located in Marikina, suppliers of raw
materials fér footwear-making can aiso be found‘in neighboring
cities 1like Quezonl City; caloocan' City and Manila. Some
transient wholesalers/traders of footwear products who frequent
themselves in Marikina likewise provide raw materials to footwear
manufacturers. Although fobtwear manufactﬁrers do not stick to
only one supplier, they find it advantageous to develop a spedial
business relationship ("suki" system) with one or two suppliers,
not only to get the best ﬁrice and/or credit terms for the
suppl;es but .also to assure themsélves of continued support

whenever some unexpected financial difficulty befalls upon them.

Our sampling frame consists only of inpﬁt suppliers 1located
in Marikina. In this regard, we could not examine more closely
"tie-in" arrangeménts from the point of view of wholesalers/

traders who are also input suppliers.
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Not all of the nine sample input suppliers are specializing
in trading raw materiais for footwear-making, Two of them are
also engaged in footwear manufacturing. while one has an
integfated business -operation that includes trading- raw
materials, footwear manufacturing and wholesaling/retailing of

footwear products (see Table V.1).

The type ‘of business the éample input suppliers have is
single proprietorship. It is interesting to note that seven of
the nine input suppliers are relatively new in the trading
business. Two entered the market just a year ago., The positiVe
net. income réalized by input suppliers suggests that trading in

raw materials for footwear-making is a profitable venture.

As already diseussed earlier, footwear manufacturers heavily
rely on input suppliers for credit. There are two types of
'credit that may be granted by input suppliers, namely, trade
credit and cash credit, Both are aimed at'augmenting'the working

capital of footwear manufacturers,

With regard to trade credit#, input sﬁppliers had several
borrowers in 1986, ranging from 10 to 80 (see Table V.2).
 Fothear manufacturers usually borrow-several times in a year
Afrom the same iﬁbut suppliersf Two of them gfanted trade credits

in 1986 amounting to fs million, while the rest granted trade
credits ‘of. less than P1 million. Four had trade credit out-

standing as of end-December, 1986.
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2.2

~ Inforeation

TABLE V.|

about the business of input suppliers

et income per santh {f)

L 2 3 4
of ounership single single sing%e single
proprie-  proprie-  proprie-  proprie-
torship torship  torship tqrship
line of business
Shoe Supply_traging
a. MNo. of vea}s in ﬁpefaﬁiun 5 | 22 7
b. Total Capital Stock (p) 1,300,000 1,500,060 . 1,UUB,00ﬂ 2,460,000
c. No. of personnel 3 7 4 3
d. lperating ﬁast per genth (P} 10,000 10,008 20,000 5,200
Net incoee per month (F) 29,000 8,000 65,000 5,000
§h§§;ﬂ§nyfésigiing ” |
a. No. of years in operatihn 9 10 NAP NAP
b. - Total Capital Stock )] 3,650,000 300,000 - -
c. Mo of personnel ‘ 35 | 15 - -
d. ﬁperatiﬁg cost per month (f) 64,080 300,000 - -
e f2,808 | - -

3 &
single single
proprie-  proprie-
torship  torship

3 1

i

2,000,000 2,588,000

4 3
12,000 5,800
30,008 $,000

NAP

NaP

7 8
singie single -
proprie- proprge-
torship  torship
7 1
350,000 2,300,000
3 3
SI,QOU §00,008
25,000 3,008
NAP NAP

single
nypprie-
torship

4
500,000
3
18,000

50,000

>
150,000
18
150,000

40,000

_ 5365



TABLE V.1 (continuation)

& No.of years in operation KAP
b. Total Capital Stock {) -
.c.. Ma. of personnel , -

d. fperating cost per month (P} -

e Het imeome per month ()

thote: NAP means not applicable.

2 3 4 5 6 7 8
10 HAP kAP NAP NAP NAP NAP NAP

50,008 - - . - . B
5 . ] _ . ) - -
10,066 - - - - - -
5,000 - - - - - . -

66
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 TABLE V.2

Bredit extended to Footwear Hanufacturers, 1986

1 2 3 4 5 & 7 2 g
I Materisls{Suplies
a. Mo. of borrouers 70 20 0o 50 80 10 15 . 38
b. Loans Granted (f) 5,000,000 50,008 500,000 500,680 5,000,080 500,000 | 230,600 500,080 250,080
¢. tioans Outstanding (P} 500,000 D 2,080 0 500,600 106,060 0 0 35,000
{31 December 1986} ' : :
2. Cash
a.  No. of borrowers | ’ & NAP. HAF NAP HAP 5 HAP NAF 30
b, Loans Granted () 1,500,800 - - S - e - - 150,900
¢ Lons tiitstanding (f} | B - - - - 0 - - -
{31 Deceaber 193}

tNete: NAP nmeans nei appiicable.
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Only three out of the nine sample input suppliers granted
cash 1loans to footwear manufacturers in 1986. The c¢ash ldans
granted range from P30,000 to P1.5 million, All of the cash

1loans were paid before the year 1986 ended.

Since trade and cash Crédits granted by input suppliers to
footwear manufacturing are for working cgpital purposes, they
have shorter maturity, Most of the loans granted by input
suppliers have a maturity period of less fhan 65 days (see Table
V.3). This confirms our‘eariier results regarding the maturity
period of the +trade and cash credits obtained by the sample

footwear manufacturers.

Trade credits afe typically small, A gréat proportion‘ of
trade éredits granted by input suppliers in 1986 were less than
p15,boo (see Table V,.4). However, a footwear manufacturer may
obtain trade credits from input suppliers seVeial times in one
:year. Two 1input suppliers seem to be concentrating on large

trade and cash credits, i.e., loans of more: than P15,000. .

Generaliy, input suppliers require collateral for the 1oans 
they extend to footwear manufacturers. The most c¢common security
instfument they accept is post-dated cheéks issued by the custo=-
mers of footwear manufacturers (see Table V.5). Three input
suppliers accepted counter receipts as security. Actually, coun-
ter recelpts are not negotiable instrumenté, unlike post-dafed
checks. However, input suppliers accept them as tempora¥y secu-
.rity so that the footwear manufacturers can go on with their

production schedule while waiting for the issuance of the post-



TABLE V.3

Distribution of the nusber of loans granted by majurity, 1986 (In percent)

Léan patur ity .period (dav*_s) | | 2 3 4 5 : 6 ;o 8 §
1. HMaterials/supplies
- - - - - - - 10
15 S 7 - - - 10 : 19 10
jﬁ | ; % 03 50 w3 50 75 38 15
45 20 - 10 - 5 - 15 10 -
6 , oW Ju I I % P o5 5
- 90 0. 5 20 2 . : - -
120 _ ' - - 5 - - - - - -
2. Cash_loaas . |
7 | 100 . = R - - - 30
15 - - - - - - - - 10
30 - - - - - 50 - - 2
50 - - - - 50 - - 10

col



TABLE V.4
Distribution of the ausber of loans granted by size, 1986 {In percent)

Input Suppliers

Loan Size

1 2 3 1 5 6 7 § 3

i HMaterial/Supplies ()
5,000 and belog ' o 75 10 w ow - - 60 15
5,000 - 10,000 BT 15 60 - 60 5 30 2 55
10,001 - 15,000 - - 10 - - 10 10 0 10 30
15,001 - 20,000 5 - - - - 5 30 10 -
20,001 and above C 15 - - - 0 - - -

2. Lash (P} |

5,080 and below - - - - - - - - 30
5,001 - 10,000 | - - - - - - - 50 50
10,001 - 15,009 - - - - 10 - 20 20
15,001 - 20,900 - - - - - 10 - - -

20,001 and above 100 - - - - 5t -
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TABLE V.5
Distrihutinn of the nusber of loans granted by type of security/cellateral accepted for trade credit, 1986 {In percegt)

———— ——— b b

Input Supplisrs

Type of Security/Collateral e

1 2 3 ] 3 & 7 S g
Real estate - - : - - 0 - - -
Post-dated check- | | B 7 50 _ 5t a0 /0 70 50 - 90 79
Purchase order ' - - 5 - - - - ,
Bnunvter receipts 15 LE)] 15 - - - - -
yerial agreement | - 10 - = i0 - an 5 Lo

——— _———— —
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dated checks from their customers. They restrict the acceptance
of such paper for security to highly favored clients. To four
input suppliers, verbal agreement would Suffice. However, only
very few of their trade cfedits granted in. 1986 had that arrange-
ment; and this was restricted to their prime "suki" who have an

" impeccable credit track record with them,

' posf-dated checks are being discounted by input suppliers.
The average discount rate charged by input suppiiers in 1986 was
3 percent pér month'or_36 percent per annum {(see Table V.6).
Only one supplier charged a slightly higher discount rate of 4
percent per month, 01d and frusted customérs received lower
discount‘ rates of 2 to 2.5 percent per anﬂum,because they are
considered less risky; Also, <checks 1issued by swell=known

department stores are discounted at a lower rate,

Input suppliers admitted that they_charged higher prices for
‘the raw materials sold on credit than if they were sold in cash,
As discussed above, this is actually an Iimplicit interest rate on
trade  credits. For the six input - suppliers, the price
differential in 1986 was 5 percent. Two input suppliers
realized a  higher price differenfiai ‘of 10 percent and 15
percent, respéctively. Note that the input supplier who charged
a siightly higher discount rate on post-dated c¢hecks offered
them the lowest price differential, Th;s corroborates our eariier
finding regarding the inverse relationship between explicit and

implicit interest rates,



TABLE V.8

Price of credit extended by input suppliers to footwear mapufactarers, 1986

At 2 e 8 e e Rl S . e o o e o o e G e R R e R A o 2 P A ke . e P o

Ll
»

Discount rate on post-dated
chieck {2 per month)

Price differential of supplies
sold on credit versus scld in
cash {1 higher}

Tie-in agresment

Interest rate on rash ioans
{2 per month)

a. Hex custﬁners

b.  6id customers

o

No

inpyt Suppliers
2 ) A 5 6 7 2
3 3 3 3 3 3 4
5 18 5 5 5 IS !
No No Ne flo ) No No
- - - - 3 - 3
3 3 3 3 2.5 3 3

(S}

No

901
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For cash loans, input suppliers charged the same interest as
trade <credits, Among the three input suppliers who had new
_borrowers in 19886, only one practised interest rate

discrimination between old and new borrowers,

None of the sample inpuf suppliers had "tie-in" arrangement
with footwear manufacturers, the reason being that almost all of
them are purely input suppliers, Wholesalers/traders who are
also input suppliers are likely to have "tie-in" arrangement with

footwear manufacturers, but they were not included in our sample.

The sample input éuppliers were asked to recall the discount
rates they were‘charging on post-dated checks from 1980 to 1987.
It seems that the discount rates for all input suppliers were.
sticky from 1980 to 1983 (see Table V.7). They went up in 1084
when the effect of the balance—of—payments crisis thét started
towards the last quarter of 1983 was fully felt, From 1985
oﬁwards, the discount rates tended to go down and hovered around

2 to 3 percent per month.

The sample input suppliers were also asked to evaluate the
financial environmént from 1970 to the present. This is intended
to check whether they adjust the discount rate in accordance with
their perception about the financial environment, The responseés
5f the sample input suppliers hardly differ from each other. The
years Dbefore 1983 were perceived as a liberal financial envirop-
ment (see Table V.8). In contrast, the years 1984 and 1985 were

considered to have very tight financial environment, A



TABLE V.7

Historical trend of the discount rate on po_st—daied checlks {Y per month)

Input Suppliers

Yeat B . _ - e
! 2 3 4 5 6 7 8 ?
1988 2.5 A 2.5 2.5 ha 2.5 L.5-2.0 re n
1931 25 na 2.5 2.5 na 2.5 1.52.0 2 na
e 2.5 na 25 0 na 25 1520 ne na
1983 2.5 na 2.5 2.3 na 3.0 1.5-2.8 3 3.0
1984 4.0 - 4.0 3.0 na 6.0 2.5-4.0 A 3.0
1985 2.5 - 3.0 3.0 3.0 4.0  2.5-4.0 na 38
198 o 2530 30 3.0 3.0 2.5°3.0 30 2530 2540 30
1937% 2.0-3.0  2.0-3.0  2.53.9 -2.5-3.0 2.5-3.0  2.53.0 2.53.0 2.0-3.0 2.5

tNpte: “na’ means no answer

% Up o August 1987.

80!



TABLE V.8

Input suppliers’ perception of the financial environsent from 197{!'— 1987

e ——— e i ———— - _————— -

Input Sup:iiiers

1. 1970 - 1972

rS
.

nd

1976
&, 1977 - 1979

5. 1980 --198]

& 1582 - 1983
7. 1984
8. 198

5. 1986 - 1387

1973 - 1928,

1 2 3 4 5 6 7 8 9
na  noderately  wery " ng na n2 na na noderately
liberal Liberal liberal
na. moderately noderately ne na L na I soderately
1ibaral liberal ' liberal
slightly slightly  slightly  #a na f2 m na - aoderately
tight liberal tight liberal}
noderately neutral mnderateiy na na na slightly na slightly
liberal liberal liberal liberal
very neutral  moderately slightly na ta very na slightly
tiberal liberal  liberal iberal liberal
slightly slightly  moderately moderately na - na ﬁoderately slightly slightly
likeral liberal liberal -~ liberal - {iberal tight tight
o very ‘very very yery very very very very very
tight tight tight tight tight  tight tight tight tight
very very very very goderately very very very very
tight tight ‘tight tight tight tight tight . tight “ tight
slightly slightly  slightly slightly  slightly slightly moderately slightly slightly
tight tight tight tight tight tight tight tight

tight

Note:

“pa" means no ansuer.

601
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relaxation of the financial environment was perceived in 1986 and
1987. It seems that the discount rates noved in accordance with

their perception about financial environment.,

As 1lenders, input suppliers are not immune to loan délin-
quency problem, As shown in Table Vv.9, all of:them have‘borro-
wers with arreafs_as of August 1987, ranging from as low as 2
borrowers to as high as:40‘borrowers. The value éf past due.
loans ranged frbm P5,000 to P438,892. The average time of delay
is quife‘alarming, practically approximating the usual maturity
period of,fhe trade credits. Most input suppliers were hopeful
that a great majority of those with arrearages would pay before
December 1987, But there is no doubt that theée arrearages - had
considerably reduced -the effecfive interest-iate they charged on

their trade credits.

input suppliers have: very limited contaét with banks as
sourcesA6f>additiona1 funds. oOnly two of the nine sample ;nput
sﬁppliers borrowed money from banks in 1987 (see Table_-V.lO),
One of théﬁ obtained long-term loans to finance the acquisition
of fixed assets while the other secured a short-term 1loan to
-augment his working capital. Only the latter seéms to link the
formal credit market with the informal credit market, perhaps,
the main reason fér not horrowing from banks is that input‘ sup-
pliers havé access to trade credits, lIn‘fact, all of thém
~availed of trade credits from manufacturers of raw materials for
footwear-making in'1986.(see Table V.11). The,usuél term of thé

trade -credits was 15 to 90 days. Two of them paid explicit



"TABLE V.9

Loan delinguency (As of August 1987)

Input Suppiiers

1 2 3 4 5 6 7 2 9
a. HNo. of berrowers with ,
delayed paynents 49 3 20 19 15 20 2 8 11
t. Value of past due loans 438,892 5,008 - 26,000 200,009 200,000 100,080 100,000 300,009 133,090,
(M ‘
c. Average tise of delay (days) 60 0 90 B &0 365 365 120 30
4. Penalty rate (I per montk) none none none none none 3.0 none none 3.0

143



TABLE V.i0
Sources of funds and teras of the luan

1.- Sources of funds
a.  Dun capital 1003 101 Jﬂﬂz _ 160% 1202 1002 1002 -16% 10z
5. borrowings from hamks L - 204 - - - - - 902 -

2. Terms of the loans fram banks

a  haount (P - 1,500,060 - - - - - 2,500,000 -
b. Effective‘inte;est rate - 28y - - S BN Y -
€. ﬂaturitv ' - 5 years - - S - - 68 days -
d. Collateral - real estate - - - - = Promissory -

Hote

cL



TABLE V.II

Trade credits obtained by input suppliers Froe manufacturers of raw materials for footwear-saking

e w1 i b 7 o 1 e 8 i ok o e > e A e S e AN S S e

3. interest rate on trade redit
{Y per mouth)

4, Price differential on raw mete-
riazls bought on credit versus
pought in cash {2 higher}

nang

3.5

okn past-

dated

. check

Yes -
30 - 60

nang

10.8

own post-
dated
check

3 | S B 7 3 7

Yes Yes Yes Yes Yas Yes. fes

38 15-30 3-460 t15-9¢ 30-%0  30D- &R 30 - 4D

nane nomne nene none 0 none 3 1

5.0 5.0 2.0 na na none . nong

oin pest~ owr post- own post- own pest- own pest-- own post-  own post-
dated dated dated dated dates dated dated
check chech check . check check check cheek

e e e e e o 2 e B B 4 4 o 2 1 o b e A MM m e AL oSS C e E s -

Hote: -"na" @isens no answer.

el
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“interest on their‘tradelcredits While five paid implicit interest
‘in the form of priée differential. The other two claimed that

they were not paying interest on'thei; trade credits.' The secu-~
rity‘ instrument used :waslfhe "own post-dated check" of - input

suppliers.

There seems to Dbe -a chain of +trade credits in this
industry.. ‘Department stores and supermarkets obtain trade <c¢re-
dits from footwear manufaéturers, who in turﬁ secure trade cre=-
dits from ihput suppliers,lWho in turn acquiré trade cfedits from
manufacturers of raw materials fqr'footwear—making. At the end
of the line, linkéges'ﬁith the formal credit mafkets must have

been established,

B. THE PHILIPPINE COMMERCIAL INTERNATIONAL BANK AND THE

INFORMAL CREDIT MARKETS ' '

The Philippiné Commercial International Bank‘(PCIB) is known
for its innovative approaches towards serving marginalrclientele.
Dufing.the regulated regime, the administratively fixed interest
rate was not even enough to compensate for the high transactions
costs of making small 1o;ns. Because of this, bank branches were
not 1lending below PlOb,OOO. Thus, many small potentially good
borrowefs weré left out by the banking,system. In view of its
désire to reach small clientele, PCIB responded by introducing
monejshqps; These lending institutions were actually designed to
mimick the behavior of’moheylenders. The target clientele are
thé, stallhblders and "sari-sari" storeowners who are in need of

additional working capital, not start-up capital. Moneyshops are
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strategically located in publié markets and/or small commercial
areas and run by a small staff of 2 to 4 employees, The informa-
1ity of the moneyshops has attracted a 16t of people, especially
those who are accustomed to making transactions without having to

"wear a formal attire.

Initially,  the PCIB moneyéhops grﬁnted small lbans of
between P500 and P10,000 per loan. This bhas been adjusted
upwards to keep 1n line with the real value of money. The
maximum maturity period of all loans is 6 months. Loans are paid
on & daily installment basis. Collectors are sent only to those

who are delayed in payments,

At the time when the leﬁding rate was fixed at between 14
and 16 percent per annum, the PCIB moneyshOps charged anlinterest
of 16 pércent per annum collected in aﬁvéﬁée plus;é serviée fee
of 2 percent per month. | This bfought.the-interest rate yroughly

‘to around 40 percent per annum.

The moneyshops acted as PCIB's lpok-out post for profitable
business ventures. - Some of them expanded rapidly and eventually
became regular branches, . With the interest rate deregulation in

-the 1980s, moneyshops have become less active,

The profitﬁbility of discauhtingrbost;dated checks in the
M#rikina footwear induéfry has not escaped the noficer of PCI1B,
It set up a Shoe Industry Desk in,its Mérikina branch towards the
later part of 1986.‘ The target clientele of 1ts special ;redit

program are the footwear manufacturers, not the input suppliers.
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Mére 'emphasis is given to small footwear manufacturers, 1i.e.,
those ﬁith current net worth of.not more than P200,000.v For this
program, iéans"of up to ploo,oob are considered small, Loans of
aS'jIOW as P3,Qoo'are entertained, For the convenience of the
-¢lients, the PCIB Marikina branch is open on Saturdays. Loan

processing takes about 5 to 7 days.

PCIB +tries to compete with input suppliers in discounting
post-dated ‘checké. -Itlusually offers 1 percentage point lower
than the discount rate charged by input suppliers on post-dated
checks, In_ 1986 when the discount rate for ihput suppliers was
,ﬁbout 2.5 to 3 percent'pef month, PCIB offered 2 peréent per
month . It reduced the discount rate to 1.5 percent in the early
part of 1987. .As bf the date of the interview, the PCIB discount

rate on post-dated checks was 1.75 pércent per month.

For small loans, no service and notarial fees are collected.

This is intended to bring down the effective lending rate.

7 The input suppliers -weré asked to ﬁssess_'the impact of
PCIB's entry into thelbusihess of discounting post-dated checks.
The results were mixed, Three of them said that PCIB'S entry
helped bring down the rate in 1987. Four respondents gave a
negative - answer while two“admitted that they are not aware of
PCIB's specialvlending program, Thus, with the large volume of .
ﬁost-dated ¢hecks floating_around'in the Marikipa Shoe Industry,
the participatioﬁ of PCIBrin the,mafket for post-dated checks was
hardly felt by the majbrity of,inpgt‘suppiiers' interviewed for

this study.,
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Even if PCIB charges 1 percentage point above the discount.
rate offered by inpﬁt suppliers,' still .footwear manufacturers
‘would be better off since they do not have to"pay the impliéit
interest rate ariSing. from the price differential on raw
materials bought on ¢redit versus bought_in cash. This raisgs
the gquestion of why not all footwear manufactﬁrers, particularly
the small ones, borrow from PCIR. The lending criteria sef by
PCIB 1arge1y explain this situation. In tﬁe first place, PCIB
accepts only post-dated checks of well-known department stores.
Thus, many small footwear manufacturers catering to small retai-
lers are automatically excluded. With this, it seems that the
formal sector can efféctively_compete with the ihfofmal rector
only in less risky financial insfruments. Second, only those
with'valid business license and credible character reference will
be entertained. Small manufacturers usually have a hard time
obtaining ¢haracter referencg from well-khown individuals, e.g.,
Mayor, business leaders, and institutions, .'And lastly, the
transactions costs involved invfilling up Ioan application forms
and following wup 1loan application can hardly compare with the
ease of obtaining trade credits from input suppliers, not to
mention the 1ong-deve10ped "suki" relationship between footwear

manufacturers and input suppliers.

PCIB has just started_its shoe industry.lending program, It
is the only bank in Marikina‘that discounts post-~dated checks,
More recently, it has extended its special program to Bifian,
Léguna where the footwear industry'is growing fast. = Thus, PCIB

with its innovative spirit is once again in harmony with the
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needs of the real sector. As it gathers more experience, more

improvements in its special lending prOgram' to the footwear

manufacturers are expected in the future.
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V1. SUMMARY, CONCLUSIONS AND POLICY IMPLICATIONS

"Studies on the informal c¢redit markets (ICMs) have focused
on the rural, agricultural sector, This emﬁhasis springs from
the view that economies of LDCs are basically dualistic. That
is; a modern urban, industrial sector whése markets, including
the c¢apital markets, are functioning well and fully integrated
exists side by side with the traditional rural, agricultural
sector whose markets are severely fragmented. This is not,'
however, the case in reality. Even in the so-called,; '"modern
urban; industrial éector," markets are imperfect and incomplete.
In particular, small manufacturing enterprises, 1like small
farmers, do not have access to the formal c¢redit markets., This,

ICMs emerge to support this sector,

This study is inspired by the fact that very little is known
about the ICMs operating in‘the urban sector. In view of the
wide range . of indusfries ékisting in the urban sector, it 1is
necessary . to 1limit the scope of this study to the footwear
manu:acturing sector so that an in-depth anal&sis of the role of

the ICMs in supporting this sector can be done.

This study has attempted to characterize and &analyze the
existing financing schemes.of the footwear mﬁnufacturing industry
in Marikina, Metro Manila, with special emphasis on trade
¢credits, It has been notéd that the volume of trade credits has
risen tremendoﬁsly in the past 20 years, and many non-financial
enterprises are engaged inlone way or another in providing trade

credits (Mangahas [1986])).  Table VI.1 shows the growing
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importance of trade c¢redits as a source of finance for the
manufacturing, particular in 1985 and 1986 when banks sharply
reduced their lending activities in view of the general

instability of the economy.

Primary data for this study were obtained from the 63 sample
footwear ‘manufacturers and 9 input suppliers. Secondary data
were sourced from existing studies as well as from data-producing

government agencies.

Despite 1its fairly long history, the footwear indpstry is
‘mainly dominated ‘by small- and medium-sized firms vwhich are
typically family-ownéd enterprises. The average total value of
fixed assets is P596,051. Small'shOpé produce almost entirely

handcrafted shoes, aided by a minimum of machines.

The fpotwearf ipdustry . has yet to fully tap its export
potential, Doméstic departmeﬁt stores and supermarkets absorbed
abOut 64 percent of the total output of the. sample Ifdotwear
manhfadturéfs'in 1986.v Interestingly, 14 percent of fhe.\tofal
outbut were bought by wholesalers/traders ﬁhq are also input
suppliers, This suggests that "tie-in"_arrangemenf of linked
credit . is not dnly-prevaleht*invthe rural , agriculturalvséctor,

but also in the urban, manufacturing sector.

granting trade credits to customers is‘generally' practised
by the sample footwear manufacturers. About 82 percent of their
total output in 1986 were sold on credit. The mﬁturity period of

the trade credit ranges from 89 to 72 days, depending on the



TABLE Vi.1.

(In Million Pesos)

TYPES OF CREDIT OF THE MANUFACTURING SECTOR
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Trade Credits

Year Loans Total
1979 112,836.2 13,540.5 126,376.7
(89.3) (10.7) (100.0)
1980 115,553.1 20,894.1 136,447.2
(84.7) (15.3) (100.0)
1981 129,477.2 19,916.3 146,393.5
| (86.7) (13.3) (100.0)
1982 140,146.7 27,079.0 167,225.7
(83.8) - (16.2) (100.0)
1983 155,369.0 31,878.8 187,247.8 .
(83.0) (17.0) 1(100.0)
1984 119,154.0 15,891.0 135,045.0
(88.,2) (11.8) (100.0)
1985 77,091.6 27,753.9 104,845,5
(73.5) (26.5) (100.0)
1986 79,718.4 22,376.0 102,094.4
(78.1) (100.0)

(21.9)

Source: . CB=-DER, Domestic, Flow=of-Funds Bulletin (Private

"Corporations, 1980-19086.
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types of customers. As evidence of their intention to pay,
customers issue post-dated checks. Only 22 percent of the
respondents admitted that they charged implicit interest on trade
credits which averages 7 percent from the period of the trade

credits.

Since a great proportion of their sales is locked in a trade
credits, almost all footwear manufacturers turned around and
asked fof trade credits from input suppliers and wholesalers/
fraders who are also input suppliers. On the average, 80 percent
of the value éf their material inputs were bought on credit.
However, in;peso va}ue, this amounts to only 38.5 percent pf the
value of trade credits they granted to their customers, The
maturity periéd.averages 45 to 51 days, depending on the source.,
The | post-déted checks issued by customers of footwear
manufactufefs are the main security instrument accepted by input

suppliers.

The effective interest fate on trade c¢redits <charged by
input suppliers consist of explicit interest-rate, i.e.,.discount
rate on post-dated check aﬁd plain interest_rafe on trade credit,
and implicit interest rate arising from price differentials. The
‘average effective interest fate ranges from 78 to 116 percent per
annum, depending on the source. This 1s more or less the same as
those charged by Jinformal moneylenders. . Interestingly, a
signifiéant proportion of the effedstive interest rate is due to
thé .implicit interesf rate, accounting forresrpercent of the

total effective interest rate‘in the case of trade c¢redit from
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input suppliers and 47 percent in the case of trade credit from
wholesalers/traders who are also input suppliers;r
Footwear manufacturers have also alternative sources of
b o
credit, namely, moneylenders, friends/relatives and banks. Only

very few borrowed from banks in 1986.

" Results suggest that the demand for trade 'credit by a
footwear manufacturer is positively correlated with the extent of
trade credit he‘grants to his customers’, The effective interest
rate on trade oredit did not show significant effect on the
demand for trade c¢redits. Results further show that the‘smaller
the footwear manufacturing flrm, the . higher fhe effective
iﬂterest rate it pays on trade credit, t_An equally interesting
result is that the expllclt interest rate |is -negatively
correlated with the 1mp11c1t interest rate, iﬁplyiné tﬁat inputr
suppllers determine first the total effective 1nterest rate and
then decidz on the relative shares of the GXD1101t and implicit
interest rates.

The étudy also analyzed the behavior of a sample of 9 input
.

suppliers. Most of the information gathered here confirm those

obtained from footwear manufacturers.

The sample input suppller had several borrowers in 19886,
ranging from 10 to 80. All of them have bhorrowers with arrears
ranging from 2 to 40 borrowérsvas of August 1987. The value of
past due loans ranges from P5,000 to P438,892. There is no doubt
that these arrearages had somewhat reduced the net effective

interest rate realized from their trade credits.
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Like thg footwear manufacturers, inputrsuppliers have very
limited contact with banks,  However, they have access to trade
credits. In_ fact, all of them availed of trade credits from
manufacturérs of raw materiﬁls for footwear-making in 1986,
There Seems to be a chain of trade credits in this. industry.
Department stores and supermarkets obtain trade credits from
footwear manufacturers, who in turn secure trade credits from
Vinput suppliers, who in turn acquire trade credits from
manufacturers of raw materials for footwear-making. At the end
of the 1iné, linkaget with the formal credit markets must have

been established.

.~ The market for post-dated check has attraéted the‘attention
of thé,Philippine Commercial International Bankr(PCIB). In 1986,
it sét up a Shoe Industry Desk in its Matikina branch.' -1t lends
to small footwear‘hanufacturers by diécounting post-dated checks.-
This is 6ne case wherein a formal lendging institution gimicks the
informal lenders. .-fCIB tries to compete'with inpﬁt_suppliers b&
offering 1lower discoﬁnt rate. Currently, 1its impact on the
market is still limited.. The main reason is that it honors only
those checks issued by well-known buyers like Shoemart, Fﬁir;art,
and Rustans. In effebt, 7it competes with input suppliers only
insofar as prime post-dated checks are concerned. However, what
is important is that it has started an innovative lending
program. PCIB's shoe tndustry lending progrém has been recently
introduéed in Binan, Ldguna where arfootwear,indpstry ié rapi&l&

growing,
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The 1lack of access of footwear manufacturers to the formai
credit markets and the exceedingly high interest fﬁtes on trade
credits reflect some imperfection in the markets. The market
imperfection is partly due to certain policies, In particular,
the overly restrictivg branching policy (see Lamberte [19871])
discourages competition, hence existing banks or branches are not
motivated to. innovate, A more liberal branéhing ‘policy will
certainly benefit not only the footwear industry but other

industries as well,

- Effective risk-reducing schemes must be "econsidered
seriously. Although the existing industrial Gurantee Loan Fund
is supposed to do this task, it has performed miserably mainly
due = to poor design (see Magno [1987]). For example, the.
‘voluminous requirements unnecessarily raise the transactions cost
of banks which readily shift it to borrowers. Thus, IGLF needs

to be redesigned.,

In additibn, a good information system about the financial
health of firms, big and small, regularly issuing post-dated
éhecks as payments for the goods delivered must be available at a
least c¢ost so¢ that bahksrand input suppliers éan' make proper
assessment of the risk involved. The main reasoh why PCIB does
not accept post-dated checks issued by small firms is that they
do nbt know the financial conditions of those firms, On the
other hand, input suppliers charge a higher discount rate for

post-dated checks issued by small firms. It seems that both PCIB

and input supplies equate size to stability. Since such
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information partakes of a public godd, it must therefore. be
produced by the government.  Such program would have a
progressive effect .since more small footwear manufactures who

" sell their productS‘to small retailers will be benefitted.'

In view of the eiport potential of the'-footwear industry,
some kind ‘of expoff finangihé scheme must be-explored. In other
coﬁntries, notably Japan, Kérea and the ﬁ.s.; the export-import
banks play a Vital role in their export ‘drivé. Whoiesalers/
traders who can obtaiﬁ-large éxport contracts and distribute the
same tolnumerous small footwear manufacturers may avail of such
facility. | Under the $cheme,.‘the pdssibie‘"tié-in" arrangement
betweén wholesalers/traders and manufacturers can strengthen ‘thé

linkagé_between formal and informal credit markets.
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APPENDIX A

Estimate of the demand of trade credits, logarithmic form (OLS Method)

. W — S e W A e e e e S A NS W N A WS WS e -

Independent Variables = —-=-- ——————

e Sy e S - e e e S W A e A S S S

Dependent Variables

Amount of trade credits Tie-in eredit from
from input suppliers wholesalers/traders
Constant 0.9116900 0.5112068
Amt. of trade credits
granted to customers 0.8632040 1.1239394
(8.6877)*** (2.6606)**
Fffective interest rate -0.1247752 -1.,1557325
. (0.6199) (1.1981)
Dummy variables:
Obtained loans from
moneylenders 0.1334421 2.337702¢
(0.5109) (1.8319)*
Obtained 1gans from :
relatives/ friends - 0.1891543 0.2657666
T (0.7628) (0~ 2279)
2 ,
R ‘ . 0.617016 0.283841
———————————— --------——————————————-——-——--—-—~—-——---l------q-—-—-—---_-———————-u-—
Note: Figures in parentheses are t-values; *** Significant at 1%
level; ** gignificant at 5% level; * Significant at 10% level
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Estimate of . the

Independent Variables

APPENDIX B

demand for trade credits frbm

input

suppliers (TSLS)

e S DSBS e e T e e e e e e i e i e -

~Amount of trade credits
from input suppliers

Proportion of trade credits
from input suppliers to
total material inputs

———————————n—-.w-r-p—--------_—

Model A-TIT

Model A-IV

e S T T T W TER NS WL TR WS e D e W e W W T W W T T W N W W W W W N S e W e W e T e S b S e e e v e . R T T T W M e e T - -

Constant

Amt . of trade crédits
granted to customers

224599.26

0.2206545
(4.2177)%*%

Proportion of trade credits

granted to customers
to total sales

217769.83

0.2429399
(4.5004)**x*

-1272.9088
(0.1964)

(0.0138)

-10856.582
(0.0435)

0.390021

34.784357

0.3676639
(2.8858 )% **

0.1478452
(0.9622)

0.000012
(0.4699)

=0.00040

(0.7729)

~-0.060813

29.519323

0.35951924
(2.3453)**

0.2518623
(0.8678)

-5.383967¢6

-9.886689
(0.8714)

=0.515171

-__.__-.-______-.-,--,--.—-.,.......___________--—_______-——-—__—______-_—_—_—_-—_—_—-----.—

Effective interest rate -1416.6271
(0.3677)
Amount of loans obtained
~from moneylenders 0.0385458
(0.0668)
Amount of loans obtained
from relatives/friends 1.4370304
: - (1.0552)
Dummy'variables:
Obtained loans from
moneylenders -
obtainéd loans from
relatives/friends -
_2
R 0.423117
Note: Figures in parentheses

** Significant at 5% level;

are. t-values;

* % Significant at
No. of observations = 53
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Estimate of the demand for tie-in credit from wholesalers/traders (TSLS)

W — s S o —l D D m— S W . -

Amount of trade credits

Independent Variables from wholesalers/

—— T . W D e S G D A M S W R v e -

Proportion of trade credits
from wholesalers/traders to

traders total material inputs
Model B-7I Model P-11 Model B-1I11 Model P~1V
Constant  7061520.6 5258324.8 302.30843 -1286.2240
Ant. of trade credits
granted to customers 0.3783364 0.2856417
(0.6248) (0.3964) - -
Proporiion of trade credits
granted to customers
to total sales - - 0.6475187 9.6536218
(0.1432) - (0.0835)
Effective interest rate -125481.17 ~-86869.544 ~-4,9483695 7.4939101
' ' (0.32921) (0.1713) (0.0786)
Amount of loans obtained .
from moneylenders 254.67790 0.0107523
] (0.3371) - (0.1921) -
Amount of loans obtained
from relatives/friends =42.6269 -0.0007428
o (0.3474) - (0.1241) -
Dummy variablesf‘
Obtained loans from _
moneylenders ' - 3892155.4 - - -174.49921
(0.2476) (0.0665)
Obtained loans from -
relatives/friends 7 - ~1441305.5 - 166.85564
' (0.2666) (0.0859)
_2 &
R -17.20809 -16.15279 -26.32012 =-97.12607
Note: Figures in parentheses are t-values; No. of observations = 13
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