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ABSTRACT 

inancial reporting provides important information for a 
business especially in evaluating credit risk.  The aim of this 
study is to propose the framework on application of credit risk 

management through financial reporting in a business.   The 
framework of the study showed that in order to investigate an 
application of credit risk management, some elements should be 
investigated such as determinants of credit management, elements 
that can influence credit management and elements in financial 
reporting practices. 
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1. Introduction 

Financial reporting provides important information for a business especially in evaluating credit risk.  
It will guide a business and show a better decision for future action and prevent a business from make a 
wrong decision.  A part from that, a framework on application of credit risk management through financial 
reporting is also important because it can guide a business to apply an appropriate accounting and financial 
reporting practices for good credit risk management. 

2. Overview on Accounting and Financial Reporting 

The function of accounting is to provide quantitative information, primarily financial in nature, about 
economic entities that is intended to be useful in making economic decisions (Natrah et al., 2005).  
Information in accounting is very useful for stakeholders.  In general, stakeholders are all the parties that are 
interested in the financial health of a company.  Stakeholder users of accounting information can be broadly 
categorized into two categories – internal users and external users.  Internal users are those who make 
decisions that directly affect the internal operations of the business, while external users are those who make 
decisions concerning their relationship to the business.   

Financial accounting focuses on the development and communication of the financial information for 
external users.  In order for a business to grow and expand, it often finds outsource funding to generate more 
capital.  In this situation, accounting information is useful for the external user to obtain assurance about the 
performance of the business and that they will receive their return on their investment.   

According to Natrah et al. (2005), most of the accounting systems are designed to generate 
information for both internal and external reporting.   Three major types of financial reporting are discussed 
– statement of cash flow, income statement and balance sheet.  The statement of cash flow is the most 
objective of the financial statement because it is somewhat insulated from the accounting estimates and 
judgment needed to prepare an income statement or balance sheet.  Usually, the amount of cash generated 
and consumed by a company is through the following three types of activity: operating, investing and 
financing.   

The income statement for a certain interval is for recording the net assets generated through the 
business operation (revenue), the net assets consumed (expenses), and the difference is typically known as 
the net income.  In addition, the balance sheet reports the resources of the business (assets), the company’s 
obligations (liabilities) and the net difference between the assets and liabilities, which indicates the equity of 
the owner (Natrah et al., 2005). 

The financial report is used to record business transactions as well as to evaluate business 
performance.  The primary objective of financial reporting is to provide high-quality financial reporting 
information concerning economic entities, which is primarily use for economic decision-making.  In 
addition, according to Stergious and Michalis (2012), financial reporting is a two party transaction whereby 
the issuer of financial report provides it for the user who uses it to enhance their financial decisions.   The 
quality of financial reporting could give an advantage to the user –shareholder or investor (Natrah et al., 
2005).   
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3. The Concept of Credit Risk 

Loan is a contractual agreement between borrower and creditor that outlines with the obligation on the 
payment from the borrower towards the creditor.  Loans may be secured with either payment guarantees or 
collateral to ensure a reliable source of secondary repayment.  In a simple loan, credit risk arise because 
there is possibility that borrower are unable to meets it repayment obligation across the stipulated time.  
Credit may be offers to the individual or business entity.  Credit facilities offers to individual namely as 
consumer loans, while offer to business entity called as commercial loans.  

Credit involves the activities of lending.  It has a meaning to finance either directly or indirectly the 
expenditures of others against future repayment.  Direct credit is a credit provided by financial institutions to 
a customer.  While, indirect credit is a credit facilities granted by a trader to a customer.  In business, credit 
risk may happen in two circumstances.  First, risk as a borrower and second, risk as a lender. 

According to Douglas et al. (2007), credit risk is the risk that a debt instruments will decline in values 
as a result the borrower’s inability to satisfy the contractual terms of its borrowing arrangement.  In financial 
institutions, credit risk occurs resulting from inability to collect anticipated interest earning as well as the 
loss of principle resulting from loan default. 

4. Issues of Financial Reporting and Credit Risk Management 

The issue of credit risk management and financial reporting may affect business performance.  
Numerous countries, such as the United States of America, Australia and the United Kingdom, as well as 
Malaysia have studied the reasons for business failure.  However, the real cause of failure in every country 
might be different from each other depending on the environment, type of business and the year of the 
business failure (Ihab, 2014; Mintah et al., 2014 and Humam and Ismail et al., 1992).   

Experience in managing business is also one of the factors for business failure.  According to Noor 
and Pi-Shen (2009), SME founder-owner in Australia and Malaysia strongly associated with their 
experience and difficulties or failure on their own business. Experience in managing business accounting 
was also influence the performance of a business.   

According to Larson and Clute (1979) found that 40 percent of business failures were due to the issue 
of accounting and finance.  In addition, 39 percent of businesses failed due to financial difficulties and the 
inability to manage inventory, 26 percent of businesses did not have a financial report and 22 percent did not 
have a complete financial report.  Besides that, financial measures problem such as inability measuring 
profitability, liquidity and operational efficiency among of the internal factor for business failure.  Study 
conducted by Xiangping (2012) revealed that the factors of profitability, liquidity, growth and profit 
structure are significantly associated with the likelihood of operation failure for business.   

On top of that, higher gearing and lower profitability are associated with higher failure risk in SME 
(Nur Adiana et al., 2014).  In this case, financial reporting is very important because business need financial 
reporting as a medium to record business transaction and use it to analyze business performance.  Therefore, 
financial aspect plays an important role in every business and can gives bigger impact to the performance of 
a business. 
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Furthermore, Peacock (1986) study on the factors of bankruptcy among 132 firms in 1986, it was found that 
the main factor for business failure was the absence of a financial report.  Besides that, Ashok (2015) 
claimed that SMEs was often have lack of knowledge and awareness about the accounting and financial 
issue.  This was proved by William (1987) whereby he was revealed that there is positive relationship 
between business failure and the preparation of an incomplete financial report.  In addition, the frequency 
for keeping financial reports has a positive relationship with the success of a business.   

O’Nell and Jacob Ducker (1986) revealed that debt liability is one of the main reasons for business 
failure, and that most business failures have a high level of debt. Moreover, a business which is in financial 
distress can experience cost linked to the situation such as more exclusive financing, opportunity costs of 
project and less dynamic employee (Ahmad et al., 2014).  In addition, the study conducted by Khan and 
Rocha (1982) revealed that most business failures did not use systematic accounting procedures and most of 
them only prepared the financial report for the calculation of tax.   Khan and Rocha (1982) also found that 
most businesses faced a problem of working capital management.   

A study in Canada indicated that most business failures were due to the absence of a financial report, 
which led to most of the banks having little confidence in the business.  In addition, business failures also 
faced a higher total bad debt due to the lack of credit risk management.  Bruno and Leidecker et al., (1987) 
found that financial problems was a factor in business failures, such as starting the business with a lack of 
capital.   

According to the European Federation of Accountants (2004), poor accounting and reporting, and 
decisions based upon inaccurate financial information can actually cause problems, which may threaten the 
solvency of the business.  Furthermore, not being aware of significant problems in accounting will increase 
the risk for the business.  In addition, poor cash flow management and inappropriate sources of finance may 
also expose the business to risk.  For example, unsuitable financing options result in an inconsistency 
between the liquidity of assets and the source of financing.   

According to Women Entrepreneurship Centre (2011), cash flow problem is one of the reasons of the 
business failure.  Furthermore, ultimate reasons for business failure are poor business planning, poor 
financial planning, poor marketing and poor management (Micheal, 2008). 

Based on the explanation above, considerable evidence from previous studies showed that financial 
reporting and working capital management play an essential role in sustaining the successfulness of a 
business.   In addition to appropriate framework could guide a business to manage credit risk by using 
financial reporting. 

5. Discussion on Framework 

Framework discussed in this section shows that many elements involved in managing credit risk and 
financial reporting is one of the important elements.  Framework proposed in this study is based on previous 
research and study.  Roslan and Zaini (2009) had study on Determinants of Microcredit Repaymant in 
Malaysia: The Case of Agrobank.  The determinants of microcredit repayment above give the pictures on 
the characteristics that may influence repayment performance among creditor.  It also can be related with the 
determinant of credit management in micro business.  Some of the element will be used as a framework for 
this study.  There are three characteristics have been described by Roslan and Zaini (2009) in their study as 
presented below: 
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Figure 3.2: Determinants of Microcredit Repayment in Malaysia 

 
Source: Roslan and Zaini, 2009 

On top of that, there are two important elements that can influence credit risk management which are 
knowledge and awareness.  According to Eduardo and John (2014), better knowledge management 
associated with better risk control. In respect of important of knowledge and awareness, Zainuddin (2009) 
claimed that many implications that illustrate the SMEs’ lack of awareness and understanding on the 
important of various credit function. Thus, he suggested providing training for SME to increase knowledge, 
awareness as well as skill in managing trade credit.  Given that these two elements are essential thus this 
study taking into account to put these elements in the framework of the study.  To extent this further, figure 
below show the element that can influence credit risk management behavior: 

Figure 3.3: Elements that can influence Credit Risk Management 

 
Source: Eduardo and John (2014) and Zainuddin (2009) 

On top of that, financial reporting also plays a significant role in managing credit risk.  Besides that, it 
should be able to help a business in revealing the performance and position of business from time to time.  
With regard to the matters, Nurulhasanah et al. (2015) has proposed the theoretical framework as figure 
below: 
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Figure 3.4: Theoretical Framework of Effective Risk Management 
 

 
Source: Nurulhasanah et al., 2015 

The study is highlighted on accounting information as one of the effective risk management including 
credit risk.  Therefore, financial reporting will be investigated and included in the framework for this study.   

Figure below shows the proposed conceptual framework for this study.  Based on the previous 
literature and theory, the study used this framework with some modification for this study. 

 
Figure 3.5: Proposed Conceptual Framework of the Study 

 
Source: Framework proposed by Author 

Three determinants of credit management variables were examined to investigate how its influence 
credit risks knowledge and behavioral willingness among micro-businesses.  Types of business are the first 
variable to be investigated.  It was divided into (1) sole-proprietorship, (2) partnership and (3) private 
limited company.  The framework aimed to investigate whether differences in the type of business 
influenced credit risk management knowledge and behavioral willingness.  Educational background was the 
second variable to be investigated.  It was divided into (1) SPM and certificate, (2) Diploma, (3) Degree and 
(4) Master and PhD.  The framework aimed to investigate whether educational background influenced credit 
risk knowledge and behavioral willingness.  Third, the length of business was the variable investigated.  It 
was divided into (1) less than one year, (2) two to four years, and (3) five to nine years.  The framework 
aimed to investigate whether length of business influenced credit risk knowledge and behavioral willingness.   
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Credit risk knowledge refers to the experience or education concerning credit risk acquired by a 
person.  The aim of this element was to investigate the credit risk knowledge towards variables whether it 
influenced credit risk knowledge. The variables to be investigated were determinants of credit management 
including (1) type of business, (2) educational background, and (3) length of business; while financial 
reporting included (1) financial report preparation and (2) who prepares financial report.     

Credit risk behavioral willingness defines as an openness to risk opportunity – what an individual 
would be willing to do under some circumstances (Gibbons et al., 1998).  The aim of the elements is to 
investigate the credit risk behavioral willingness about the variables and whether it influences credit risk 
behavioral willingness. The variables to be investigated are determinants of credit management including (1) 
type of business, (2) educational background, and (3) length of business; financial reporting included (1) 
financial report preparation, and (2) who prepares the financial report. 

Two financial reporting variables were examined to investigate how its influence credit risks 
knowledge and behavioral willingness among micro-businesses.  First, to examines the influence of the 
preparation of financial report on credit risk knowledge and behavioral willingness.  Preparation of the 
financial report was further divided into (1) yes and (2) no; whereby indicating the preparation of financial 
reports among the respondents.   The framework aimed to investigate whether preparation of financial report 
influenced credit risk knowledge and behavioral willingness.  Second, considered the influence of who 
prepares the financial report on credit risk knowledge and behavioral willingness.  This was further divided 
into (1) own preparation and (2) audit firm.  The framework aimed to investigate whether who prepares the 
financial report influences credit risk knowledge and behavioral willingness.    

6. Conclusion 

The framework was indicated that it is important for all businesses to improve themselves with credit 
risk knowledge and credit risk behavioral willingness as these influence the preparation of financial 
reporting.  Besides that, the aim of proposed framework is to guide a business in managing credit risk 
through financial reporting practices.   

  



 

European Journal of Business and Social Sciences, Vol. 5, No. 04, July 2016.                          P.P.  98 - 106 
URL: http://www.ejbss.com/recent.aspx-/ 
ISSN: 2235 -767X 
 

EUROPEAN JOURNAL OF BUSINESS AND SOCIAL SCIENCES 
 

105 

References 

1. Ahmad Khaliq, Basheer Hussein Motawe Al Tarturi, Hassanudin Mohd Thar Thaker, Md Yousuf 
Harun and Nurun Nahar. 2014.  Identifying Fnancial Distress Firm: A Case Study of Malaysia’s 
Government Linked Companies (GLC).  International Journal of Economic, Finance and 
Management. Vol. 3, No.3. p. 141-150. 

2. Ashok Chakraborty. 2015. Impact of Poor Accounting Practices on the Growh and Sustainability of 
SMEs.  The International Journal of Business Management.  Vol. 1, No. 5. p. 227-231. 

3. Bruno, A.V, Leidecker, J.K and Harder, J.W (1987).  “Why Firms Fail”. Business Horizon.  Vol. 30 
(2). p. 50-58. 

4. Douglas J. Luca, Laurie S. Goodman, Frank J. Fabozzi. 2007. “Collateralized Debt Obligations and 
Credit Risk Transfer”. YALE International Centre For Finance. 

5. Eduardo Rodriguez and John S. Edward. 2014. Knowledge Management in Support of Enterprise 
Risk Management. International Journal of Knowlegde Management. Vol. 10, No. 2. p. 43-61. 

6. European Federation of Accountants.  2004.  Avoiding Business Failure A Guide for SMEs.  p. 1-37.   
7. Hummam Mohamed, Ismail Ab. Wahab, Lau Too Kya, Mohamed Dahlan and Rahmat Mohamad 

(1992).  “Business Failure in Malaysia”.  Intensification of Research on Priority Areas (IRPA). 
Institut Teknologi Mara Shah Alam. Selangor. p. 1-13.   

8. Ihab Adel  Ismail. 2014. Financial Cash Flow Determinans of Company Failure in the Construction 
Industry.  A Dissertation Degree of Doctor Philosophy (Civil Engineering). University of Michigan. 

9. Khan, R. and Rocha, J.R (1982).  “Recurring Managerial Problem in Small Business”.  American 
Journal of Small Business. Vol. 7 (1).  p. 50-60. 

10. Larson, C.M and Clute, C.R (1979) “The Failure Syndrome”. American Journal of Small Business. 
Vol. 4 (2).  p. 35-43 

11. Michael Pogue. 2008. Business Failure. Prediction and Prevention. Student Accountant June/July 
2008.  P.54-57.    

12. Mintah Emmanual Kofi, Mintah Offeh Collins, Anukje Okofo A Christian and Hayfordadjei. 2014.  
Assesing Financial Reporting Practices among Small Scale Enterprise in Kumasi Meropolitan 
Assembly.  European Journal of Business and Social Science. Vol 2, No 10. p. 81-96. 

13. Natrah Saad, Azharudin Ali, Idawati Ibrahim, Muzainah Mansor, Wan Norhayati Wan Ahmad 
(2005).  Financial Accounting and Reporting. Thomson Learning. Kuala Lumpur. p. 2-24. 

14. Noor Hazlina Ahmad and Pi-Shen Seet. 2009. Dissecting Behaviours Associated with Business 
Failure: A Qualitative Study on SME Owners in Malaysia and Australia. Asian Social Science. Vol5, 
No. 9. p. 98-104.  

15. Nur Adiana Hiau Abdullah, Abd Halim Ahmad, Rahani Md Rus and Nasruddin Zainuddin. 2014. 
Modelling Small Business Failures in Malaysia. Social Science Research Network.  p.1-10.  

16. Nurulhasanah Abdul Rahman, Zulnaidi Yaacob and Rafisah Mat Radzi. Determinants of Effective 
Risk Management in Small Business: A Theoretical Framework. Information Management and 
Business Review. Vol. 7, No. 2, p. 87-92. 

17. O’nell, H.M and Ducker, J. (1986) “Survival and Failure in Small Business”. Journal of Small 
Business Management. Vol. 24 (1). p. 30-39. 

18. Peacock, R.W (1986).  Small Business Bankruptcy.  Accounting Forum. Vol. 24 (1).  p. 51. 
19. Roslan and Mohd Zaini Abd Karim.  2009.  “Determinants of Microcredit Repayment in Malaysia: 

The Case of Agrobank”.  Humanity & Social Sciences Journal 4 (1).  p. 45-52.   



 

European Journal of Business and Social Sciences, Vol. 5, No. 04, July 2016.                          P.P.  98 - 106 
URL: http://www.ejbss.com/recent.aspx-/ 
ISSN: 2235 -767X 
 

EUROPEAN JOURNAL OF BUSINESS AND SOCIAL SCIENCES 
 

106 

20. Stergios Tasios and Michalis.  2012.  “Auditors’ Perception if Financial Reporting Quality: The Case 
of Greece”. International Journal of Accounting on Financial Reporting.  Vol. 2. No. 1.  p. 57-74.   

21. William, A.J (1987). Why so Many Small Business Fail. Real Estate Journal. p. 16-18. 
22. Women Entrepreneurship Centre. 2011.  Top Ten Reason Small Business Fail. 

www.womensenterprise.ca. p.1-2.  
23. Women Entrepreneurship Centre. 2011.  Top Ten Reason Small Business Fail. 

www.womensenterprise.ca. p.1-2.  
24. Xiangping Zhu.  2012.  Internal Factors Associated with Business Failures of Public Companies in 

China – From a Financial Analytical Perspective. International Journal of Business and Social 
Science. Vol.3, No. 9. p. 49-59.  

25. Zainuddin. 2009. Trade Credit Management Practices of Malaysian Small and Medium-Sized 
Enterprise in the Manufacturing Sector. School of Business, Economics and Public Policy. 

 


