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Abstract 
 

Financial information of a firm helps the users of the financial information to understand 

the financial standing of the firm. Banks as lenders to Medium Sized firms use the 

financial information in the credit assessment process. The availability and quality of the 

financial information depends on the information environment of the country. We have 

conducted a quantitative study where we examined 80 loan applications of the Medium 

Sized firms to the Big4 private banks in Pakistan. We collected the data of 80 loan 

applications by the Medium Sized firms of which in 40 cases, the banks granted loans 

and in 40 cases, the banks rejected the loan applications. We wanted to create a 

representative sample of the population that leads us to choose snowball sampling that is 

non-probability technique in our research to find the responsible persons in the banks 

who can give us our desired data. To get the desired data from the bank officials, we have 

used close ended questionnaire to collect the data on different variables of availability of 

financial information, the quality of financial information and the verification of financial 

information with relation to loan decisions. We have analyzed the impact of the 

availability of financial information variables i.e. number of years‟ financial statements, 

bank account statement, income tax return and audit on the loan decisions of the banks. 

Later, we analyzed the impact of the quality of financial information on the loan 

decisions and on the verification process of the banks. We used univariate data analysis 

to summarize the data and to examine the descriptive statistics such as mean and standard 

deviation of the dataset. We also used Crosstabs in SPSS, Chi-square test and regression 

to find out the relationship between the financial information and loan decisions. We 

have conducted Chi-square to measure the statistical significance to check the p-value to 

accept or reject the hypotheses. We have found that if more number of years‟ financial 

statements, income tax return and audit is available, the banks are more likely to make 

grant decision. However, bank account statement does not have any effect on the loan 

decisions of the banks. Later, we found that the banks are more likely to grant loans to 

Medium Sized firms if the quality of the financial information is not poor. If the quality 

of the financial information is poor, the banks adopt a strict way of verification of the 

financial information.  
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1. Introduction  
In this chapter, we present the reasons why we are interested in studying this topic. First, 

we introduce the background of the problem that will lead us to the research problem. 

Secondly, we present the purpose of our study. Finally, we close this chapter by defining 

the limitations for our research. 

 

1.1 Problem Background 

 

Financial information presented in the financial statements of the firm shows the profit 

and loss of the firm, the financial position of the firm, firm‟s activities, progress and 

future financial plans (Holmes et al, 2005, p.17). The financial information should be 

relevant, reliable, credible, and should give the true and fair view of the financial position 

of the firm to the users for a better decision making (FASB). Different stakeholders of the 

firm e.g. owners, creditors, employees, government departments use this information for 

decision making in their concerned matters. A bank as a lender also uses the financial 

information in the credit assessment process when a firm applies for a loan. The bank 

uses financial information to evaluate the financial standing of the firm and its future cash 

flows in order to evaluate the payback ability of the firm (Donleavy, G. D. 1994, p.26-

27). One may argue that different types of banks i.e. foreign banks and domestic banks 

may deal with the financial information in different way. However, different studies find 

no significant difference in dealing with the financial information (Berger, Klapper, and 

Udell, 2001, p.28-30; Berger, Hasan, and Klapper, 2004, p.32-34). However, the lending 

infrastructure of the country in which the bank operates may affect the use of financial 

information because it tells that how the financial information should be generated, 

processed and presented (Berger et al 2002 p.22). The lending infrastructure indicates the 

accounting environment in the country. It sets the accounting standards for making of 

financial statements, auditing standards and independent accounting and auditing bodies 

to review the financial information presented in the financial statements (La Porta et al 

1998, p.2-6). Banks are more open to accept financial information presented in financial 

statements in a country with strong accounting environment. However, in other case, 

banks adopt a conservative policy (Jappelli and Pagano 2002 p.12-14). 

 

In developing countries like Pakistan, Bangladesh, India, Uganda, Thailand and 

Kazakhstan, the poor information environment exists (World Economic Forum Report 

2010). The statutory obligation of maintenance of financial statements according to the 

International Financial Reporting Standards (IFRS), in these developing countries, is 

limited to size and form of the entities (World Economic Forum Report 2010; Kasekende 

and Opondo 2003, p.4-5; Narain 2001, p.35-39; Tyrrall et.al 2007, p.90-91). Therefore, 

most of the developing countries are slowly adopting the international Financial 

Reporting Standards for SME (Tyrrall et al. 2007, p.95-97). The availability of the labor 

and the shortages of the capital along with weak creditors rights because of inefficient 

legal system and weedy governance structures of SMEs are the characteristics of the 

developing countries (India, Pakistan, Thailand, Nepal,) similar to SMEs labor-intensive 

character (Banerjee, P. 2005, p.13; Bari, et.2005, p.21-28). Pakistan is one of the typical 

developing countries because of the existence of all above-mentioned characteristics in 

the economy and information environment. 
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Pakistan has adopted the International Financial Reporting Standards for corporate 

entities
1
 in 2001, and the corporate firms are required to maintain their financial 

statements according to the rules and regulations stated in the IFRS (5
th

 schedule, 

Companies Ordinance 1984). They are also required to get their financial statements be 

audited by an independent external auditor that makes the financial information more 

reliable to use for decision making. The financial information presented in these 

statements is detailed and publically available. Moreover, there are also other external 

sources i.e. credit rating agencies and bond rating companies who provide the financial 

information about these companies. Banks can use this financial information collected 

from different sources i.e. published financial statements by the company, auditor‟s 

report and credit rating agencies to evaluate the financial standing of the firm. This is the 

common situation regarding the corporate entities in most of countries (Pettit and Singer 

1985, p.54; Kasekende and Opondo 2003, p.5-6).  

 

However, for small and medium size entities, on which we are doing our research, the 

situation is different. ICAP
2
 issued the Accounting and Financial Reporting Standards for 

medium size entities (MSEs) in 2006 and asked the medium size entities to maintain their 

financial statements according to these standards. Still cost and benefit constraints and 

users needs are the major problems in implementing these standards in developing 

countries like Pakistan (Tyrrall, et al., 2007, p.95-97). However, according to the law of 

the land, in Pakistan, the medium sized entities are not required to be audited by external 

independent auditor (4
th

 schedule, Companies Ordinance 1984). Moreover, the financial 

statements are not published and credit rating or bond rating for these companies is not 

available in Pakistan. The financial information of MSEs is not publically available, 

detailed and audited, therefore, there can be a question mark on the quality of the 

accounting information presented in the financial statements of MSEs; and the use of the 

accounting information in the decision making process for these MSEs can be complex 

for banks to evaluate their financial standing (Business Review by Institute of Business 

Administration Karachi 2008, p.3-4). However, despite these facts, the growing MSEs in 

Pakistan are gaining attraction of banks because of the increasing demand of credit from 

the MSEs and market competition for banks in other sectors e.g. corporate sector and 

consumer sector (Muhammad Kamran Shehzad, State Bank of Pakistan 2004, p.2-3). 

 

There have been many studies on the quality of the financial information and its 

importance for better decision-making in different areas like lending, investment and 

fund raising (Piotroski 2000; Leuz and Verrecchia 2000 and Botosan and Plumlee 2003). 

Most of studies focus on the investors‟ perspective that how shareholders of the company 

use financial information for investment decision. Some studies focus on the creditors‟ 

                                                 
1
 Entities that are publically accountable: listed companies, public utilities, unlisted banks, and large size 

entities that meet any of two of the three criteria  

a: turnover more than 1 billion rupees 

b: employees over 750 

c: borrowing in access of 500 million rupees 

 
2
 ICAP stand for The Institute of Chartered Accountants of Pakistan. It is a professional body of Chartered 

Accountants in Pakistan, and represents accountants employed in public practice, business and industry, 

and the public and private sectors. 
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perspective and argue that the financial information of high quality increases the chance 

of getting loans from banks (Danos et al 1989, Koford and Tschoegl 1997). Most of the 

studies on banks and small & medium sized firms focus on the relationship banking and 

the collateral (Baas and Schrooten 2005; Berger and Saunders 1991; Voordeckers and 

Steijvers 2004). However, a few studies focus on the financial information aspect of the 

small & medium sized firms that how the availability of financial information affects the 

loan assessment process in detail. Moreover, when we talk about developing countries 

like Pakistan, there is a little known scientifically that how banks deal with the financial 

information to grant loans to medium sized entities? 

 

1.2 Research Problem 

 

Financial statements help to reduce the information asymmetry problem between a bank 

(lender) and a business firm (borrower), and provide the relevant financial information 

about the firm that banks can use for granting loan to the firm (Donleavy, G. D. 1994, 

p.26-27). Financial statements contain the financial information that can help banks to 

determine the financial standing of the firm. Complete, relevant and reliable financial 

information makes this job easy. However, if the financial information is not of a high 

quality, banks may find it difficult to assess the financial standing of the firm (Jappelli 

and Pagano 2002, p.13-14). 

 

The medium sized entities in Pakistan have less quality financial statements (Ashraf and 

Ghani 2005, p.183-184). These MSEs are neither required to get their financial 

statements audited nor required to publish their financial statements (4
th

 schedule, 

Companies Ordinance 1984 Pakistan). Different studies found banks conservative to low 

quality financial statements in the lending process (Jappelli and Pagano 2002, p.13-14). 

Even though, the quality of the financial statements are low, banks still want to invest in 

SMEs because it is a growing and a profitable sector in Pakistan (Economic Survey of 

Pakistan 2008, p.7). However, to secure the investment or reduce the risk of the loan to 

SMEs, bank needs to be conservative.  Being conservative may affect how banks deal 

with the availability and quality of financial information to evaluate the financial standing 

of the prospective borrowing firm. Moreover, it would be interesting to know, under poor 

information environment, to what extent of financial information can be satisfactory for 

the bank to except the loan application from SMEs.  

  

We have the research problem that how banks deal with the financial information of 

medium sized firms in the credit assessment process? 

 

1.3 Purpose of the study 

 

Our main goal of the study is that how banks in Pakistan deal with the financial 

information of medium sized firms in the credit assessment process. We will see how the 

availability and quality of financial information affects the loan decisions of the banks. 

We will also see how the quality of financial information affects the verification process 

of the banks. 
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1.4 Limitations 

 

There are several limitations applied to our research that are as following: 

 

 Small and Medium Sized Entities (SMEs) include the Medium Sized Entities 

(MSEs) and Small Sized Entities (SSEs). However, we have not included SSEs in 

our research because SSEs in Pakistan do not prepare formal books of accounts 

and, in most cases, they do not apply for a bank loan. Moreover, the small sized 

entities (SSEs) are not attractive enough for banks because of the high 

information asymmetry and lack of demand of credit from the SSEs. According to 

a survey by State Bank of Pakistan, 95 percent of SSEs have never applied for a 

bank loan (SMEs Survey 2008). 

 Our study is limited to only bank‟s perspective that how the banks use the 

financial information for credit granting.  

 Our study is limited to large private local banks (Big 4) i.e. MCB bank, Habib 

Bank Limited, United Bank Limited and Allied Bank Limited in Pakistan because 

they have the larger share of credit in medium sized entities as compared to other 

banks. 

 We also have not included the Islamic banking system that is emerging in 

Pakistan because it is a different banking system as compared to traditional 

banking and it is limited to few cities with a very less share of market 

capitalization 

 

1.5 Disposition 

 

Chapter 1: We discuss the introduction and background of the research problem. We 

also discuss the research problem and purpose of our research along with the limitations 

related to our research.  

 

Chapter 2: This chapter includes the methodological assumptions and research design. 

Moreover, it explains the research strategy for empirical observation and data collection 

methods. 

 

Chapter 3: This chapter includes the legal framework for our research. We will discuss 

the lending infrastructure in Pakistan and medium sized firms.  

 

Chapter 4: This chapter includes the literature review on the research problem. We 

discuss the availability of financial information and banks‟ responses. We also discuss 

the quality of financial information and verification from the banks.  

 

Chapter 5: This chapter consists of the practical methods we used to gather and analyze 

the data.  

 

Chapter 6: This chapter contains the empirical observations of the variables we collected 

from the banks for our research. The observations include the variables of financial 
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information, quality of financial information, loan decisions and the verification of 

financial information.  

 

Chapter 7: This chapter consists of the analysis of the relationship between different 

variables. We analyze these variables to draw conclusions.  

 

Chapter 8: This chapter includes the conclusion and discussion of our research. It also 

includes the suggestion for further research and credibility criteria for the research.  
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2. Research Methodology 
This section is based on the methodology used for the research. The main topics of this 

section are choice of study, preconception, perceptive, research philosophy and scientific 

approach, and research design for our research. 

 

2.1 Choice of study 

 

Listed companies, in Pakistan, maintain proper books of accounts and publish them 

according to the International Financial Reporting Standards as adopted in 2001 by the 

Securities and Exchange Commission of Pakistan. These books of accounts are audited 

by independent external auditors, which make them more reliable. The accounting 

information presented in these statements is detailed and publically available. Moreover, 

there are other external sources like credit rating agencies and bond rating companies that 

provide the financial information about the listed companies. Banks can use this 

accounting information collected from different sources i.e. published financial 

statements by the company, auditor‟s report and credit rating agencies to evaluate the 

financial standing of the firm. However, the case is different for medium sized entities 

(MSEs) as they are not legally required to publish their books of accounts. In addition, 

there is no mandatory duty of audit on these firms. The source of the accounting 

information about medium sized companies is the companies themselves as the financial 

statements are not published and audited, and credit rating or bond rating for these 

companies is not available in Pakistan. Therefore, the use of the accounting information 

in the decision making process for these MSEs can be complex for banks to evaluate their 

financial standing. This possibility of complexity in the use of the accounting information 

attracted our attention towards this topic.  

 

Moreover, the medium sized entities are gaining attraction of banks in Pakistan because 

of its rapid growth and increasing demand of credit from banks. The average growth of 

the MSEs sector in Pakistan is 8% (Economic Survey of Pakistan 2008, p.7-9). This 

growth leads to 84 percent increase in the investment by banks in MSE sector in Pakistan 

(State Bank of Pakistan 2008). Therefore, this topic is current and relevant in Pakistan‟s 

scenario. 

 

2.2 Preconception 

 

When writing a thesis, it is very important to have a comprehensive point of view about 

the topic of the research. Our preconception about the topic was that the SMEs produce 

poor quality of financial statements. However, bank still need to assess the risk of 

granting the loan using poor financial information of SMEs to run the banking business 

as it is a growing sector in Pakistan. Therefore, we thought that it would be interesting to 

find the how banks deal with the financial information of small and medium sized firms 

in the credit assessment process. We (Kashif Ali Chohan and K.M. Abdur Rahaman) 

have same educational background. We have been studying Accounting and Finance for 

almost 8 years and have some work experience in this field.  Kashif have worked in 

different finance fields like accountancy, auditing and banking for almost three years. 

K.M. Abdur Rahaman worked as finance and accounts executive in Genesis 
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Technologies and Insight Interior firm for one year each. Both Genesis and Insight are 

well-known medium size enterprise in Bangladesh. We also want to mention here that 

our study at USBE gave the real boost to our intention to write on this topic. Specially, 

the courses of accounting, finance, auditing and financial statement analysis provided the 

base for writing our master‟s thesis on loan issues related to MSEs. In addition to our 

studies and work experience, we both have a keen interest in the lending process of 

banks.  

 

2.3 Perspective 

 

According to Eriksson and Wiedersheim-Paul (1997), perspective refers to the way of 

understanding or analyzing the problem form different dimension that cover all most all 

related area in relation with research topic. In this paper, we will study the topic of the 

research according to the bank‟s perspective. How banks react over the availability of 

different variables of financial information, how they react over the quality of the 

financial information to verify the financial information and grant or refuse loans to 

medium sized firms. Many MSEs prepare financial statements and provide them to obtain 

loan from banks, and bank officers assess the risk of loan based on the information 

provided on financial statements. Firms‟ financial statements help the banks to assess the 

firm‟s financial position. Therefore, the lending decision of the bank to MSE is an 

investment pronouncement associated with the risk and the return. 

 

2.4 Research philosophy and scientific approach 

 

Before conducting a research, it is very important to determine that in what way the 

reality exists and how the selected reality can be and should be studied or cognized. 

Ontology defined as a philosophical belief system about the nature of the reality that 

suggests what can be known and how can be known (Hesee-biber and Leavy, 2010, 

p.24). In our research, our stand for ontological consideration is objectivism. We believe 

that there is a single real reality that researchers can observe, categorize and measure 

(Kent, 2007, p.48). The social phenomenon in our research is that how banks deal with 

the financial information of medium sized firms that is separate from the social actors and 

exists without the influence of the social actions. The banks would have some certain 

rules and criteria of dealing with the financial information of the medium sized firms. 

Epistemology tells the ways that how the reality is studied in terms of its origin, size, 

framework and reliability (Saunders, Lewis & Thornhill, 2009, p. 112). There are two 

epistemological orientations i.e. positivism and interpretivism. Positivisms tells that the 

social world or social reality can be studied with the methods of natural sciences  In our 

study, we are using positivism, as we believe that the facts are separate from researcher‟s 

perceptions and we can apply the natural science methods to study the social reality. We 

also believe that there is a mechanism or framework in the banks based on that banks deal 

with the loan applications. We have 80 loan applications from medium sized firms to the 

banks in Pakistan and we used statistical tools that are consistent with positivistic 

approach to study a social phenomenon. We study that how the availability of certain 

financial information affects the loan decision of the banks. We also study that how the 

quality of financial information affects the loan decision and the verification process of 
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banks. All this dealing of banks with the financial information is separate from the 

researchers and the researchers have no influence on it.  Therefore, the reality can be 

studied, in this case, objectively with the help of deductive approach, as our research will 

be guided by theory. We will use the data of 80 loan applications gathered from the 

survey to increase the knowledge that how banks deal with the financial information in 

the credit assessment process to evaluate the financial standing of the borrower. 

 

 

 

Figure 2.1: The research process 

 

 
Source: Saunders, Lewis & Thornhill (2000, p.85) 

 

 

2.5 Research Design and Time Horizon 

 

We use the quantitative research design in our research because we collect quantitative 

data using surveys. The quantitative data includes different variables of financial 

information like number of years‟ financial information, audited financial statements, 

bank account statement and income tax return. Later, we analyze the impact of quality of 

financial information on the loan decision and the verification process of banks. 

Moreover, quantitative research strategy is suitable for this study because it will be 

helpful to collect the relevant data that will reflect the point of view of banks objectively 

and quantitative research design will help us to study the reality as a positivist. We collect 

data of 80 loan applications to the banks by medium sized firms. We compare the 

different characteristics like availability of financial information and quality of financial 

information and its relationship with the loan decisions and the verification process. We 

also use some descriptive statistical tools like percentages, bar graphs, chi-square test to 

measure the association between variables of financial information to analyze the impact 

of the above-mentioned variables of the financial information on the loan decisions and 

the verification process in our sample of 80 loan applications. 

 

The time horizon is of research is cross-sectional. The cross-sectional study is just like 

snapshot which means that it is used to understand a specific social phenomenon at a 

single point of time. We will collect the data by the survey from the banks a specific 
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point of time about the different variables of financial information of the loan 

applications of medium sized firms. 

 

2.6 Literature Search 

 

The literature, we used in our theoretical section, is collected from books and articles. 

Since our topic deals with MSEs in Pakistan, we tried to find studies done in Pakistan as 

much as possible. To relate our study to the global context, we also searched the studies 

done in other developing countries similar to Pakistan like Indian, Bangladesh, 

Kazakhstan, Uganda and Thailand. Mostly, we looked for articles and international 

reports related to MSEs loan in Pakistan and other developing countries. We found a few 

articles, journals, and international reports related to our topic. We could not find many 

articles on our topic because a little research is done on financial information of MSEs 

and how banks deal with it.  We used the information that we perceived from the articles 

and journals in our study paper with the references.   

 

We used internet sources to find the articles related to our topic to answer the research 

question and objective. The most important source to find our related articles and 

previous researches is the Umea university library‟s database. We retrieved the data from 

Business Source Premier (EBSCO), Science direct, FAR (Balans), Jstor, and LIBRIS and 

Emerald which mainly focus on the scientific journals, academic literature and published 

reports. We used some key words like SME, MSE, BANK LOAN, USE OF 

FINANCIAL STATEMENT, VERIFICATION OF FINANCIAL STATMENTS, 

ASSOCIATION WITH THE LOAN DECISION AND VARIFICATION, 

RELATIONSHIP BETWEEN DIFFERENT VARIABLES OF THE FINANCIAL 

INFORMATION AND LOAN DECISION, QUALITY OF FINANCIAL 

INFORMATION, CREDIT ASSESSMENT,   etc.  
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3. Theoretical and Legal Framework 
In this section, we will define different financial statements. Then, we will define and 

discuss the medium sized entities in Pakistan. At the end of this chapter, we will give a 

brief overview about the lending infrastructure in Pakistan. 

 

3.1 Financial Statements 

 

Firms make financial statements to provide information to the stakeholders about its 

activities and financial position. These stakeholders like shareholders, creditors, 

employees, investors etc. use the financial information provided in the financial 

statements for decision-making in their concerned matters. Many countries have some 

rules and regulations like International Financial Reporting Standards and International 

Accounting Standards to make and present financial statements. The implementation of 

IFRS for medium sized firms in the developing economies is still a big issue. In some 

developing countries like Kazakhstan, IFRS were not relevant which implied that nations 

must implement a national accounting system (Tyrrall et.al 2007, p.84-86). This is a 

common fact in the developing countries like India, Uganda, Thailand and so on (World 

Economic Forum Report 2010; Kasekende and Opondo 2003, p.5-6; Narain 2001, p.35-

39). In Pakistan, the firms, other than listed companies, who fall under the category of 

medium sized entities, depending on the form, that we will discuss later, shall follow the 

Accounting and Financial Reporting Standards for Medium Sized Entities as adopted in 

2006 but there is no statutory audit obligation on these medium sized entities (4
th

 

schedule, Companies Ordinance Pakistan 1984). According to Accounting and Financial 

Reporting Standards for Medium Sized Entities in Pakistan, the medium sized entities 

shall produce the following financial statements: 

 

a. Balance sheet 

b. Income statement 

c. Statement of retain earnings 

d. Cash flow statement 

e. Accounting policies and explanatory notes 

 

 

a. The balance sheet 

The balance sheet is a part of the financial statements of the business that shows 

the clear picture of the assets, liabilities and the ownership interest of the firm at a 

particular date. From the balance sheet, one can analyze liquidity and solvency 

that is important to evaluate the firm‟s strength to meet its current obligations. 

The balance sheet also provide the information of long term assets and liabilities 

that is important for the stakeholders of the firm because they can get the idea 

regarding what the company owns and owes. This idea could be used as primary 

information to make decisions (Walton 2000, p.5). 

 

b. The Profit and Loss Account 

The profit and loss account, also known as income statement, is a record of the 

operating activities of a firm for a given period of time. The accounting period of 
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the profit and loss account is normally counted for a year. It provides the 

information about the profitability of the firm. A reader can compare the 

profitability of a firm as income statement includes the figures of two periods, the 

current year and the preceding year. (Elliott, 2005, p.393)  

 

c. Statement of Retained Earnings 

In the statement of retain earnings, the changes of retains earnings are presented 

and explained. Statement of retained earnings is affected by the profit and loss 

account and dividend paid. The dividend and other charges could be used as signs 

of the firm‟s managements confident regarding firms future financial hopes. This 

statement also shows the owners or shareholders accounts balance at the end of 

the accounting period.  (Weygand et al. 2005, p.112). 

 

d. Cash Flow Statement 

The cash flow statement shows the effects of changes of investing, operating and 

financing activities on the cash and cash equivalent liquid assets. It is also called 

the funds flow statement that deal with cash inflow and outflow. It is a useful 

statement to determine the firm‟s ability to meet the current obligations that are 

already due or will be due in shorter period of time. (Walton 2000, p.6) 

 

e. Accounting Policies and Explanatory Notes 

Accounting policies are the policies that the company uses in preparing its 

financial statement. The accounting policies should be specified in the financial 

statement in the note section. Explanatory note is the separate section of the 

financial statements where the management explains the accounting policy and 

procedure and the method. Accounting method, measurement system and 

disclosures are mainly explained in this section. Accounting policies and method 

differs among companies depending on the way of implementing the rules. 

(Temte, 2004, p.89) 

 

3.2 Quality of Financial Information 

 

According to the Accounting and Financial Reporting Standards for Medium Scale 

Entities, the accounting information should be understandable, relevant, material, 

reliable, complete and timely. The quality of financial information plays an important 

role in assessing the risk of the loan objectively. The liquidity of the firm is a good 

accounting measure of the capability to meet short-term obligations. Banks want to see 

that the firms are capable to repay all of its current and near future obligations in time. 

Low quality financial information can make it difficult to evaluate liquidity of the firm 

and leads to a biased decision. Bardos (2011, p.59), found positive relationship between 

liquidity and quality of financial information that helps the creditors to evaluate the short-

term obligations of the target firms. The implementation of IFRS leads to timely and 

value relevant accounting measures that reduce information asymmetry. This process 

leads to the disclosure of relevant, reliable, complete, material and timely financial 

information that would assist creditors or investors to make informed and unbiased 
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decisions (Iatridis, 2010, p.194). IFRS define the quality of the accounting information in 

the following way: 

 

3.2.1 Understandability 

Financial information should be presented in such a way so that the users can understand 

and get the valuable information to serve their purpose. Off course, the users will have 

some kind of knowledge and willingness to read and understand the financial statements 

but still it is necessary to make it a bit easier. While preparing the financial statements, 

one should consider the social and geographical and educational phenomena of the users 

(Zimmerman 2003, p.129). 

 

3.2.2 Relevance 

The financial information should be relevant and it must have the capability to influence 

the economic decisions of the users. The financial information provided in the financial 

statement should also have ability to be used to evaluate the present, past and future 

economic and non economic events (Weygandt et al. 2005, p.135). 

  

3.2.3 Materiality 

The accounting information is material if it has significant influence on the economic 

decisions of the users. The materiality is a subjective judgement depends on the size and 

nature of the item of the omission or misstatement in the financial statements. The 

accounting materiality of an error also depends on the circumstances of its occurrence. 

Though a mistake or omission can hamper the quality of the financial statements, still it 

can be immaterial for the decision maker if the economic value of the mistake or 

omission is below the level of tolerance. Quantitatively, a misstatement is material, if the 

omission or misstatement is significantly large compared to or in relation to the size of 

the firm‟s bases of net income before taxes, current assets, current liabilities, total sales 

and total assets or owners equity (Hayes et al. 1999, p.236). 

 

3.2.4 Reliability 

The financial information is reliable if it does not contain any material misstatements and 

presented fairly. While producing the financial information, firms should not have any 

predetermined or expected outcomes of the information. Otherwise, there will be some 

biasness in providing information in the financial statements (Temte 2004, p.89- 92). 

  

3.2.5 Completeness 

The information provided in the financial statements should be reliable and complete. If 

there is some omission or misstatement then it is not completely informative financial 

statement and that can mislead the user of this statement. The user should have all the 

necessary financial information to make economic decisions (Zimmerman 2003, p.132). 

 

3.2.6 Timeliness 

Timeliness of the financial information refers producing the right information in the right 

time so that the users can use it when they need it. The relevance and reliability of the 

information depends on the timeliness of the information production. The information is 

not relevant if the user get it after his or her decision time frame (Elliott 2005, p.274). 
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3.3 Auditing 

 

International Standards on Auditing provides that the objective of a financial statement 

audit is to express an opinion on the financial statement if they are prepared in 

accordance with financial reporting framework. According to ICAP, „Auditing is an 

independent examination of financial records of a firm with a view to express an opinion 

thereon.‟ 

 

Auditing provide reasonable assurance that the financial statements do not contain any 

material misstatements. If an independent external auditor audits the financial statements 

of a firm then the reliability factor exists more in this case. Banks and other financial 

institutions can rely more on the information provided in the audited financial statements 

of the company when deciding about the loan. However, in case of non-audited financial 

information, there are big chances of misrepresentation of the financial data and even 

some firms can provide fraudulent financial information to banks and other financial 

lending institutions. Therefore, the banks cannot rely blindly on non-audited financial 

statements of the firm (Kinney and Martin 1994, p.150-151). 

 

3.4 Medium Sized Entities (MSEs) 

 

Banks deal with different types of individuals and businesses. Our study is focused on 

medium sized entities. Therefore, it is important to identify that what businesses are 

classified as MSEs in Pakistan. Our study focuses on the financial information and banks; 

therefore, we thought that it is more appropriate that how State Bank of Pakistan
3
 and 

Accounting and Financial Reporting Standards for MSEs define the medium sized 

entities because all the banks in Pakistan are subject to follow the regulations and 

directions of the State Bank of Pakistan in their day-today business including dealing 

with small and medium sized firms. ,  

 

As defined by the State Bank of Pakistan, MSE means an entity, ideally not a public 

limited company, which does not employee more than 250 persons (if it is manufacturing 

concern) and 50 persons (if it is trading / service concern) and also fulfills the following 

criteria of either „1‟ and „3‟ or „2‟ and „3‟ as relevant: 

 

1. A trading / service concern with total assets at cost excluding land and buildings 

up to 50 million rupees 

2. A manufacturing concern with total assets at cost excluding land and building up 

to 100 million rupees 

3. Any concern (trading, service or manufacturing) with net sales not exceeding 300 

million rupees as per latest financial statements 

 

According to the Accounting and Financial Reporting Standards for MSEs, 

 

 

Medium sized entity: 

                                                 
3
 State Bank of Pakistan is the central of Pakistan. 
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I. is not a listed company or a subsidiary of a listed company; 

II. has not filed, or is not in the process of filing, its financial statements with the 

Securities and Exchange Commission of Pakistan (SECP) or other regulatory 

organization for the purpose of issuing any class of instruments in a public 

market; 

III. does not hold assets in a fiduciary capacity for a broad group of outsiders, such as 

a bank, insurance company, securities broker/dealer, pension fund, mutual fund or 

investment banking entity; 

IV. is not a public utility or similar entity that provides an essential public service; 

V. is not economically significant on the basis of criteria as defined in paragraph 

below; and 

VI. is not a Small-Sized Entity (SSE) as defined in paragraph below. 

 

Economically Significant Entity 

 

 An entity is considered to be economically significant
4
 if it has: 

(i) turnover in excess of Rs. 1 billion, excluding other income; 

(ii) number of employees in excess of 750; 

(iii) total borrowings (excluding trade creditors and accrued liabilities) in excess of Rs. 

500 million. 

 

In order to be treated as economically significant any two of the criterion mentioned in 

(i), (ii) and (iii) above have to be met. 

 

Small-Sized Entity (SSE) 

 

A Small-Sized Entity (SSE)
5
 is an entity that: 

(i) has paid up capital plus undistributed reserves (total equity after taking into account 

any dividend proposed for the year) not exceeding Rs. 25 million; and 

(ii) has annual turnover not exceeding Rs. 200 million, excluding other income. 

 

In order to qualify as a Small-Sized Entity, both of the above-mentioned conditions must 

be satisfied. 

 

3.5 Forms of MSEs in Pakistan 

 

The form of the business depends on so many factors that are related to the size of the 

business, product, market, tax regulation, and so on. MSEs, in Pakistan, can be a 

proprietorship, partnership, or a limited corporation. May be, we need to identify all of 

the form of MSEs in order to better understand our topic because the quality of 

accounting information generated by MSEs is different in different forms of businesses. 

We will explain the accounting environment about different forms in the accounting 

environment section. Here in this section, we will simply define the different forms of 

MSEs that exist in Pakistan. 

                                                 
4
 Economically significant entities are governed by the same rules as for listed companies. 

5
 There are no detailed accounting standards for SSEs in Pakistan 
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3.5.1 Single Proprietorship 

 

Sole proprietorship is the most common and simple form of business. In this form of 

business, the owner of the business is the only responsible person who will take all the 

liability. He or she will take all the decisions and manage all the business activities. 

Legally, in Pakistan like other countries, sole proprietorship does not require to be 

registered as a business firm and there is no distinction between the owner and the 

business. In Pakistan, few medium sized entities are operating under single ownership 

structure (SMEs survey by State Bank of Pakistan 2008, p.10). 

 

3.5.2 Partnership 

 

Partnership is a form of business that has more than one owner and they carry out the 

business activities. This type of business is easy to manage and less expensive to form as 

compare to corporate firms. In Pakistan, Partnership Act 1932 governs the partnership 

business. According the law, from 2 to 20 partners can form a partnership business. The 

liability of all partners is unlimited; limited liability model of partnership is not practiced 

in Pakistan, which means that the personal assets of all partners are liable. Partnership 

Act 1932 states that a partnership can be unregistered partnership or registered 

partnership. It means that the registration of partnership is not mandatory; however, a 

registered partnership enjoys some legal rights e.g. partnership business can sue by her 

own name. This type of business cannot raise their capital by issuing securities in the 

open market and so it is more dependent on the borrowing from financial institutions to 

finance projects. Most of the MSEs in Pakistan are partnership firms (SMEs survey by 

State Bank of Pakistan 2008, p.10). 

 

3.5.3 Corporation 

 

Corporate form of ownership is a little complicated form of business as compared to 

proprietorship and partnership form of businesses. A corporation has its own name with 

legal entity and exists like an individual person. According to Pakistan‟s Companies 

Ordinance 1984, a company can be private limited or public limited company. In our 

research, we will work only with private limited company because public limited 

company cannot be a MSE according to the rules of central bank in Pakistan. 

 

In Pakistan, corporate MSEs are operated under rules of private limited company that 

cannot issue shares to open market. Private limited company cannot offer its shares to 

open market because of certain restrictions. According to Companies Ordinance 1984, 

private limited company is a limited liability organization and the total number of 

shareholders must not be more than 50.  Stockholders can transfer their shares only to 

other stockholders within the corporation but not to the general public. Most medium size 

enterprises that have more than one product and complex business environment are 

operating under this form of business. It is the second most common form of business for 

MSEs in Pakistan (SMEs survey by State Bank of Pakistan 2008, p.10). 
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3.6 The lending infrastructure in Pakistan 

 

The lending infrastructure of the country plays an important role in credit assessment 

process. The quality of the accounting information and the use of accounting information 

in decision making is directly related to the lending infrastructure because it tells that 

how this information should be generated, processed and presented (Berger and Udell, 

2004, p.15). The lending infrastructure includes the information environment, the legal, 

judicial and bankruptcy environment, and tax and regulatory environment. 

 

3.6.1 Information Environment 

 

The information environment in the country plays an important role in the credit 

assessment process. The quality of the accounting information presented in the financial 

statements is directly linked to the information environment because it tells that how this 

information should be generated, processed and presented (Berger and Udell, 2004, p.15). 

The information environment includes accounting environment and information on 

payment performance that has a significant effect on the availability of credit to MSEs. 

The accounting environment shows the existence of strong accounting standards and 

independent accounting and auditing institutions that are important for informative 

financial statements. 

 

The traces of accounting environment in the subcontinent (Pakistan and India) can be 

found centuries back. Michael and Nandy 1992, p.89-90 suggests that a bilateral form of 

accounting was in use before 1191 in the subcontinent. Gladwin 1796 cited by Ashraf 

and Ghani 2005, p.180 argues that an accounting system called Hindu method of 

accounting existed in 1583. This Hindu method of accounting was a double-entry system 

used by Bengali traders (Hamilton 1798 cited by Ashraf and Ghani 2005, p.180). 

However, the formal accounting, as we know today, was introduced in the subcontinent 

by the British Government in 1850. The Companies Act 1850 and Companies Act 1857 

introduced an accounting framework and statutory audit duty on companies (Ashraf and 

Ghani 2005, p.180-182). These acts required the companies to submit their half-yearly 

financial statements along with auditors‟ reports. Later on, Companies Act 1883 provided 

detailed guidelines for accounting and auditing requirements including the terms of 

appointment, remuneration and duties of auditors (Saeed 1993, p.45-46). Another 

important milestone in the accounting environment in the subcontinent was the 

Companies Act 1913 which mandated that every company should have to maintain 

proper books of accounts for sale, purchases, receipt, payments, assets and liabilities. 

This law also mandated that a person could only be the auditor of the firm if he/she had 

auditor‟s certificate issued by the government. In 1947, the subcontinent was divided into 

two countries i.e. Pakistan and India. Pakistan adopted the Companies Act 1913 after its 

independence. 1952 marked the first step towards the institutional development of 

accounting profession in Pakistan by forming of Pakistan Institute of Accountants which 

then, in 1961, emerged as Institute of Chartered Accountant of Pakistan (ICAP)
6
. 

Pakistan became the member of International Accounting Standard Committee (IASC) in 

                                                 
6
 ICAP is a body which governs the accounting environment in the country by issuing accounting and 

financial reporting standards and also set rules and regulations for accounting and auditing profession. 
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1974. At that time, Pakistan had no specified accounting standards; therefore, ICAP 

encouraged its members to recommend companies to prepare their accounts according to 

the International Accounting Standards (IAS). But still, it was not mandatory for 

companies to follow IAS until 1984. Companies Ordinance 1984 Pakistan, for the first 

time, mandated listed companies to comply with International Accounting Standards to 

prepare and present their financial statements (Ashraf and Ghani 2005, p.182-185). 

 

The small and medium sized companies had almost been neglected and there had been no 

specified accounting and auditing standards for these firms (Ashraf and Ghani 2005, 

p.186). In 2006, ICAP and Securities Exchange Commission of Pakistan decided to bring 

medium sized entities under a financial reporting framework. ICAP issued Accounting 

and Financial Reporting Standards for Medium Sized Entities in 2006 and required MSEs 

to prepare their financial statements with compliance of these standards. Although, very 

few MSEs who are run by sole proprietors  in Pakistan (SME survey by State Bank of 

Pakistan 2008, p.10) but the MSEs who are sole proprietorships have to comply with 

MSEs standards to prepare their financial statements. However, these sole-

proprietorships do not bear the mandatory audit obligation. The situation is quite similar 

for unregistered partnership firms and registered partnership firms as for sole 

proprietorships (Partnership Act 1932 Pakistan). The MSE firms who are private limited 

companies also have to follow MSEs accounting standards to maintain detailed formal 

books of accounts. They also bear the mandatory audit obligation by an independent 

external auditor (4
th

 Schedule, Companies Ordinance 1984 Pakistan). 

 

Information on payment performance is also important for the accounting environment of 

the country because it provides third-party information on the creditworthiness of firms. 

Third party information exchanges or credit bureaus are the formal organizations which 

maintain the payment performance information of different firms. Countries with strong 

payment performance information have the high quality accounting information (Jappelli 

and Pagano 2001, p.10-12). Pakistan is a country where the third-party information on 

payment performance is not available. The banks and other financial institutions maintain 

the record over the time of their clients themselves and do not share the payment 

performance information (Dasanayaka 2008, p.74-75). 

 

3.6.2 The Legal, Judicial, and Bankruptcy Environment 

 

Legal system of a country is an important factor that affects the accounting system of the 

country (Berger and Udell, 2004, p.15). Two type of legal system exist i.e. common law 

and code law (La Porta et al. 1998, p.1138-1139). Common law, also known as Anglo-

Saxon model, countries have the characteristics of fair and transparent presentation of 

financial statements with full disclosures. Private accounting and auditing bodies set the 

accounting and auditing standards in the country. The common law legal system 

emphasizes on the investors‟ perspective as the stock markets are the dominant source of 

financing (Ashraf and Ghani 2005, p.190-191). However, the code law, also known as 

Continental model, countries have lower level of disclosure requirements. The focus of 

the financial reporting is aligned with tax laws and government has direct influence on 

the setting of accounting and auditing standards. The code law system focuses on the 
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creditors‟ perspective because the financial institutions (banks) are dominant source of 

financing (La Porta et al. 1997, p.1145-1147). The case of Pakistan is little complicated 

and confusing. Many studies consider Pakistan as common law country because of its 

colonial British rule, and Pakistan adopted the International Auditing Standards (IAS) at 

very early stage. However, some studies argue that Pakistan is Code law country because 

of the weak equity market, debt as dominant source of financing and low quality of 

financial reporting (Ashraf and Ghani 2005, p.190-191). 

 

Different studies argue that the high quality of accounting information is not possible 

without the effective enforcement mechanism as the enforcement of accounting standards 

is as important the accounting standards themselves (La Porta et al 1997, p.1149-1150). 

Enforcement mechanism includes the rule of law, judicial system and audit system in the 

country (Hope 2003, p.225-227). Historically, Pakistan had a weak enforcement 

mechanism as from 1947 to 1970; the Company Act 1913 was the only administrative 

law for financial reporting. However, later on, the situation became better by Securities 

and Exchange Rules 1972, formation of Corporate Law Authority in 1981, Companies 

Ordinance 1984, adoption of International Financial Reporting Standards in 2001 and 

Accounting and Financial Reporting Standards for MSEs in 2006 (Ashraf and Ghani 

2005, p.190-193). Loan contract is also influenced by the judicial and bankruptcy system. 

The judicial and bankruptcy system in Pakistan is poor due to the weak government 

institutions. The poor judicial system makes it more difficult when there is a conflict 

between the parties in the contract. It is not easy to recover the amount from the borrower 

in case of non-payment (SMEs survey by State Bank of Pakistan 2008, p.21, Jesmin and 

Rubayat 2009, p.56). 

 

3.6.3 Tax and Regulatory Environment 

 

The taxation laws of the country may affect the quality of accounting information. Nashui 

1984 p.101-102 argues that the firms in under-developed countries are accused of 

preparing three sets of financial statements i.e. one set for external reporting, the second 

set for tax authorities showing depressed income to reduce tax liability and the third for 

banks and other lenders showing very rosy picture of the financial position of the firms. 

This triple financial statements‟ notion is also practiced in Pakistan to manipulate the 

levels of revenues and expenses. Medium sized firms, who have no mandatory audit 

obligation, have been found to prepare more than one set of financial statements (Ashraf 

and Ghani 2005, p.193-194). Therefore, to tackle this problem, the government of 

Pakistan made a law in 1990 which requires firms to pay a minimum of 0.5 % tax of the 

annual turnover irrespective of profit or loss
7
.  

 

 

 

 

 

 

                                                 
7
 Section 113 of Income Tax Ordinance 2001 
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4. Literature Review 
In this section, we will present the relevant literature to support our research topic and 

research question. We will discuss why MSEs need finance, why they apply to banks for 

loans and how banks deal with the financial information of MSEs. 

 
4.1 Why MSEs apply for a bank loan? 

 

It is important to know that why MSEs apply for a bank loan to finance their projects. 

Finance is as important for any business as blood is important for any living body. MSEs 

need a reasonable amount of finance for their smooth operations, innovations and 

technological improvements, marketing of finished products, human recourse training 

and development. Large companies like public limited companies have access to public 

funds as they can sale their securities to the general public in the stock exchange to raise 

funds to smoothly run their operations. However, the situation is quite different in case of 

medium sized enterprises, as these enterprises have no access to public funds. Many 

MSEs, depending on its size and form, finance their businesses by private means like 

owner‟s equity and funds from family and friends. In the financial literature, it is argued 

that firms use the pecking order hypothesis in financing their projects that allows the 

firms to get finance initially from internal sources, such as owners, relatives and business 

associations, because these internal sources of finance are less expensive to use as 

compare to other external sources such as equity and debt financing. Therefore, first the 

firms use the internal fund and later external financing to avoid the issuing and other 

information cost associated with external financing (Myers and Majluf 1984, p.46). 

However, the funds available from internal sources are limited. External financing 

sources for MSEs can be private placements and corporate bonds but these sources are 

too expensive for MSEs with their limited resources (Myers and Majluf 1984, p.46-47). 

Sometimes, the internal sources of financing are often insufficient to finance the capital 

needs of small and medium sized firms. Therefore, the bank loan is a feasible way of 

external financing for MSEs and many MSEs use it to finance their projects (Storey 

1994, p.112). 

 

4.2 How banks deal with the financial information 
 

When a medium sized firm applies for a loan, the problem a bank may face is the 

information problem. Bank does not know much about the past performance of the firm, 

the current financial position of the firm and the expected future cash flows of the firm 

(Danos et al. 1989, p.236-238). The bank is dependent on the financial information 

provided by the borrowing firm. It means that the prospective borrowing firm knows 

more about itself and its future cash flows than the bank knows. This information 

asymmetry problem hinders the bank to screen-out bad borrowers who are likely to 

default (Koford and Tschoegl 1997 p.45). Another problem the bank may face is the 

difference between the levels of risk faced by the bank and the borrower. Investment in a 

project comes out with two possibilities i.e. success or failure. The success generates 

profit and the loss results in loss of invested money. Loan funded projects are in favor of 

the borrower as it limits the potential loss of the borrower but do not limit the potential 

profit.  In case of profit, the borrower pays the principal amount along with interest and 



20 

 

enjoys the remaining money. However, the situation is quite different for the bank as in 

case of success; the bank will only get the interest amount. However, in case of loss, the 

bank will lose the principal amount as well as the interest amount (Stiglitz and Weiss 

1981, p.393-394). The bank can overcome this information asymmetry problem by 

having reliable financial information about the prospective borrower (Berger and Udell, 

2002, p.15). This reliable financial information can be obtained through credit bureaus 

that provide third-party information about the creditworthiness of a particular person or a 

business firm. However, the credit rating information about small and medium 

enterprises is not available in Pakistan (Dasanayaka 2008, p.77-78). The other alternative 

to obtain reliable financial information about the prospective borrower can be reliable 

financial statements of the borrowing firm. In developed countries like USA, UK, 

Canada, Germany and France, banks may ask the borrowing firms to provide audited 

financial statements for several years (3-5) to screen out bad firms. Chan et al. 1986 p. 

244-245 argues that the time separates the goods firms from bad firms who were simply 

been lucky.  It also indicates that the management is competent of a firm who is operating 

successfully for several years and that the firm has a history of handsome financial 

standing. Audited financial statements indicate that the financial information is reliable 

with a well-constructed accounting system.  

 

Banks may adopt income-based approach where banks will investigate and analyze the 

past financial performance of the firm, the current financial standing, the business plan 

and its prospects. For this purpose, financial statements and other related financial 

information is very important.  The loan decisions may be affected by the strength of the 

balance sheet and income statements. The banks may take different financial aspects such 

as firm‟s size (annual sales), debt to assets or cash to assets. Moreover, histories of 

transparent businesses and strong audited financial statements as qualifying factors for 

financial statement lending (Rebel A. Cole et al. 2004, p.4-9). For verification of 

financial information, the lending officer of the bank can visit the borrowing firm 

personally. By his visit, the lending officer can make an idea by his experience whether 

the firm really exists, well organized and looks successful but still he needs reliable 

financial information for an accurate decision (Koford and Tschoegl 1997, p.27). 

The focus is on the strength of the borrower‟s financial position. Two factors are very 

important in analyzing the financial statements. One is that the financial statements must 

show the acceptable financial strength in terms of the ability to pay-back the principal 

and interest. This ability can be judged by analyzing different financial ratios. Kieso and 

Weygandt 1980, p.78, classified four types of ratio analysis i.e. liquidity, activity, 

profitability and leverage. Liquidity ratios deal with the current assets and current 

liabilities that measure the firm‟s ability to meet the day-to-day obligations. The most 

common type of liquidity analysis is current ratio or quick ratio and net working capital 

ratio. Activity ratios help to understand the firm‟s ability in converting the several 

accounts into sales that indicate the capability to payback the debt in time. The major 

types of activity ratio are assets (fixed and total) turnover and inventory turnover. 

Profitability analysis measures the firm‟s ability to translate the sales value into the profit 

as well as the ability to produce the return for different stakeholders. Profitability analysis 

includes rate of return on assets, return on equity and margin of profit on the sales etc. 
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The analysis of the leverage ratios helps the loan officer to assess the risk of the loan. 

Traditionally, the firm having the higher leverage is more risky because it has more 

liability and less equity. Bank prefers the firm having low leverage ratio between 40 to 50 

percent indicated by debt to total assets. Bank as a short-term creditors pay more 

attention to cash flows and current ratio analysis in making lending decision (Tamari, 

1978, p.46-54). 

While analyzing the financial statements of the borrower, the bank is concerned about the 

expected future cash flow of the business as source of loan repayment. Because the 

expected future cash flow could be a good indicator of the borrower‟s ability; how and 

when the borrower can repay the loan (Berger and Udell, 2004, p.29-30). The expected 

future cash flows can be measured by analyzing income statement, balance sheet and 

cash flow statement. The analysis of the income statement could tell the pattern of the 

growth in net income as compared to the previous years‟ net income. How the direct 

costs such as material, labor; and indirect or fixed cost such as salaries, rent, depreciation 

etc. affect the net income. Working capital could also be an important tool in the analysis 

as it shows the firm‟s ability to meet its day-to-day obligations (Kieso and Weygandt 

1980, p.87). The bank may concern about the cash level required to meet current 

obligations. Inventory level is varies for different businesses i.e. manufacturing and retail 

firms have greater inventory levels than a service firm. Selling and buying pattern 

determines the debtors and creditor level. Cash flow statement shows the impact of cash 

by all business transactions. It reflects what actually the firm is receiving and paying in 

cash from its bank account. Therefore, the firm‟s bank account statement can be a useful 

statement to confirm or investigate the cash flow statement because; to prepare the 

satisfactory cash flow statement the firm can overstate its bank balance as Harry Domash 

mentioned on his Web site, WinningInvesting.com. "Unlike reported earnings, there is a 

little a company can do to overstate its bank balance." Finally, the balance sheet tells the 

financial position of the firm on a particular date. Banks concern about the equity and 

debt proportions. If the assets of the firm are financed by a larger portion of equity then 

the firm could be attractive for the banks to lend and vice versa. The assets shown in the 

balance sheet are at cost, so it is important that these assets should be evaluated according 

to the market in order to get the real financial position of the firm. 

(www.evancarmichael.com retrieved on 2
nd

 of March 2011) 

 

Bank is highly concerned about the reduction of associated risks with small and medium 

sized firms‟ lending. The best way to get better risk management of their SMEs loan 

proposal is to have reliable and relevant accounting information on a timely basis that is 

important to reduce the information asymmetry and adverse selection problem (Baas and 

Schrooten 2005, p.9-10). The one way to get desired financial information from small 

and medium sized firms is their financial statements. To obtain reliable and relevant 

financial information from financial statements, it is necessary to have individual 

financial institutions in the country with efficient mechanisms to process and analyze the 

data to support the users‟ decision-making. Moreover, a proper financial markets 

infrastructure is also necessary to enhance the production of reliable and relevant 

financial information.  In case of strong lending infrastructure, bank can demand and use 

credit-scoring systems, information provided by external providers and risk self-
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assessment for the SMEs to solve the information asymmetry problem (Berger et al. 

2001, p.2128-2130). 

 

However, these sources of information are not available in the developing country where 

there a poor lending infrastructure exists.  Even in many developed countries, where the 

lending infrastructure is strong, the small firms are not required to report their financial 

statements in a standardize manner.  Therefore, bank may demand more personal data of 

the owners along with the financial condition, prior payment history, public filings, 

industry comparative data, and years in business, industry and sales volume of the firm 

(UNCTAD 2001, p.5-7). Bank emphasis on this kind of information because these are the 

good indicator of the future performance of the SMEs based on which bank can make 

lending decision. 

 

Under poor lending infrastructure, bank needs more financial information to assess the 

risk of the loan to be granted to small and medium sized firms. Most of the developing 

countries have poor lending infrastructure which do not requires the SMEs to publish the 

proper book of accounts or financial statements. The financial and accounting 

information is not available or imprecise and insufficient to make lending decision for the 

banks.  In this case, it is more complicated to assess the risk of the requested loan to the 

small and medium sized firms and banks may require some additional financial 

information. In a study in Uganda, it was shown that bank need audited financial 

statements, management accounts, SWOT analysis of the project to be financed, and 

financial projection of the firm, complete business plan, records of the repayment of loan 

and other draft and contracts (Kasekende and Opondo,2003, p.7-8 ). Many studies found 

that the lenders want to evaluate the future cash flow and the firm‟s assets in the place 

from the financial statements to qualify the loan applicant (Libby 1979, p.51-53; Sinkey 

2002, Chapter 10)  

 

Proposition I: The availability of financial information affects the loan decision 

of the banks. 

 

To make a loan decision, banks need a reasonable amount of financial information about 

the prospective borrower. The banks want to know the past performance of the firm, how 

well the firm is doing in the present, what are the prospects of the business project, and 

what will be the future cash flow of the firm.  

 

4.3 Quality of financial information 

 

According to Pettit and Singer 1985, p.48-52; Ortiz-Molina and Penas 2006, p.362-364, 

the quality of the financial statements of small and medium firms differ because they are 

not required to be audited. This variation in the financial statements leads the inability of 

the bank and other creditors in separating the good and bad firm. The incomplete 

information in the financial statements of small and medium firms also leads to raise the 

cost of the firm of funding. Therefore, the cost of providing complete information in the 

financial statements is high because bank charges high return for the risky investment 

(Weinberg 1994, p.20-22). Moreover, typically it is argued that small and medium firms 
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are subject to incomplete, unaudited, inconsistent and not publicly available accounting 

information in their financial statements. Therefore, Berger and Udell (1998, p.15) 

treated the small and medium sized enterprise as “acutely informationally opaque” 

businesses. Moreover, small and medium firms have poor record keeping and inefficient 

accounting information that is not only problematic to run the successful business for 

them but also makes it difficult for the bank and other creditors to assess the risk of  loan 

to small and medium firms. (Sarapaivanich 2003, p.6-7 investigated that insufficient, low 

quality and low reliability of the financial information of small and medium firms is the 

problem in making financial decision regarding them in Thailand. This problem leads 

small and medium firms to poor access to external fund form bank or other financial 

institutions. 

 

The existence of information asymmetry is not new in small and medium sized firms‟ 

reporting. Because small and medium firms were facing several problems in producing 

relevant and reliable financial information in their financial statements, the international 

standards of accounting and reporting (ISAR) have introduced some expected 

characteristics that should be taken into account in the accounting and reporting system 

for the SMEs. These characteristics include “user-friendliness, flexibility to 

accommodate growth, standardized formats and adherence to generally accepted 

accounting practices”.  But still the cost and the business skill of producing the reliable 

accounting information in SMEs reporting is unfavorable for the user of the accounting 

information (UNCTAD  2001, p.6-7). 

 

Due to the lack of rules and regulations, some firms also manipulate the financial 

information to show a rosy picture of their financial standing by increasing income level 

and value of assets. Dechow et al. (1996, p.30), used a sample of 92 firms found that the 

important motivation to manipulate the financial information is the willingness to attract 

external financing at low cost. This risk of fraudulent presentation of financial 

information leads toward the low quality of financial information. Efendi et al. (2007, 

p.673), find that the likelihood of misstatements in the financial statements of the firms 

increases if the firms want to raise new debts or equity capital. The likelihood of 

misstatement means that the financial information lacks in the relevancy, 

understandability, reliability, completeness and timeliness (SAS 82 and SAS 99). 

Proposition II: Banks are likely to make grant decision if the quality of the financial 

information is not poor. 

Medium sized firms are neither required to get their financial statements be audited and 

nor publish them in Pakistan (4
th

 schedule, Companies Ordinance 1984 Pakistan). 

Moreover, it is expensive for medium sized entities to have a „Big Six‟ accounting firm 

as their auditor. Most of non-public limited firms, who have audited accounts, use less 

reputable local accountants as their auditors (SME survey by State Bank of Pakistan 

2008, p.21-22). Therefore, the borrowing firm has a chance to conceal any potentially 

deleterious information and manipulate the financial information to show a rosy picture 

of the financial standing of the firm.  
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4.4 The verification of the financial information 

 

The verification of the financial information leads less information asymmetry. Bank as a 

creditor verify the financial information to confirm that the statement were presented in 

fairly manner. Not all the financial information can be verified because it is time 

consuming and there is a cost of verification. In the financial literature, it is argued that 

the investors or the creditors should identify the risky area of the business and then verify 

all the information related to those areas. The risky areas of a particular business varied in 

different industries. Identifying the risky areas of the firm‟s business is a professional 

judgment. Therefore, bank will decide what accounts or financial information should be 

verified. However, the firms who follow international norms and regulation should 

guarantee the verifiability of the financial information to the user of the information 

(Ravas and Monea, 2010, p.320). The verifiability of the financial information is the 

fundamental right of the user in making the financial decision. However, it is found that 

the user of the financial information usually have poor access to the financial data for 

both audited and unaudited firms (Minni, 2010, p.497-498). For medium sized entities 

under the poor information environment, verification is more important as well as 

complex work to do because the financial statements are usually unaudited. In the 

financial literature, it is argued that the unaudited financial statements require more 

verification then audited. Banks want to verify the financial statements of the small and 

medium sized enterprise because the financial statements are mostly unaudited and small 

and medium sized enterprises are known as “acutely informationally opaque” businesses. 

(Berger and Udell, 1998, p.15) 

 

Proposition III: Banks strictly verify the poor quality financial information. 

 

However, the financial statements verification highly influences the lenders pricing 

decision (Blackwell et al. (1998, p.68-69), Kim et al. (2011, p.78). The pricing decisions 

of the loan are more responsive to the variables of the financial statements (interest 

coverage, current ratio, assets tangibility etc. verified in the credit analysis (Minni, 2010, 

p.464-465). Traditionally, lenders charge low interest rate to the firm having highly 

verifiable and positively informative financial statements. The ability of the firm in 

repaying the loan to the lender is significantly depends on the generation of the future 

cash flows. Verification of the future cash flows of the firm is important for the lenders to 

confirm the repayment of the loan in due time (Libby, 1979, p.51-53). Lenders also 

assess the loan repayment ability by analyzing the firm‟s assets in place known as 

“collateral in the event of default” and cash flow generating ability (Sinkey, 2002, 

Chapter 10). Therefore, verification of the financial statements helps in making less risky 

lending decision and “hardens” the financial information in the debt pricing process (Ijiri, 

1975, p. 33–40).  
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5. Practical Methods 
 

5.1 Collection of data 

 

The quantitative data can be collected by different ways e.g. through questionnaires, 

observations, experiments and communication (Bryman et al., 2007, p.155). We have 

collected the data from the regional head offices of big 4 banks in Pakistan. We collected 

the data of 80 loan applications by the Medium Sized firms of which in 40 cases, the 

banks granted loans and in 40 cases, the banks rejected the loan applications. We asked 

the banks to provide data that have some certain characteristics i.e. the annual turnover 

between 200 million rupees to 1 billion rupees because we do not want to cross over the 

definition of Medium Sized firm by the Central Bank of Pakistan and by the Institute of 

Chartered Accountants of Pakistan. We want to remove the effect of the collateral and the 

relationship banking so that we can focus on the financial information aspect of the loan 

applications; therefore, we asked the banks that all the applicant firms must have 

sufficient collateral against the loan amount and they should not be the regular customers 

of the banks. We did not collect the data on the availability of basic financial statements 

like balance sheet, profit & loss account and cash flow statement because it is mandatory 

to submit these financial statements along with the loan application. Rather, we focused 

on the availability of other financial information like number of years‟ financial 

statements, bank account statement, income tax return and audit that are not mandatory to 

submit along with the loan application. We want to know how these financial information 

variables affect the loan decisions of the banks. We made a questionnaire to collect the 

data on certain variables of 80 loan applications. The questionnaire was written in 

English language because, in Pakistan, English is the official language being used for 

communication. We used Google Docs to conduct our survey in Pakistan. It is a software 

program for web based survey and advantageous because it takes relatively less time to 

get responses from respondents. Specially, in our case, paper-written survey would have 

been time consuming because we were in Sweden. Anyhow, to get the responses, first, 

we sent a web link containing our questionnaire through an email. We also attached a 

cover latter in the email. 

 

5.2 Sampling Techniques 

 

Bryman et al., 2007, p.180 argues that to study the whole population, sampling 

techniques facilitates to reduce the amount of data needed by collecting the data from a 

subgroup rather than from the whole population. The population of our study is the loan 

applications from medium sized firms to the Big 4 banks in Pakistan i.e. United Bank 

limited, Habib Bank Limited, MCB Bank and Allied Bank Limited. We have chosen the 

four big banks because they have the largest market capitalization and investment in 

medium sized entities‟ sector in Pakistan as compared to other banks in the country. We 

could not use the probability sampling in our study because it is not possible for us to 

access to all the loan application by the medium sized firms to the banks and also because 

the associated high cost. We want to create a representative sample of the population 

(Bryman et al., 2007, p.180) who has the relevant attributes and characteristics. 

Therefore, we used the snowball sampling which is non-probability technique in our 
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research to find the responsible persons in the banks who can give us our desired data. 

Then, we used the stratified sampling to select the loan applications by the medium sized 

firms because we need the data that have certain characteristics which we have explained 

earlier. 

 

5.3 Description of Banks 

 

5.3.1 MCB Bank 

  

MCB bank was incorporated in 1947. The bank was nationalized in 1974 and again 

privatized in 1991. Now, it is one of the main leading commercial banks in Pakistan. The 

deposit base of MCB bank is more than 368 billion rupees and its total assets are over 

500 billion rupees. MCB bank has the largest market capitalization in Pakistan which 

accounts for more than 1.8 billion US dollars. The bank is providing its services to more 

than 4 million customers by its 1081 branches and over 300 ATMs. The bank deals with 

in corporate sector, commercial sector, consumer banking, Islamic banking and retail 

banking (www.mcb.com.pk retrieved on May 15, 2011).  

 

5.3.2 Habib Bank Limited 

 

Habib bank limited is the first commercial bank in Pakistan establishes in 1947. The bank 

was nationalized in 1974 and privatized in 2003. It is the largest commercial bank in 

Pakistan having 1450 branches and more than 5 million customers with a market share of 

over 40 percent. Habib bank also has branches in 25 countries including Hong Kong, 

China, UK, UAE, Nepal, Nigeria, Kenya, Kyrgyzstan and Iran. It is the most active bank 

in Pakistan in Investment banking, SME lending and agriculture credit (www.hbl.com 

retrieved on May 15, 2011). 

 

5.3.3 Allied Bank Limited 

 

Allied Bank Limited is one of largest banks in Pakistan with 805 branches that are 

connected online. It was incorporated in 1942. The bank was nationalized in 1974 and 

privatized in 1991. After privatization in 1991, it was the first bank in world that was 

owned and governed by its own employees. Today, the bank is owned by Ibrahim Group 

and it has the largest online branches network in the country that are serving more than 4 

million customers (www.abl.com.pk retrieved on May 15, 2011). 

 

5.3.4 United Bank Limited 

 

United Bank Limited was founded in 1959 and is one of the largest banks in Pakistan 

with more than 1100 branches in the country. It also has branches in USA, UAE, Qatar, 

Bahrain and Yemen. The bank was nationalized in 1971 and privatized in 2002. The bank 

has more than 4 million customers and has assets over 620 billion rupees 

(www.ubl.com.pk retrieved on May 15, 2011).   
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5.4 Questionnaire 

 

Bryman et al., 2007, p.240 argues that an explanatory research examines and explains the 

relationship between different variables. We are going to study how the availability and 

quality of financial information affects the loan decisions of the banks and how the 

quality of financial information affects the verification process. The questionnaire (see 

appendix I) is designed on the information presented in the legal framework and the 

theoretical framework. We want to gather information from the banks in Pakistan about 

the dealing with the financial information of medium sized firms in the credit assessment 

process. We have developed different questions to collect the data on different variables 

of availability of financial information, the quality of financial information and the 

verification of financial information with relation to loan decisions.  

 

Saunders et al., 2007, p.362 argues that the response rate, validity and reliability of the 

responses depend on the design of the questionnaire. We have chosen close-ended 

questions in the questionnaire because it is easy to get responses because respondents do 

not have to write much (Saunders et al., 2007 p.361). Moreover, it would be easy for us 

to code and compare the data. 

 

We did pilot study to refine our questionnaire. We asked our friends and ex-colleagues 

who are working in banks in credit department to help. We had sent them our 

questionnaire asked for their feedback. They faced some difficulty in understanding some 

questions because of its language. Then, we changed the words of those questions to 

make it simpler to understand. Finally, we sent them the new amended questionnaire and 

they have approved its language and contents. 

 

5.5 Accessibility 

 

Accessibility to the information is very important for our research because all the analysis 

of data is dependent on the information from the banks about the loan applications. The 

data we used in our analysis about the loan applications is not a publically available 

rather it is the official data of the banks. Therefore, the banks cannot provide this data to 

everyone who asks them. To have our desired information, we needed to convince them 

on two points. First, we would use this data only for our academic research and second 

that would not breach the confidentiality of the banks. As, we have mentioned earlier that 

Kashif have worked in MCB bank in the credit department and he has some colleagues 

working in the regional office of the MCB bank. Kashif contacted those persons and 

asked them to help him to get the desired information. This personal assurance from the 

Kashif and other employees reduced the reluctance of the concerned officials in the 

regional office of the bank and they relied on us that we will use this information only for 

academic research and we will not breach the confidentiality of the bank. We also 

contacted the persons in other banks with some references so that they could rely on us 

about the purpose and confidentiality concerns. After their acceptance to provide the 

desired information, we sent them the survey questionnaire through emails and they gave 

us our desired information about the 80 loan applications. One may argue that the data 

collected from the officials in the regional head-offices is solely dependent on the 
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officials and there is no other way to verify the data. This is true up to some extent; 

however, we have collected the data by using personal and official references. We did not 

for force or insist any official in the banks to provide the desired information rather we 

asked them if they could provide us our desired information. Moreover, they were 

convinced that we would use this information only for academic purpose and we will not 

violate the confidentiality of the banks.  

 

5.6 Evaluation of Results 

 

For the purpose of evaluation of results, we have made three propositions (written in 

theoretical framework). As the purpose of our research is to find that how the availability 

of financial information affects the loans decisions of banks, how the quality of financial 

information affects the loan decisions of banks and how the quality of financial 

information affects the verification of financial information. The structured questionnaire 

will help us to extract data about these propositions.  

 

We have not included any question that directly asks about the lending infrastructure 

because we believe that all the respondents are working in the environment that is 

formulated by the lending infrastructure in Pakistan. We do not need to tell the 

respondents about the lending infrastructure rather they are experiencing it in their day-

to-day business. We believe that their responses will be influenced by the lending 

infrastructure of Pakistan automatically. 

 

Ho: The availability of financial information does not affect the loan decision of the 

bank. 

H1: The availability of financial information affects the loan decision of the bank. 
 

First, we asked the banks in the questionnaire about the availability of different variables 

of financial information from medium sized firms. The variables of financial information 

are: 

 

1) Number of years‟ financial statements 

2) Bank account statement 

3) Income tax return 

4) Audit 

 

Ho: Banks are not likely to make grant decision if the quality of the financial 

information is not poor. 

H1: Banks are likely to make grant decision if the quality of the financial information 

is not poor. 

We want to know that how the quality of financial information of MSEs affects the loan 

decision of banks. To serve this purpose, we collected the data about our sample of 80 

loan applications that what were the banks‟ estimations about the risk of fraudulent 

presentation of financial information in these cases.  

 

Ho: Banks do not strictly verify the poor quality financial information. 
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H1: Banks strictly verify the poor quality financial information. 

 

In the last part of the questionnaire, we asked the banks that how they verify the financial 

information in relation to the quality of financial information represented by the risk of 

fraudulent presentation of financial information. The variables of financial information 

were: 

 

1) Cash balance 

2) Debtor 

3) Inventory 

4) Land & building 

 

5.7 Analysis of data 

 

We coded the data obtained from the questionnaire. We used MS-Exel and SPSS to 

analyze the quantitative data. Specially, we used SPSS to run univariate and bivariate 

analysis of the data. For this purpose, we coded the questions and entered the data in the 

SPSS to formulate dataset. We used univariate data analysis to summarize the data and to 

examine the descriptive statistics such as mean and standard deviation of the dataset. The 

univariate data analysis also provided the base for conducting bivariate data analysis. We 

also used crosstabs and regression to find out the relationship between the financial 

information variables and loan decisions that what financial information variables affect 

the loan decisions of the banks. How the quality of the financial information affects the 

loan decisions and verification process of the banks. We have conducted chi-square test 

to measure the statistical significance. It will check the p-value to accept or reject the 

hypotheses. We have chosen 95% confidence level and our significance level is 0.05. 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

 



30 

 

6. Empirical Observations 
In this chapter, we present the data that we gathered through our questionnaire. We 

present the data by bar charts to facilitate our readers in understanding the analysis and 

the results. This chapter will lead towards the analysis and discussion in the next chapter.  

 

6.1 Univariate Analysis 

 

According to Bryman et al., 2007, p.241, the univariate analysis helps to show the 

response rate of variables and numbers respondents by using frequency table and charts. 

We have examined the variables of our data by using frequency table in which we 

conducted mean, mode, standard deviation and skewness analysis (see appendix). We 

also have obtained Bar Charts to present our data in this chapter. We have obtained all 

the results by using SPSS. 

 

6.1.1 Loan Decisions 

 

We have taken 80 cases of loan applications to the banks. Half of them got the loan and 

half of them could not. According the data collected from the questionnaire, we can see 

that in 50 percent cases the loan was granted to the Medium Sized firms. However, in 50 

percent cases the bank has refused to give loan to the firms. 

 

Graph 6.1 Loan Decisions 

 
 

6.1.2 Availability of Financial Information 

 

In this section, we analyze the different variable related to the availability of financial 

information to the banks. The variables include number of years‟ financial statement, 

bank account statement, income tax return and audit. We examine that which financial 

information was available to the banks in our sample, and which financial information 

banks had not available from the firms in the sample. 
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6.1.2.1 Number of Years’ Financial Statements 
 

We asked the banks that how many years‟ financial statements they had available from 

medium sized firms when that firm applies for a bank loan. We have given four choices 

to our respondents i.e. one year‟s, two years‟, three years‟ or four years‟ financial 

statements of the prospective borrowing firm. The responses from our sample indicated 

that in 2.5 percent cases, the banks had one year‟s financial statements available, in 46.3 

percent cases, the banks had 2 years‟ financial statements, in 42.2 percent cases the banks 

had 3 years‟ financial statements and in 8.8 percent cases the banks had 4 years‟ financial 

statements available from their prospective borrowers. 

 

Graph 6.2 Number of years’ financial statements 

 
 

6.1.2.2 Bank Account Statement 
 

We asked the banks that if they have bank account statement available from the Medium 

sized borrowing firms. The data collected suggests that in 47.5 percent cases, the banks 

had the Bank Account Statement available. However, in 82.5 percent cases, the banks did 

not have the bank account statement available from the prospective borrowing firm. 
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Graph 6.3 Bank Account Statement 

 
 

6.1.2.3 Income Tax Return 

 

We asked the banks that in how many cases the income tax return available to the banks 

from medium sized firms when they apply for a bank loans. The data collected suggests 

that in 55 percent cases, the banks had the income tax return available. However, in 45 

percent cases, the banks did not have the income tax return available from the prospective 

borrowing firm. 

 

Graph 6.4 Income Tax return  
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6.1.2.4 Audited Financial Statements  

 

We asked the banks that whether they had available the audited financial statements from 

the Medium Sized firms in our sample. In 38.8 percent cases, the banks had the audited 

financial statements.  However, in 61.3 percent cases the Medium Sized firms did not 

submit the audited financial statements. 

 

Graph 6.5 Audit of Financial Statements 

 
 

6.1.3 Risk of Fraud 
 

We asked the banks that what was the level of risk of fraudulent presentation of financial 

information in the financial statements of Medium Sized firms in the sample who had 

applied for bank loans. We suggested them to rank the level of risk on five scales i.e. 

Very High, High, Moderate, Low and Very Low. The responses, we received, suggested 

that in 10 percent cases the level of risk was Very High, in 30 percent cases the level of 

risk was High, in 25 percent cases the level of the risk was Moderate, in 28.8 percent 

cases the level of the risk was Low and in 6.3 percent cases the level of the risk was Very 

Low. 
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Graph 6.6 Risk of Fraud  

 
 

6.1.4 Verification of Financial Information 

 

In this section, we will discuss that how the banks verified the financial information of 

the Medium Sized firms to check its authenticity. We have asked them about four 

variables of financial information i.e. balance of cash, debtors, inventory and land & 

building. We composed the questions about the verification of financial information in 

such a way that we can get the responses into three different ways. The first way is the 

acceptance of financial information without any verification, which means that banks just 

accept the reported financial information as it is without doing any investigation or 

verification. The second way is that the banks accept the reported financial information 

after detailed inspection of the financial records of the Medium Sized firms e.g. sale 

register, purchase register, vouchers etc. The second way is stricter than the first way. 

The third way is that where the banks verify the reported financial information after 

detailed inspection of the financial records of the firms along with some external source 

(third party) of verification. The third way is the stickiest among the three. 

 

 6.1.4.1 Cash Balance 

 

We asked the banks that how they verified the reported balance of cash of the firms in the 

sample. In 32.5 percent cases, respondents report that they accepted the reported balance 

of cash without any verification. In 30 percent cases, respondents report that they 

accepted the reported balance of cash after examining the Cash Flow Statement. 

However, in 37.5 percent cases, respondents report that they accepted it after verifying 

from Cash Flow Statement along with Bank Account Statement.  
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Graph 6.7 Balance of Cash 

 
 
6.1.4.2 Debtors 

 

We asked our respondents that how they verified the reported amount of debtors. In 22.5 

percent cases, banks report that they accepted the reported amount of debtors without 

verification, in 40 percent cases, banks report that they accepted the reported amount of 

debtors after detailed inspection of credit sales register along with vouchers. However, in 

437.5 percent cases, banks report that they accepted the reported amount of debtors after 

detailed inspection of credit sales register along with vouchers, and they also verified 

debtors by selecting some debtors and asking them that did they owe any amount of the 

prospective borrowing firm.  

 

Graph 6.8 Debtors 
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6.1.4.3 Inventory 

 

We asked our respondents that how they verified the reported amount of inventory. In 

31.3 percent cases, banks report that they asked the borrowing firm‟s management to 

provide inventory register along with vouchers. Then, they verified the inventory by 

doing detailed inspection of the inventory register and vouchers. In 68.8 percent cases, 

banks report that they required the borrowing Medium Sized firm to provide inventory 

register along with vouchers. Then, they visited the premises or ware house of the firm 

personally and verified the physical existence of inventory along with inventory register 

and vouchers. However, none of the banks reports that he verified the reported amount of 

inventory without verification.  

 

Graph 6.9 Inventory 

 
 

6.1.4.4 Land and Building 

 

We asked the banks that how they verified the reported amount of land and building. In 

13.8 percent cases, the banks report that they asked the prospective borrowing Medium 

Sized firms to provide ownership documents. In 86.3 percent cases, banks report that they 

asked the ownership documents and verified from the Land Revenue Department 

(government department who keeps all the records of land). Moreover, they evaluated the 

market price of the land and building by banks‟ own evaluators. However, none of the 

banks reports that he verified the reported amount of land and building without 

verification. 
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Graph 6.10 Land and Building 
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7. Analysis 

After presenting the empirical observations in the previous chapter, we will analyze the 

data by using little complex statistical tools i.e. crosstabs. In this chapter, we discuss that 

how availability of financial information affects the loan decision. We also see how the 

quality of financial information influences the verification process. We will test our 

hypotheses that we have made in the literature chapter.  The analysis in this chapter will 

help us to make the findings and conclusion of our research. The analysis is explained in 

the light theories discussed in literature. 

 

7.1 Data on the Impact of Availability of Financial Information on Loan Decision 

 

In the literature chapter, we have made a proposition about the availability of the 

financial information to the banks from the Medium Sized firms when these firms apply 

for bank loans. Based on that proposition, we have two hypotheses: 

 

Ho: The availability of financial information does not affect the loan decision of the bank. 

H1: The availability of financial information affects the loan decision of the bank. 

 

 

We collected data on different financial information variables and loan decision in 

different cases. Our dependent variable in this case is loan decision that has two 

outcomes i.e. loan granted or loan rejected. We have four independent variables i.e. 

number of years‟ financial statements, bank account statement, income tax return and 

audit of financial statements.  We collected data on how many years financial statements 

banks had from the Medium Sized firms in our sample. The choices were one year‟s, two 

years‟, three years‟ and four years‟ financial statements. The number of years‟ financial 

statements the higher the availability of financial information is. The presence of one or 

more independent variables means the higher availability of financial information and 

vice versa.  

 

As mentioned earlier, our model has four independent variables and one dependent 

variable. To find out the relationship between dependent variable and independent 

variables, we use the crosstab of SPSS. The results are as follow: 

 

7.1.1 Numbers of Years’ Financial Statements and Loan Decision 

 

The analysis of the relationship between the number of years‟ financial statements and 

the loan decision suggests that the firms who were granted the loan amount have different 

data compared to firms who were refused the loan amount. First, we analyze the firms 

who were granted loan amount. In Zero percent cases, firms had 1 year‟s financial 

statements, 25 percent firms had 2 years‟ financial statements, 65 percent firms had 3 

years‟ financial statements and 10 percent firms had 4 years‟ financial statements. The 

cumulative percentage of 1 year‟s financial statements and two years‟ financial 

statements is 25 percent. The cumulative percentage of 3 years‟ financial statements and 

4 years‟ financial statements is 75 percent. If we look at the firms who were rejected the 

loan amount, in 5 percent cases, firms had 1 year‟s financial statements, 67.5 percent 
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firms had 2 years‟ financial statements, 20 percent firms had 3 years‟ financial statements 

and 7.5 percent firms had 4 years‟ financial statements. The cumulative percentage of 1 

year‟s financial statements and two years‟ financial statements is 72.5 percent. The 

cumulative percentage of 3 years‟ financial statements and 4 years‟ financial statements 

is 27.5 percent (see graph 7.1). 

 

Graph 7.1 Numbers of Years’ Financial Statements and Loan Decision 

 
The relationship between numbers of years‟ financial statements and loan grant decision 

is positive, and this relationship is significant under 95 % confidence level (see appendix 

IV). The results show that as the numbers of years‟ financial statements increase, the 

chance to grant of loan also increases. It means that the firms with more numbers of 

years‟ financial statements, the banks are more likely to grant the loan amount. These 

findings confirm the existing theories that the banks are less informative about the 

financial information and the financial standing of the borrowing firm. The bank does not 

know much about the past performance, current financial position and the expected future 

cash flows of the borrowing firm (Danos et al. 1989, p.236-238). The borrowing firm 

may manipulate the financial information to show a rosy picture of the financial standing 

of the firm. Therefore, the bank needs the financial information about the borrowing firm 

to make a proper decision for the loan application (Koford and Tschoegl 1997 p.45). As 

the information environment in Pakistan is not strong enough that provides third-party 

financial information, like credit bureaus, about the credit-worthiness of the borrowing 

medium sized firms. Therefore, as argued by diamond 1984, the banks like to have many 

years‟ financial statements of the borrowing medium sized firms, so that they can have 

more financial information to analyze and compare with the preceding years‟ financial 

information and also to compare with the industry standards for any particular type of the 

business enterprise. The analysis and comparison of the financial information, such as 
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ratio analysis, would result more accurately if the banks have many years‟ financial 

information of the prospective borrowing firm. The banks would be in better position to 

judge the liquidity, solvency and activity of the prospective borrowing firm with the 

analysis and comparison of the financial statements with the preceding years. Moreover, 

according to our literature review, the bank in the developed country wants at least 3 to 5 

year‟s financial statements from the firms to screen out bad firms. Although Pakistan is a 

developing country, still the bank in Pakistan prefers at least 2 to 4 years financial 

statements to assess the past performance of the firm. We saw that most of the firms 

provided 3 years financial statements in our study to enhance the loan decision.  

 

 

7.1.2 Bank Account Statement and Loan Decision 

  

We analyze the relationship between the bank account statement and the loan decision. 

The analysis of our sample of 80 loan application cases suggests that, for the cases in 

which the banks granted the loan to the firms, in 40 percent cases the banks had bank 

account statement of the prospective borrowing firm. However, in 60 percent cases, the 

banks had not the bank account statement. For the cases in which banks did not grant the 

loan amount, in 55 percent cases, the banks had the bank account statement available. 

However, in 45 percent cases the banks had not the bank account statement available (see 

graph 7.2).  

 

 

Graph 7.2 Bank Account Statement and Loan Decision 

 
 



41 

 

If we analyze the relationship between loan decision and bank account statement, we find 

that there is no statistically significant relation between the two variables as the sig. value 

is 0.179 that is greater than 0.05 (see appendix V). It means that the availability of bank 

account statement does not affect the loan decision significantly. 

 

We have mentioned in the literature review chapter that bank account statement can be 

useful statement to investigate the real cash flows (in and out) of the bank of the firm, but 

the result does not support this. Under strong information environment almost all the 

firms‟ transactions (payment and receipt) are made through the bank. Therefore, bank 

account statement shows the clear picture of the cash flow statement. In Pakistan, often 

the transactions are settled through hand by hand cash payment. This way of settlement 

has the risk of manipulation of earnings to get the tax advantage and cash flow statement 

to show rosy cash balance or future inflow. In that case manipulated bank account 

statement does not show the true picture of the cash flow statement. Therefore, the bank 

account statement might not be helpful for the loan officer in assessing the risk of the 

loan to be granted. However, we found that in case of strict verification of the  37.5 

percent cases, that we will discuss more in quality of financial statement and verification 

chapter, bank verified the amount of cash balance from the detailed scrutiny of the cash 

flow statement (which is the firms‟ internal source of financial information) along with 

the bank account statement (which is external third party source of financial information). 

Therefore we conclude that bank use the bank account statement to verify the cash flow 

statement but it does not have directly significant effect on the loan decision. 

 

7.1.3 Income Tax Return and Loan Decision 

  

In this section, we assess the importance of the income tax return for loan decision. The 

analysis of the data, for the cases in which banks granted loans to the banks, shows that in 

70 percent cases, the banks had the income tax return available. However, in 30 percent 

cases, the banks had not the income tax return available. The data for the cases in which 

the banks rejected the loan application, shows that in 40 percent cases, the banks had the 

income tax return available. However, in 60 percent cases, the banks had not the income 

tax return available (see graph 7.3). 
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Graph 7.3 Income Tax Return and Loan Decision 

  
 

If we analyze the relationship between income tax return and loan decisions, we can see 

that the relationship is positive and significant (see appendix VI). Because the sig. value 

is .007, which means that p value is less than .05. It means that if the mediums sized 

firms provide income tax return with the loan application, the banks are more likely to 

grant loans to the firms.  

 

In the existing theory we found that the countries under poor information environment 

are accused of preparing three sets of financial statements ( i.e. one set for external 

reporting, the second set for tax authorities showing depressed income to reduce tax 

liability and the third for banks and other lenders showing very rosy picture of the 

financial position of the firms) therefore, banks want to see the financial statements 

prepared for the tax authority to confirm the reliability of the financial statement provided 

to them. Under uniformed information system, that exist in the developed countries, all 

the financial statement prepared for different authorities shows the same picture of the 

financial position of the firm. Because, tax authority and the banking system are 

connected to each other and they share the information to each other provide by the firm. 

But in Pakistan, the information is not available in between different authorities. 

Therefore, banks demand the income tax return to compare the information provided to 

them by the firm. By this way, our findings confirm the existing literature that the bank 

wants income tax return to make proper loan decision. 

 

7.1.4 Audit and Loan Decision  
 

The study of the cases, in which banks had accepted the loan application of the Medium 

Sized borrowing firms, indicates that the audited financial statements influenced the loan 
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decision of the banks. In 55 percent, cases the banks had the audited financial statements 

of the borrowing firm. And in 45 percent cases, the banks had not the audited financial 

statements of the borrowing firm. The difference in these cases is not so significant i.e. 55 

percent and 45 percent. However, this difference is significant if we compare the 

variables with the cases in which banks had rejected the loan application of the Medium 

Sized borrowing firms. Only in 22.5 percent cases, the banks had the audited financial 

statements of the firms available. And in 77.5 percent cases, the banks had not the audited 

financial statements available (see graph 7.4). 

 

Graph 7.4 Loan Decision and Audit 

 
 

The analysis of the relationship between the loan decision and audit of financial 

statements reveal that the banks are more likely to give loans to the Medium Sized firms 

who have audited financial statements. The Chi-Square sig. value is .003 that is less than 

.05, which shows the audited financial statements have a significant impact on the loans 

decisions of the banks. The Pearson‟s R-value is .334 that shows a positive and 

significant relationship between the two variables (see appendix VII). 

 

This results conforms the existing theory that in both strong and poor information 

environment banks prefer to have audited financial statements. Infect, under the poor 

lending infrastructure audited financial statement is more desirable than in strong lending 

infrastructure to reduce the chances of misrepresentation of the financial data and 

fraudulent financial information to banks and other financial lending institutions. 

Because, under poor lending infrastructure the audited financial statement can assure the 

bank and other lending institution that the firm made the true and fair presentation of the 

financial information in the financial statements. In this case, bank may not need to 

compare the three sets of financial statement because that already should have done 
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during the audit process. Therefore, under poor lending infrastructure bank prefers 

audited financial statement to make the loan decision instead of relying blindly on non-

audited financial statements of the firm that has already concluded by Kinney and Martin 

1994, p.150-151 cited by Chan et al. 1986 p. 244-245 and Rebel A. Cole et al. 2004, p.4-

9.  

 

7.1.5 Availability of Financial Information and Loan Decision 

 

We have analyzed the relationship between loan decision and different variables of 

financial information i.e. number of years‟ financial statements, bank account statement, 

income tax return, proposed business plan, records of repayments of previous loans and 

audit. However, the analysis of the relationship suggests that bank account statement, 

proposed business plan and record of repayments of previous loans has no significant 

relationship with the loan decision. However, number of years‟ financial statements, 

income tax return and audit has significant relationship with the loan decision. Earlier, we 

have analyzed the individual relationship of each variable of financial information with 

the loan decision. Now, we analyze that how these variables jointly influence the loan 

decision.  

 

We conduct our analysis with the help of logistic regression. We have one dependent 

variable i.e. loan decision and three independent variables i.e. number of years‟ financial 

statements, income tax return and audit. The results of the regression are as follows (see 

appendix XIII): 

 

Our regression model is statistically significant under 95 percent confidence level as the 

model sig. value is .000 that is less than .05. It indicates that our model is able to 

distinguish between cases where banks granted or rejected loans. The regression model 

explains between 30.10 percent to 40.20 percent the variance in the loan decision. It also 

correctly classifies 76.3 percent cases in the analysis of the variance in the loan decision.  

 

Among the three independent variables, audit is the most significant variable that 

influences the variance in the loan decision. The odd ratio for audit is 5.57 which means 

that audited financial statements were available 5.57 times more in the cases where banks 

granted loan to the Medium Sized firms as compare to the cases where rejected the loan 

application.  The second most significant variable is number of years‟ financial 

statements. The odd ratio is .291 which suggests that with every additional number of 

year‟s financial statements the banks are 3.4 time more likely to make grant decision.  

Third important variable is income tax return. The odd ratio is 3.93 which suggests that 

the income tax return was available 3.93 times more in the cases where banks granted 

loan to the Medium Sized firms as compare to the cases where rejected the loan 

application. 

 

7.1.6 Conclusion 

 

According to our analysis the relationship between loan decision and bank account 

statement is not significant. We have found that the availability of bank statement does 
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not affect the loan decisions of the banks. However, number of years‟ financial 

statements, income tax return and audit are the variables that significantly affect the loan 

decisions of the banks. Among these variables, audit is the most significant variable, 

number of years‟ financial statements is the second most significant and income tax 

return is the third significant variable that affects the loan decision. The sig. value and the 

correlation between loan decision and the three variables suggest that the availability of 

these three variables increase the chance of grant decision by the banks and vice versa.  

Based on this analysis, we reject the null hypothesis and accept the alternative hypothesis 

that the availability of financial information affects the loan decision of the banks.  

 

It is already been observed in our literature review that under both poor and strong 

lending infrastructure the small firms are not required to report their financial statements 

in a standardize manner. Particularly countries under poor lending infrastructures, 

financial information are not externally available. Bank cannot get any information from 

the third party. Therefore, bank need to depend on the availability of the financial 

information‟s from the firm to secure the lone (UNCTAD 2001, p.5-7; Kasekende and 

Opondo,2003, p.7-8 ; Libby 1979, p.51-53; Sinkey 2002, Chapter 10). However, the null 

hypothesis that we established and accepted in our study supports that the bank need 

more financial information to make loan decision that confirms all the these previous 

study. 

 

 

7.2 Data on Loan Decision and Quality of Financial Information 
 

In this section, we discuss the quality of financial information that how it affects the loan 

decisions of the banks. To analyze the effect of the quality of financial information on the 

loan decision, we have chosen the risk of fraudulent presentation of financial information 

by the Medium Sized firms as a measure for quality of financial information. As we have 

discussed in the literature part that likelihood of fraudulent presentation of financial 

information results in the lack of relevance, materiality, reliability, completeness and 

timeliness. Good quality of financial information means the lower risk of fraudulent 

presentation of financial information and vice versa. We have made a proposition in the 

literature about the quality of financial information. Based on that proposition, we have 

made the hypothesis: 

 

Ho: Banks are not likely to make grant decision if the quality of the financial information 

is not poor. 

H1: Banks are likely to make grant decision if the quality of the financial information is 

not poor. 

 

Banks during the credit assessment process analyze the risk of fraudulent presentation of 

financial information. We asked the banks to provide their risk assessment for our sample 

of the 80 Medium Sized firms. We gave them a scale for the risk i.e. Very High, High, 

Moderate, Low and Very Low. Thus, our dependent variable is loan decision and our 

independent variable is risk of fraudulent presentation of financial information. 
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7.2.1 Loan Decision and Risk of Fraudulent Presentation of Financial Information 
 

If we analyze the loan applications for which banks had granted loans to the firms, we 

can see that banks‟ assessment about the risk of fraudulent presentation of financial 

information was Very High in zero percent cases, Moderate in 30 percent cases, Low in 

57.5 percent cases and Very Low in 12.5 percent cases. The analysis of the loan 

application, for which the banks had made refused decision, shows that banks‟ 

assessment about the risk of fraudulent presentation of financial information was Very 

High in 20 percent cases, High in 60 percent cases, Moderate in 20 percent cases, Low in 

zero percent cases and Very Low in zero percent cases (see graph 7.5). This analysis 

shows that banks are more likely or willing to give loans to the firms who have high 

quality financial information. 

 

Graph 7.5 Loan Decision and Risk of Fraudulent Presentation of Financial Information 

 
 

The relationship between the loan decision and risk of fraudulent presentation of financial 

information is very significant as the sig. value is .000 that is lower than .05. The 

Pearson‟s R-value i.e. -823 also supports the high correlation between the two variables. 

All these statistics shows that loan decisions are affected by the quality of financial 

information of Medium Sized firms (see appendix VIII). The banks are more likely to 

give loans to the firms who have good quality financial statements and related financial 

information. 

 

7.2.2 Conclusion 

 

The analysis of the relationship between loan decision and risk of fraudulent presentation 

of financial information suggests that the quality of financial information has significant 

impact on the loan decision. We already have discussed that high risk of fraudulent 

presentation of financial information means low quality financial information and vice 
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versa. The statistical results show that if the quality of the financial information is poor, 

the banks are more likely not to grant loans to the Medium Sized firms. However, the 

banks are more likely to give loans to Medium Sized firms if the quality of the financial 

information of the firms is reasonable. These results indicate the importance of the 

quality of financial information in the credit assessment process. Based on the analysis, 

we reject the null hypothesis and accept the alternative hypothesis that the banks are 

likely to make grant decision if the quality of the financial information is reasonable. 

 

In our literature we found that the quality of the financial statement of small and medium 

firms differ and is of poor quality because of incompleteness, unaudited, inconsistence, 

not being publicly available, poor record keeping, lack of generally accepted accounting 

practices (Pettit and Singer 1985, p.48-52; Ortiz-Molina and Penas 2006, p.362-364; 

Weinberg 1994, p.20-22; Berger and Udell 1998, p.15; Sarapaivanich 2003, p.6-7; 

UNCTAD  2001, p.6-7). The low quality of the financial information leads to information 

asymmetry that creates problems in credit assessment process. In our study we found that 

the loan applications defused by the banks were mostly of low quality. Out of 40 rejected 

applications banks did not found any application as of low risky that mean reasonable 

quality. On the other hand, out of 40 loan application accepted by the bank, 30 percent of 

them were moderate. This result indicates that, in Pakistan, most of the medium sized 

firms are producing low quality financial information. Thus, our findings confirm the 

existing literature that the quality of the financial information of medium sized firm is 

very poor. Particularly in the developing countries like Pakistan, the lack of rules and 

regulation regarding accounting information is high and medium sized firms are neither 

required to get their financial statements be audited  nor publish them. This lack of rules 

and regulation and easy requirement regarding audit and publishing of the financial 

information leads the borrowing firm to conceal any potentially deleterious information 

and manipulate the financial information to show a rosy picture of the financial standing 

of the firm. Therefore, bank prefers the reasonable quality of the financial statements. 

Thus, our finding support the existing theory that the banks are more likely to give loans 

to the firms who have good quality financial statements.  

 

7.3 Data on Quality of Financial Information and Verification of Financial 

Information 
 

In this section, we analyze the relationship between the quality of financial information 

and verification of financial information. We have made a proposition about the 

verification of financial information in the literature and based on that proposition we 

make the hypotheses: 

 

Ho: Banks do not strictly verify the poor quality financial information. 

H1: Banks strictly verify the poor quality financial information. 

 

The quality of the financial information is expressed by the risk of fraudulent 

presentation of financial information by the Medium sized firms as we have described in 

the previous section. However, to express the verification of the financial information, we 

have different variables of financial information i.e. cash balance, debtors, inventory, and 



48 

 

land and building. To express the verification, we have the three types of situations. The 

first one is where banks did not do any verification of the financial information. The 

second is where banks verified the financial information by detailed scrutiny of the 

financial records of the borrowing firm. The third is where banks did detailed scrutiny of 

the financial records of the borrowing firm along with the verification of the financial 

information involving a third party. The first one is the least strict way of verification and 

the third is the strictest way of verification among the three described ways. 

 

We collected the data from the banks about our sample of 80 loan applications that how 

banks treated the quality of the financial information and the verification of financial 

information in those cases. 

 

7.3.1 Cash Balance and Risk of Fraudulent Presentation of Financial Information 
 

The analysis of verification of cash balance related to the risk of fraudulent presentation 

of financial information shows that in 32.5 percent cases, banks accepted the reported 

amount of cash balance without any verification. In these cases, banks have reported the 

level of risk of fraudulent presentation of financial information as zero percent Very 

High, zero percent High, 19.2 percent Moderate, 61.5 percent Low and 19.2 percent Very 

Low. It shows that where the risk level is less, the banks did not do any verification as all 

the cases fall into the categories of Moderate to Very Low. In 30 percent cases, banks 

have reported that they verified the reported amount of cash balance by the detailed 

inspection of cash flow statement. In these cases, the banks have reported the level of risk 

of fraudulent presentation of financial information as zero percent Very High, 33.3 

percent High, 37.5 percent Moderate, 29.2 percent Low and 0 percent Very Low. It show 

that if the level is in the middle i.e. not very high and not very low then the banks verify 

the financial information by the detailed inspection of the financial record of the 

borrowing firm. However, in 37.5 percent cases the banks adopted very strict verification 

policy where they verified the amount of cash balance from the detailed scrutiny of the 

cash flow statement (which is the firms‟ internal source of financial information) along 

with the bank account statement (which is external third party source of financial 

information). In these cases, the banks reported the risk level as 26.7 percent Very High, 

53.3 percent High, 20 percent Moderate, zero percent Low and zero percent Very Low 

(see graph 7.6) It show that when the risk level is high then banks verify the cash balance 

by internal and external sources. 
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Graph 7.6 Cash Balance and Risk of Fraudulent Presentation of Financial Information 

 
 

The analysis of the relationship between verification of cash balance and quality of 

financial information shows that the later has an impact on the earlier as the sig. value is 

.000 that is lower than .05. The value of the Spearman‟s correlation also supports 

significant relationship between the two variables (see appendix IX). 

 

7.3.2 Debtors and Risk of Fraudulent Presentation of Financial Information 
 

The study of the verification of debtors related to the risk of fraudulent presentation of 

financial information suggests that in 22.5 percent cases in our sample, the banks did not 

do any verification and accepted the amount of debtors reported by the Medium Sized 

firms. In 40 percent cases, the banks had conducted verification where they inspected all 

the records of the firms. They inspected the credit sales register along with the sales 

vouchers and verifies the reported amount of debtors. However, this verification was 

done by the internal sources of financial information of the borrowing firms. The banks 

did not verify the debtors by the third party information. In remaining 37.5 percent cases, 

the bank verified the reported amount of debtors by internal sources of information of the 

borrowing firms as well as external sources of information. They inspected the financial 

records of the firms i.e. credit sales register along with vouchers. Then, they also chose 

some reported debtors who were also the customers of the banks and verified that did 

they owe the reported amount to the prospective borrowing firm.  

 

Now, let us analyze the relationship between risk of fraudulent presentation of financial 

information and verification of debtors. For cases where banks accepted the reported 

amount of debtor without any verification, the banks reported the level of risk as Very 

High in zero percent cases, High in zero percent cases, Moderate in 16.7 percent cases, 

Low in 55.6 percent cases and Very Low in 27.8 percent cases. These figures show that 

banks did not do any verification because the assessed risk falls between Moderate to 

Very Low. For cases where banks verified by the internal sources of information of the 
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borrowing firms, the banks reported the level of risk as Very High in zero percent cases, 

High in 28.1 percent cases, Moderate in 31.3 percent cases, Low in 40.6 percent cases 

and Very Low in zero percent cases. These figure show that the level of risk falls 

between High to Low, therefore, banks verified the reported amount of debtors by 

internal sources of information. The banks did not used any external or third party source 

of information as cumulative percentage of Low and Moderate is 71.9 percent, which 

indicates that most of the cases have not high level of risk. For the cases where banks 

verified by both internal and external sources of information, the risk assessment was 

Very High in 26.7 percent cases, High in 50 percent cases, Moderate in 23.3 cases. Low 

in zero percent cases and Very low in zero percent cases. These figures show that the risk 

level falls from Very High to Moderate, therefore, the banks were strict in verification of 

the reported amount of debtors (see graph 7.7). 

 

Graph 7.7 Debtors and Risk of Fraudulent Presentation of Financial Information 

 
The relationship between verification of debtor and risk of fraudulent presentation of 

financial information is significant as the sig. value is .000 that is lower than .05. The 

Spearman‟s correlation is -741 that also support a strong correlation between the two 

variables (see appendix X). 

 

 

 

7.3.3 Inventory and Risk of Fraudulent Presentation of Financial Information 
 

The analysis of the relationship between the verification of inventory and risk of 

fraudulent presentation of financial information shows that verification is important for 
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the banks, therefore, in any case of our sample, no bank had accepted the reported 

amount of inventory without verification. In 31.3 percent cases, the banks had verified 

the inventory by detailed inspection of the financial records of the firms. They inspected 

the inventory register along with vouchers of credit purchases and cash purchases. 

However, for these cases, reported the level of risk as Very High in zero percent cases, 

High in 8 percent cases, Moderate in 24 percent cases, Low in 48 percent cases and Very 

Low in 20 percent cases. These figures show that even though in most of cases, the risk 

level falls into Low and Very Low but the bank still verified the inventory. In 68.8 

percent cases, the banks verified the reported amount of inventory by detailed inspection 

of financial records of the firms and they visited the premises/warehouses of the firms to 

verify the physical existence of the inventory. In these cases, the reported level of risk 

was Very High in 14.5 percent cases, High in 40 percent cases, Moderate in 25.5 percent 

cases, Low in 20 percent cases and Very Low in zero percent cases. These figures show 

that the in most cases the level of risk falls in Very High to Moderate, therefore, the 

banks responded to the risk and strictly verified the reported amount of inventory (see 

graph 7.8). 

 

Graph 7.8 Inventory and Risk of Fraudulent Presentation of Financial Information 

 
 

The analysis of statistical relationship between the verification of inventory and risk of 

fraudulent presentation of financial information suggests that this relationship is 

significant as the sig. value is .000 that is lower than .05. The Spearman‟s correlation is -

.534 that shows high correlation between the two variables. These statistics show that the 

banks respond to the risk level in verification of inventory (see appendix XI). 
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7.3.4 Land & Building and Risk of Fraudulent Presentation of Financial 

Information 
 

The relationship between the verification of land & building and risk of fraudulent 

presentation of financial information is not significant. The data in our sample cases 

reveals that banks strictly verified the land & building irrespective of the reported risk 

level. No bank accepted the reported value of land & building without verification. Only 

in 13.8 percent cases, the banks verified the value of land & building by asking the 

original ownership documents from the borrowing firms. They did not try any external or 

third party source of information for verification. In these cases, the banks reported the 

risk level as Very High in 9.1 percent cases, High in 27.3 percent cases, Moderate in 9.1 

percent cases, Low in 54.5 percent cases and Very Low in zero percent cases. However, 

in 86.3 percent cases, the banks strictly verified the value of land & building. They asked 

the firms to provide the ownership documents and verified the authenticity of the 

ownership document with the Land Department. They also hired evaluator to evaluate the 

market price of the land & building. In these cases, the banks reported the risk level as 

Very High in 10.1 percent cases, High in 30.4 percent cases, Moderate in 27.5 percent 

cases, Low in 24.6 percent cases and Very Low in 7.2 percent cases. The cumulative 

percentage for Moderate, Low and Very Low is 59.3 percent but still the banks strictly 

verified the value of land & building (see graph 7.9).  

 

Graph 7.9 Land & Building and Risk of Fraudulent Presentation of Financial 

Information 

 
 

The analysis of the statistical relationship between the verification of land & building and 

risk of fraudulent presentation of financial information suggest that there is no significant 

relationship between the two variables as the sig. value is .23 that higher than .05. The 
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value Spearman‟s Correlation is -.077 that also show very weak or no correlation 

between the two variables (see appendix XII). 

 

7.3.5 Conclusion 
 

We have analyzed the impact of one independent variable i.e. quality of financial 

information on the four dependent variables i.e. verification of cash balance, verification 

of debtors, verification of inventory and verification of land & building. The analysis 

suggests that quality of financial information significantly affects the verification of cash 

balance, debtors and inventory. However, the quality of financial information does not 

have a significant effect on the verification of land & building. The relationship between 

the quality of financial information and the verification of cash balance, debtors and 

inventory indicates that if the quality of financial information is poor then the banks 

adopt a strict way of verification and vice versa. Based on the analysis, we reject null 

hypothesis and accept alternative hypothesis that is banks strictly verify the poor quality 

financial information. 

 

We already conclude that, in Pakistan, firms produce poor quality financial information 

and bank has poor access to the financial data of both audited and unaudited firms that 

confirm the study made by Ijiri, 1975, p. 33–40 and Minni, 2010, p.497-498. Moreover, 

most of the firm‟s financial statements are unaudited because of the relaxed rules 

regarding audit for the medium sized firm. This unaudited poor quality financial 

information and poor access to the firm‟s financial data leads the information asymmetry. 

To reduce this information asymmetry, banks in Pakistan, wants to verify the financial 

statements of the medium sized enterprises that confirms the financial literature that 

verification of financial information is important in case of small and medium sized firm 

and the study made by Berger and Udell, 1998, p.15. In our study we found that, if the 

risk level is in the middle i.e. not very high and not very low, banks verify the cash 

balance by the detailed inspection of the financial record of the borrowing firm and if the 

risk level is high then banks verify the cash balance by internal and external sources. As 

medium sized firms in Pakistan produce poor quality financial information the risk level 

is high and moderate in most of the cases which leads strict verification of the cash flow 

statement that confirms the study made by Minni, 2010, p.464-465; Libby, 1979, p.51-53 

and Sinkey, 2002, Chapter 10. In case of debtors account banks verified the reported 

amount even cumulative percentage of Low and Moderate is 71.9 percent, which 

indicates that most of the cases have not high level of risk. It means, in Pakistan, banks 

verify the debtor‟s account even the risk level is low and moderate. In case of the land 

and building the banks strictly verified the value of land & building because this is 

treated as “collateral in the event of default” that confirms the existing theory and study 

made by Sinkey, 2002, Chapter 10. Banks also verified the reported amount of inventory 

in 68.8 percent cases by detailed inspection that indicates importance of verification of 

the financial information in Pakistan. Moreover, we mentioned in our literature review 

that the identification of the risky area of the firm and verification of those areas is a 

professional judgment. Therefore the bank may find different account as risky depending 

on the business of the firm to verify. However, poor information environment, lack of 

proper rules regarding the disclosure of the financial information and audit and poor 
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quality of financial information made it more important to verify the financial 

information in Pakistan that  the confirms study made by Ijiri, 1975, p. 33–40. 
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8. Conclusion and Discussion 
This chapter contains the conclusion and discussion of the research. We discuss our 

findings with the help of literature and empirical observations. Moreover, we include the 

discussion about possibilities for further research of our topic of research.   

 

8.1 Conclusion and Discussion 

 

We have analyzed that how banks deal with the financial information of Medium Sized 

firms in the credit assessment process. Our analysis include three aspects of banks‟ 

dealing with the financial information i.e. how the availability of financial information 

affects the loan decision, how the quality of financial information affects the loans 

decision and how the quality of financial information affects the verification process of 

the banks. We have found that the availability of financial information has a significant 

impact on the loan decision; banks are likely to make grant decision if the quality of the 

financial information is reasonable and banks strictly verify the poor quality financial 

information. Our findings are supportive to the study in Uganda, Thailand, India and 

Bangladesh that we already have mentioned in the literature review. We found that the 

banks need available financial information to assess the loan application and the result is 

similar to the findings of study in Uganda by Kasekende and Opondo, 2003. The banks 

are more likely to grant loans to Medium Sized firms if the financial information about 

the firms is available. In fact, the availability of the financial information influences the 

accountability of the firm to the stockholders. In some cases, firms want to hide some 

information that might negatively affect the loan decisions; however, the banks are 

concerned about it. Therefore, if the banks get the firms with available financial 

information then the perception of the bank about the firms would be positive in making 

loan decision. Otherwise, bank might ask for additional information and adopt strict 

verification to the financial information provided by the firm.  

 

The importance of the financial information in the credit assessment process is also 

indicated by the analysis of the relationship between quality of the financial information 

and loan decision. We found that the banks were more likely to give loans to the firms 

who had good quality financial statements.  The quality of the financial information also 

has a significant impact on the loan decision. It also conform the existing literature. 

Moreover, the reasonable quality of the financial information must satisfy at least the 

moderate level of risk of Fraudulent Presentation of Financial Information. If the risk 

level of the financial information is more than the moderate level, the banks may reject 

the loan applications if the strict verification of the financial information is not possible 

from incomprehensive financial statements. It is complicated that the banks still want to 

verify the financial information even if the quality of the financial statement is poor. This 

is because banks still want to continue their businesses in making investments in medium 

sized firms. In most cases, it is not possible to ask for further information from the firms 

if the provided financial statements are of poor quality because the bank cannot get any 

clear idea form the statements. Therefore, having no other alternative, bank can reject the 

loan application. Moreover, the quality of the financial information significantly affects 

the verification process of the banks. Banks are more likely to adopt strict way of 

verification process if the quality of the financial information of the Medium Sized firms 
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is poor and vice versa. The strict verification consumes time and resources that affects the 

pricing decision by the bank. This result is also conforming to our literature review where 

we mentioned that the less qualified financial statements need more verification. By the 

analysis of the relationship between quality of financial information and verification of 

financial information, we found that in verification of financial information, banks were 

very concerned about the quality of financial information. They adopted strict way to 

verify the reported cash balance, debtors and inventory if the quality of the financial 

information was poor. The strict way means that banks included third-party information 

so that banks could verify by the comparison to reduce the risk of fraudulent presentation 

of financial information. However, the verification of land & building is not affected by 

the quality of financial information. The reason could be that banks are very concerned 

about the importance of land & building as it could be used as collateral against the loan 

amount and banks wanted to strictly verify it in any case. 

 

As we have mentioned earlier in the introduction chapter that most of the studies focused 

on the relationship banking and the quality of collateral instead of the financial 

information of the Medium Sized firms which indicated that the financial information is 

relatively less important in the loan assessment process. However, we have analyzed the 

80 cases of Medium Sized firms who applied for bank loans. We found that the financial 

information is an important variable that can affect the loan decisions of the banks. 

According to our findings, number of years‟ financial statements, income tax return and 

audit are the financial information variables that significantly affect the loan decisions of 

the banks. If the banks have many number of years‟ financial statements, it means that 

they have more financial information to examine the financial standing of the borrowing 

Medium Sized firm. They can compare the financial items in the financial statements 

with previous years and with the industry standards. The income tax return is a financial 

statement that provides third-party information. The banks can analyze and compare the 

revenues and expenses reported in financial statements and income tax return. As we 

have discussed in the section of lending infrastructure in Pakistan, it is practice of 

Medium Sized firms to report less profit to income tax authorities to avoid income tax 

and to report high profit to banks to increase the chance of getting loans. The banks can 

examine the profit reported in the financial statements submitted to banks and in the 

income tax return to find any discrepancy. Audit is also an important financial 

information variable that has a significant impact on the loan decisions of the banks. As 

we have discussed in the section of lending infrastructure in Pakistan, all the Medium 

Sized firms are not legally obliged to get their financial statements be audited by 

independent auditors. In this situation, audit is an extra burden on Medium Sized firms. 

However, even the audit is not mandatory, if a Medium Sized firm submits audited 

financial statements to bank, it adds value and credibility to the financial information. 

Therefore, we found that the banks are more likely to give loans if Medium Sized firms 

submit audited financial statements. The bank account statement has no significant 

impact on the loan decision. The reason could be that in Pakistan, small and medium 

sized firms do not use bank accounts so frequently for their day-to-day transaction. 

 

However, the presentation and processing of the financial statements of the firm is highly 

affected by the lending infrastructure in Pakistan. Banks in Pakistan are not open to 
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accept the financial information presented in the financial statements of the firm because 

of poor accounting environment where as in developed countries, where accounting 

environment is strong, banks are more open to accept the financial information presented 

in the financial statements. Our findings also supports that banks in Pakistan do not rely 

blindly only on the financial statements to make loan decision; banks are likely to make 

grant decision if the quality of the financial information is reasonable and banks strictly 

verify the poor quality financial information. This is because, the lending infrastructure in 

developed countries is well structured where the firm follows the accounting standards 

for making the financial statements. Moreover, the auditing standards and independent 

accounting and auditing bodies are there to review the financial information presented in 

the financial statements. However, in developing countries like Pakistan, the Accounting 

and Financial Reporting Standards for medium size entities are not well implemented 

because of the cost and benefit constraints, medium sized firms are not required to be 

audited by external independent auditor (4
th

 schedule, Companies Ordinance 1984) and 

the financial information of MSEs is not publically available and detailed. All of these 

characteristics indicate the poor accounting environment in Pakistan that‟s leads the firm 

to produce the poor quality financial information. The poor accounting environment leads 

the firm to conceal potentially the deleterious information and manipulate the financial 

information to show a rosy picture of the financial standing of the firm. The 

unavailability of the financial information from external sources under poor lending 

infrastructures leads poor information environment. Under poor information 

environment, banks cannot get any third party information where as under strong or 

uniformed information environment bank can ask for the information from third party 

like (tax authority, credit scoring company, external financial market etc).  Therefore, the 

risk of information asymmetry is higher in countries under the poor information 

environment like Pakistan. 

 

Finally, we can conclude that despite the studies that considered the financial information 

less important in the credit assessment process to grant loans to Medium Sized firms and 

focused on relationship lending or the collateral, we found that in Pakistan, the banks 

consider the financial information of Medium Sized firms somehow important to base 

their loan decisions.  According to our findings, we can recommend that, as Pakistan is 

one of the typical developing countries and focusing only on the relationship lending and 

the collateral is not the best idea to continue a profitable banking business rather the 

banks can assess the loan applications of medium sized firms by evaluating the financial 

statements and related financial information of the firms that refers to financial statement 

lending. In the developing economy, where the information environment is poor and the 

MSEs sector is growing rapidly, banks would adopt financial statement lending. In that 

case the countries need to adopt the international financial reporting standards and push 

the firm to follow the standards by implementing strong accounting rules and regulation 

for the medium sized enterprises.  

 

8.2 Suggestions for Further Research 

 

The topic of our research is very broad and there is room for further research. We suggest 

that further research can be done by including more financial information variables. The 
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research can be done on small banks. This research can be conducted in other countries 

including both developing countries and developed countries having different lending 

infrastructure using the same variables, and compare the results. 

 
8.3 Credibility Criteria 
 

8.3.1 Validity 

 

Saunder et al. 2007 p.367 argue that the content validity of the questionnaire refers to the 

extent of questions in the questionnaire adequately covers the research questions. As our 

questionnaire covers the research question, so we can say that the content validity of the 

questionnaire is at acceptable level. We measured the impact of the availability of 

financial information and quality of financial information on the loan decision and on the 

verification of the financial information. We have used cross tabs in SPSS to examine the 

relationship between the variables. By the analysis of the data, we have found causality 

between the variables of the financial information and loan decision, which suggests that 

our research fulfills the internal validity criteria. For our research, we included 80 cases 

of loan application. Our sample of 80 cases was gathered from different banks in 

Pakistan; and we believe that our sample represents the whole population of our research 

and results of the research can be generalized. We also believe that the findings of our 

research can be applicable to the real world settings because it contained the real world 

data i.e. 80 cases of loan applications. Banks and Medium Sized firms can use the finding 

of the research to analyze the possibility to grant loans.  

 

8.3.2 Reliability 

 

Reliability measures a degree to which the research can be repeated in the future (Bryman 

& Bell, 2007, pp. 40-41). We have taken some variables of financial information and 

quality of financial information from the previous research. Moreover, we included some 

variables from the literature. We believe that the reliability of the variables is sufficient 

for this study. We have analyzed the relationship between different variables by using 

descriptive statistics and cross tabs of SPSS to measure the p-value. We believe that the 

results and finding are reliable and can be used for further research. We believe that the 

result would have been same if we could have done this study in any of the developing 

country where there is poor information environment, shortage of capital, poor lending 

infrastructure and other characteristics mentioned in this paper exist. 
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Appendix 
 

Appendix I: Questionnaire 

 

Survey Questionnaire for Banks; How Banks deal with the Financial 

Information of Medium Sized Firms  

            
We need information about the loan application of a medium sized firm who must 

have following characteristics: 

 Annual Sales between 200 million rupees to 1 billion rupees 

 The borrowing firm had provided collateral against the loan amount 

 The borrowing firm had not been the regular customer of your bank 

 

Q 1: Please tick which of the following information was available in the loan application 

             Yes No  

i. Bank Account Statement      

ii. Income Tax Return    

 

Q 2: How many years‟ financial statements the borrowing firm had provided (Please tick 

only one option)? 

 

i. 1 year‟s 

ii. 2 years‟ 

iii. 3 years‟ 

iv. 4 years‟ 

  

Q 3: Had the borrowing firm provided audited financial statements (Please tick)? 

i. Yes 

ii. No  

 

Q 4: How did you verify the reported balance of cash (Please tick only one option)? 

i. Accepted as it is without verification 

ii. Accepted after verifying from cash flow statement or bank account statement 

iii. Accepted after verifying from both cash flow statement and bank account 

statement 

iv. Other 

 

Q 5: How did you verify the reported amount of debtors (Please tick only one option)? 

i. Accepted as it is without verification 

ii. Asked firm‟s management to provide credit sales register along with vouchers 
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iii. Asked firm‟s management to provide credit sales register along with vouchers and 

contacted any debtor randomly and verify personally 

iv. Other 

 

Q 6: How did you verify the reported amount of inventory (Please tick only one option)? 

i. Accepted as it is without verification 

ii. Asked firm‟s management to provide inventory register along with vouchers 

iii. Asked firm‟s management to provide inventory register along with vouchers and 

visited personally the firm‟s warehouse and verify 

iv. Other 

 

Q 7: How did you verify the reported value of land and building (Please tick only one 

option)? 

i. Accepted as it is without verification 

ii. Verified and evaluated from the Land Revenue Department 

iii. Verified from Land Revenue Department and evaluated the market value of the 

land and building by bank‟s own evaluators 

iv. Other 

 

Q 8: What was the loan decision of your bank in this loan application (Please tick only 

one option)? 

 

i. Accepted 

ii. Rejected 

 

 

 

Appendix II: Descriptive Statistics of Variables 

 

  

Loan Decision 

No of Years' 

Financial 

Statement 

Bank Account 

Statement 

N Valid 80 80 80 

Missing 0 0 0 

 Mean 1.50 2.58 1.53 

Median 1.50 3.00 2.00 

Std. Deviation .503 .689 .503 
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Income Tax 

Return 

Audited Financial 

Statements 

Risk of 

Fraudulent 

Financial 

Information 

N Valid 80 80 80 

Missing 0 0 0 

 Mean 1.45 1.61 2.91 

Median 1.00 2.00 3.00 

Std. Deviation .501 .490 1.116 

 

Statistics 

  Verification of 

Cash Balance 

Verification of 

Debtors 

Verification of 

Inventory 

Verification of 

Land 

N Valid 80 80 80 80 

Missing 0 0 0 0 

 Mean 2.05 2.15 2.69 2.86 

Median 2.00 2.00 3.00 3.00 

Std. Deviation .840 .765 .466 .347 

 

 

 

Appendix III: Case-Processing Summary of Crosstabs 

 

Case Processing Summary 

 Cases 

 Valid Missing Total 

 N Percent N Percent N Percent 

Loan Decision * No of Years' 

Financial Statement 

80 100.0% 0 .0% 80 100.0% 

Loan Decision * Bank 

Account Statement 

80 100.0% 0 .0% 80 100.0% 

Loan Decision * Income Tax 

Return 

80 100.0% 0 .0% 80 100.0% 

Loan Decision * Business 

Plan 

80 100.0% 0 .0% 80 100.0% 
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Loan Decision * Record of 

Repayment of Previous 

Loans 

80 100.0% 0 .0% 80 100.0% 

Loan Decision * Audited 

Financial Statements 

80 100.0% 0 .0% 80 100.0% 

Loan Decision * Risk of 

Fraudulent Financial 

Information 

80 100.0% 0 .0% 80 100.0% 

 

Case Processing Summary 

 Cases 

 Valid Missing Total 

 N Percent N Percent N Percent 

Verification of Cash Balance * 

Risk of Fraudulent Financial 

Information 

80 100.0% 0 .0% 80 100.0% 

Verification of Debtors * Risk 

of Fraudulent Financial 

Information 

80 100.0% 0 .0% 80 100.0% 

Verification of Inventory * 

Risk of Fraudulent Financial 

Information 

80 100.0% 0 .0% 80 100.0% 

Verification of Land * Risk of 

Fraudulent Financial 

Information 

80 100.0% 0 .0% 80 100.0% 

 

Appendix IV: Crosstab of Loan Decision * No of Years' Financial Statement 

 

Crosstab 

   No of Years' Financial Statement 

   1 Year's 2 Years' 3 Years' 

Loan Decision Granted Count 0 10 26 

% within Loan Decision .0% 25.0% 65.0% 

% within No of Years' 

Financial Statement 

.0% 27.0% 76.5% 

Rejected Count 2 27 8 
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% within Loan Decision 5.0% 67.5% 20.0% 

% within No of Years' 

Financial Statement 

100.0% 73.0% 23.5% 

 Total Count 2 37 34 

% within Loan Decision 2.5% 46.3% 42.5% 

% within No of Years' 

Financial Statement 

100.0% 100.0% 100.0% 

 

Crosstab 

   No of Years' 

Financial 

Statement  

   4 Years' Total 

Loan Decision Granted Count 4 40 

% within Loan Decision 10.0% 100.0% 

% within No of Years' 

Financial Statement 

57.1% 50.0% 

Rejected Count 3 40 

% within Loan Decision 7.5% 100.0% 

% within No of Years' 

Financial Statement 

42.9% 50.0% 

 Total Count 7 80 

% within Loan Decision 8.8% 100.0% 

% within No of Years' 

Financial Statement 

100.0% 100.0% 

 

Chi-Square Tests 

 

Value df 

Asymp. Sig. (2-

sided) 

Pearson Chi-Square 19.483
a
 3 .000 

Likelihood Ratio 21.061 3 .000 

Linear-by-Linear Association 12.728 1 .000 

N of Valid Cases 80   
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Chi-Square Tests 

 

Value df 

Asymp. Sig. (2-

sided) 

Pearson Chi-Square 19.483
a
 3 .000 

Likelihood Ratio 21.061 3 .000 

Linear-by-Linear Association 12.728 1 .000 

N of Valid Cases 80   

a. 0 cells (.0%) have expected count less than 5. The minimum expected 

count is 1.00. 

 

Symmetric Measures 

  

Value 

Asymp. Std. 

Error
a
 Approx. T

b
 Approx. Sig. 

Interval by Interval Pearson's R -.401 .102 -3.871 .000
c
 

Ordinal by Ordinal Spearman Correlation -.438 .102 -4.300 .000
c
 

 N of Valid Cases 80    

a. Not assuming the null hypothesis. 

b. Using the asymptotic standard error assuming the null hypothesis. 

c. Based on normal approximation. 

 

Appendix V: Crosstab of Loan Decision * Bank Account Statement 
 

Crosstab 

   Bank Account Statement  

   Available Not Available Total 

Loan Decision Granted Count 16 24 40 

% within Loan Decision 40.0% 60.0% 100.0% 

% within Bank Account 

Statement 

42.1% 57.1% 50.0% 

Rejected Count 22 18 40 

% within Loan Decision 55.0% 45.0% 100.0% 

% within Bank Account 

Statement 

57.9% 42.9% 50.0% 

 Total Count 38 42 80 
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% within Loan Decision 47.5% 52.5% 100.0% 

% within Bank Account 

Statement 

100.0% 100.0% 100.0% 

 

Chi-Square Tests 

 

Value df 

Asymp. Sig. (2-

sided) 

Exact Sig. (2-

sided) 

Exact Sig. (1-

sided) 

Pearson Chi-Square 1.805
a
 1 .179   

Continuity Correction
b
 1.253 1 .263   

Likelihood Ratio 1.811 1 .178   

Fisher's Exact Test    .263 .131 

Linear-by-Linear Association 1.782 1 .182   

N of Valid Cases 80     

a. 0 cells (.0%) have expected count less than 5. The minimum expected count is 19.00. 

b. Computed only for a 2x2 table 

 

Symmetric Measures 

  

Value 

Asymp. Std. 

Error
a
 Approx. T

b
 Approx. Sig. 

Interval by Interval Pearson's R -.150 .111 -1.342 .184
c
 

Ordinal by Ordinal Spearman Correlation -.150 .111 -1.342 .184
c
 

 N of Valid Cases 80    

a. Not assuming the null hypothesis. 

b. Using the asymptotic standard error assuming the null hypothesis. 

c. Based on normal approximation. 

 

Appendix VI: Crosstab of Loan Decision * Income Tax Return 
 

Crosstab 

   Income Tax Return  

   Available Not Available Total 

Loan Decision Granted Count 28 12 40 

% within Loan Decision 70.0% 30.0% 100.0% 

% within Income Tax Return 63.6% 33.3% 50.0% 
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Rejected Count 16 24 40 

% within Loan Decision 40.0% 60.0% 100.0% 

% within Income Tax Return 36.4% 66.7% 50.0% 

 Total Count 44 36 80 

% within Loan Decision 55.0% 45.0% 100.0% 

% within Income Tax Return 100.0% 100.0% 100.0% 

 

Chi-Square Tests 

 

Value df 

Asymp. Sig. (2-

sided) 

Exact Sig. (2-

sided) 

Exact Sig. (1-

sided) 

Pearson Chi-Square 7.273
a
 1 .007   

Continuity Correction
b
 6.111 1 .013   

Likelihood Ratio 7.392 1 .007   

Fisher's Exact Test    .013 .006 

Linear-by-Linear Association 7.182 1 .007   

N of Valid Cases 80     

a. 0 cells (.0%) have expected count less than 5. The minimum expected count is 18.00. 

b. Computed only for a 2x2 table 

 

Symmetric Measures 

  

Value 

Asymp. Std. 

Error
a
 Approx. T

b
 Approx. Sig. 

Interval by Interval Pearson's R .302 .106 2.793 .007
c
 

Ordinal by Ordinal Spearman Correlation .302 .106 2.793 .007
c
 

 N of Valid Cases 80    

a. Not assuming the null hypothesis. 

b. Using the asymptotic standard error assuming the null hypothesis. 

c. Based on normal approximation. 

 

Appendix VII: Crosstab of Loan Decision * Audited Financial Statements 
 

Crosstab 

   Audited Financial Statements  

   Available Not Available Total 
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Loan Decision Granted Count 22 18 40 

% within Loan Decision 55.0% 45.0% 100.0% 

% within Audited Financial 

Statements 

71.0% 36.7% 50.0% 

Rejected Count 9 31 40 

% within Loan Decision 22.5% 77.5% 100.0% 

% within Audited Financial 

Statements 

29.0% 63.3% 50.0% 

 Total Count 31 49 80 

% within Loan Decision 38.8% 61.3% 100.0% 

% within Audited Financial 

Statements 

100.0% 100.0% 100.0% 

 

Chi-Square Tests 

 

Value df 

Asymp. Sig. (2-

sided) 

Exact Sig. (2-

sided) 

Exact Sig. (1-

sided) 

Pearson Chi-Square 8.901
a
 1 .003   

Continuity Correction
b
 7.584 1 .006   

Likelihood Ratio 9.114 1 .003   

Fisher's Exact Test    .005 .003 

Linear-by-Linear Association 8.789 1 .003   

N of Valid Cases 80     

a. 0 cells (.0%) have expected count less than 5. The minimum expected count is 15.50. 

b. Computed only for a 2x2 table 

 

Symmetric Measures 

  

Value 

Asymp. Std. 

Error
a
 Approx. T

b
 Approx. Sig. 

Interval by Interval Pearson's R .334 .104 3.125 .002
c
 

Ordinal by Ordinal Spearman Correlation .334 .104 3.125 .002
c
 

 N of Valid Cases 80    

a. Not assuming the null hypothesis. 

b. Using the asymptotic standard error assuming the null hypothesis. 

c. Based on normal approximation. 
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Appendix VIII: Crosstab of Loan Decision * Risk of Fraudulent Financial 

Information 

 

Crosstab 

   Risk of Fraudulent Financial Information 

   Very High High Moderate Low 

Loan Decision Granted Count 0 0 12 23 

% within Loan Decision .0% .0% 30.0% 57.5% 

% within Risk of Fraudulent 

Financial Information 

.0% .0% 60.0% 100.0% 

Rejected Count 8 24 8 0 

% within Loan Decision 20.0% 60.0% 20.0% .0% 

% within Risk of Fraudulent 

Financial Information 

100.0% 100.0% 40.0% .0% 

 Total Count 8 24 20 23 

% within Loan Decision 10.0% 30.0% 25.0% 28.8% 

% within Risk of Fraudulent 

Financial Information 

100.0% 100.0% 100.0% 100.0% 

 

Crosstab 

   Risk of 

Fraudulent 

Financial 

Information  

   Very Low Total 

Loan Decision Granted Count 5 40 

% within Loan Decision 12.5% 100.0% 

% within Risk of Fraudulent 

Financial Information 

100.0% 50.0% 

Rejected Count 0 40 

% within Loan Decision .0% 100.0% 

% within Risk of Fraudulent 

Financial Information 

.0% 50.0% 
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 Total Count 5 80 

% within Loan Decision 6.3% 100.0% 

% within Risk of Fraudulent 

Financial Information 

100.0% 100.0% 

 

Chi-Square Tests 

 

Value df 

Asymp. Sig. (2-

sided) 

Pearson Chi-Square 60.800
a
 4 .000 

Likelihood Ratio 83.983 4 .000 

Linear-by-Linear Association 53.486 1 .000 

N of Valid Cases 80   

a. 0 cells (.0%) have expected count less than 5. The minimum expected 

count is 2.50. 

 

Symmetric Measures 

  

Value 

Asymp. Std. 

Error
a
 Approx. T

b
 Approx. Sig. 

Interval by Interval Pearson's R -.823 .026 -12.787 .000
c
 

Ordinal by Ordinal Spearman Correlation -.843 .022 -13.845 .000
c
 

 N of Valid Cases 80    

a. Not assuming the null hypothesis. 

b. Using the asymptotic standard error assuming the null hypothesis. 

c. Based on normal approximation. 

 

Appendix IX: Crosstab of Verification of Cash Balance * Risk of Fraudulent 

Financial Information 
 

Crosstab 

   Risk of Fraudulent Financial 

Information 

   Very High High 

Verification of Cash 

Balance 

Without Verification Count 0 0 

% within Verification of 

Cash Balance 

.0% .0% 
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% within Risk of 

Fraudulent Financial 

Information 

.0% .0% 

Cash Flow Statement or 

Bank Account Statement 

Count 0 8 

% within Verification of 

Cash Balance 

.0% 33.3% 

% within Risk of 

Fraudulent Financial 

Information 

.0% 33.3% 

Both Cash Flow statement 

and Bank Statement 

Count 8 16 

% within Verification of 

Cash Balance 

26.7% 53.3% 

% within Risk of 

Fraudulent Financial 

Information 

100.0% 66.7% 

 Total Count 8 24 

% within Verification of 

Cash Balance 

10.0% 30.0% 

% within Risk of 

Fraudulent Financial 

Information 

100.0% 100.0% 

 

Crosstab 

   Risk of Fraudulent Financial 

Information 

   Moderate Low 

Verification of Cash 

Balance 

Without Verification Count 5 16 

% within Verification of 

Cash Balance 

19.2% 61.5% 

% within Risk of 

Fraudulent Financial 

Information 

25.0% 69.6% 

Cash Flow Statement or 

Bank Account Statement 

Count 9 7 

% within Verification of 

Cash Balance 

37.5% 29.2% 
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% within Risk of 

Fraudulent Financial 

Information 

45.0% 30.4% 

Both Cash Flow statement 

and Bank Statement 

Count 6 0 

% within Verification of 

Cash Balance 

20.0% .0% 

% within Risk of 

Fraudulent Financial 

Information 

30.0% .0% 

 Total Count 20 23 

% within Verification of 

Cash Balance 

25.0% 28.8% 

% within Risk of 

Fraudulent Financial 

Information 

100.0% 100.0% 

 

Crosstab 

   Risk of 

Fraudulent 

Financial 

Information  

   Very Low Total 

Verification of Cash Balance Without Verification Count 5 26 

% within Verification of 

Cash Balance 

19.2% 100.0% 

% within Risk of Fraudulent 

Financial Information 

100.0% 32.5% 

Cash Flow Statement or 

Bank Account Statement 

Count 0 24 

% within Verification of 

Cash Balance 

.0% 100.0% 

% within Risk of Fraudulent 

Financial Information 

.0% 30.0% 

Both Cash Flow statement 

and Bank Statement 

Count 0 30 

% within Verification of 

Cash Balance 

.0% 100.0% 
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% within Risk of Fraudulent 

Financial Information 

.0% 37.5% 

 Total Count 5 80 

% within Verification of 

Cash Balance 

6.3% 100.0% 

% within Risk of Fraudulent 

Financial Information 

100.0% 100.0% 

 

Chi-Square Tests 

 

Value df 

Asymp. Sig. (2-

sided) 

Pearson Chi-Square 57.546
a
 8 .000 

Likelihood Ratio 73.581 8 .000 

Linear-by-Linear Association 47.825 1 .000 

N of Valid Cases 80   

a. 0 cells (.0%) have expected count less than 5. The minimum expected 

count is 1.50. 

 

Symmetric Measures 

  

Value 

Asymp. Std. 

Error
a
 Approx. T

b
 Approx. Sig. 

Interval by Interval Pearson's R -.778 .035 -10.939 .000
c
 

Ordinal by Ordinal Spearman Correlation -.785 .037 -11.181 .000
c
 

 N of Valid Cases 80    

a. Not assuming the null hypothesis. 

b. Using the asymptotic standard error assuming the null hypothesis. 

c. Based on normal approximation. 

 

Appendix X: Crosstab of Verification of Debtors * Risk of Fraudulent Financial 

Information 
 

Crosstab 

   Risk of Fraudulent Financial 

Information 

   Very High High 
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Verification of Debtors Without Verification Count 0 0 

% within Verification of 

Debtors 

.0% .0% 

% within Risk of Fraudulent 

Financial Information 

.0% .0% 

Credit Sales Register Count 0 9 

% within Verification of 

Debtors 

.0% 28.1% 

% within Risk of Fraudulent 

Financial Information 

.0% 37.5% 

Credit Sales Register and 

Debtors 

Count 8 15 

% within Verification of 

Debtors 

26.7% 50.0% 

% within Risk of Fraudulent 

Financial Information 

100.0% 62.5% 

 Total Count 8 24 

% within Verification of 

Debtors 

10.0% 30.0% 

% within Risk of Fraudulent 

Financial Information 

100.0% 100.0% 

 

Crosstab 

   Risk of Fraudulent Financial 

Information 

   Moderate Low 

Verification of Debtors Without Verification Count 3 10 

% within Verification of 

Debtors 

16.7% 55.6% 

% within Risk of Fraudulent 

Financial Information 

15.0% 43.5% 

Credit Sales Register Count 10 13 

% within Verification of 

Debtors 

31.3% 40.6% 
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% within Risk of Fraudulent 

Financial Information 

50.0% 56.5% 

Credit Sales Register and 

Debtors 

Count 7 0 

% within Verification of 

Debtors 

23.3% .0% 

% within Risk of Fraudulent 

Financial Information 

35.0% .0% 

 Total Count 20 23 

% within Verification of 

Debtors 

25.0% 28.8% 

% within Risk of Fraudulent 

Financial Information 

100.0% 100.0% 

 

Crosstab 

   Risk of 

Fraudulent 

Financial 

Information  

   Very Low Total 

Verification of Debtors Without Verification Count 5 18 

% within Verification of 

Debtors 

27.8% 100.0% 

% within Risk of Fraudulent 

Financial Information 

100.0% 22.5% 

Credit Sales Register Count 0 32 

% within Verification of 

Debtors 

.0% 100.0% 

% within Risk of Fraudulent 

Financial Information 

.0% 40.0% 

Credit Sales Register and 

Debtors 

Count 0 30 

% within Verification of 

Debtors 

.0% 100.0% 

% within Risk of Fraudulent 

Financial Information 

.0% 37.5% 
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 Total Count 5 80 

% within Verification of 

Debtors 

6.3% 100.0% 

% within Risk of Fraudulent 

Financial Information 

100.0% 100.0% 

 

Chi-Square Tests 

 

Value df 

Asymp. Sig. (2-

sided) 

Pearson Chi-Square 55.720
a
 8 .000 

Likelihood Ratio 68.001 8 .000 

Linear-by-Linear Association 43.363 1 .000 

N of Valid Cases 80   

a. 0 cells (.0%) have expected count less than 5. The minimum expected 

count is 1.13. 

 

Symmetric Measures 

  

Value 

Asymp. Std. 

Error
a
 Approx. T

b
 Approx. Sig. 

Interval by Interval Pearson's R -.741 .041 -9.742 .000
c
 

Ordinal by Ordinal Spearman Correlation -.741 .045 -9.747 .000
c
 

 N of Valid Cases 80    

a. Not assuming the null hypothesis. 

b. Using the asymptotic standard error assuming the null hypothesis. 

c. Based on normal approximation. 

 

Appendix XI: Crosstab of Verification of Inventory * Risk of Fraudulent Financial 

Information 
 

Crosstab 

   Risk of Fraudulent Financial 

Information 

   Very High High 

Verification of Inventory Inventory Register Count 0 2 
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% within Verification of 

Inventory 

.0% 8.0% 

% within Risk of Fraudulent 

Financial Information 

.0% 8.3% 

Inventory Register and 

Visiting of Warehouse 

Count 8 22 

% within Verification of 

Inventory 

14.5% 40.0% 

% within Risk of Fraudulent 

Financial Information 

100.0% 91.7% 

 Total Count 8 24 

% within Verification of 

Inventory 

10.0% 30.0% 

% within Risk of Fraudulent 

Financial Information 

100.0% 100.0% 

 

Crosstab 

   Risk of Fraudulent Financial 

Information 

   Moderate Low 

Verification of Inventory Inventory Register Count 6 12 

% within Verification of 

Inventory 

24.0% 48.0% 

% within Risk of Fraudulent 

Financial Information 

30.0% 52.2% 

Inventory Register and 

Visiting of Warehouse 

Count 14 11 

% within Verification of 

Inventory 

25.5% 20.0% 

% within Risk of Fraudulent 

Financial Information 

70.0% 47.8% 

 Total Count 20 23 

% within Verification of 

Inventory 

25.0% 28.8% 

% within Risk of Fraudulent 

Financial Information 

100.0% 100.0% 



xix 

 

 

Chi-Square Tests 

 

Value df 

Asymp. Sig. (2-

sided) 

Pearson Chi-Square 25.205
a
 4 .000 

Likelihood Ratio 29.330 4 .000 

Linear-by-Linear Association 22.998 1 .000 

N of Valid Cases 80   

a. 2 cells (20.0%) have expected count less than 5. The minimum 

expected count is 1.56. 

 

Symmetric Measures 

  

Value 

Asymp. Std. 

Error
a
 Approx. T

b
 Approx. Sig. 

Interval by Interval Pearson's R -.540 .075 -5.660 .000
c
 

Ordinal by Ordinal Spearman Correlation -.534 .078 -5.577 .000
c
 

 N of Valid Cases 80    

a. Not assuming the null hypothesis. 

b. Using the asymptotic standard error assuming the null hypothesis. 

c. Based on normal approximation. 

 

Appendix XII: Crosstab of Verification of Land * Risk of Fraudulent Financial 

Information 

Crosstab 

   Risk of Fraudulent Financial 

Information 

   Very High High 

Verification of Land Ownership Documents Count 1 3 

% within Verification of Land 9.1% 27.3% 

% within Risk of Fraudulent 

Financial Information 

12.5% 12.5% 

Land Department and 

Evaluaters 

Count 7 21 

% within Verification of Land 10.1% 30.4% 

% within Risk of Fraudulent 

Financial Information 

87.5% 87.5% 
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 Total Count 8 24 

% within Verification of Land 10.0% 30.0% 

% within Risk of Fraudulent 

Financial Information 

100.0% 100.0% 

 

Crosstab 

   Risk of Fraudulent Financial 

Information 

   Moderate Low 

Verification of Land Ownership Documents Count 1 6 

% within Verification of Land 9.1% 54.5% 

% within Risk of Fraudulent 

Financial Information 

5.0% 26.1% 

Land Department and 

Evaluaters 

Count 19 17 

% within Verification of Land 27.5% 24.6% 

% within Risk of Fraudulent 

Financial Information 

95.0% 73.9% 

 Total Count 20 23 

% within Verification of Land 25.0% 28.8% 

% within Risk of Fraudulent 

Financial Information 

100.0% 100.0% 

 

Crosstab 

   Risk of 

Fraudulent 

Financial 

Information  

   Very Low Total 

Verification of Land Ownership Documents Count 0 11 

% within Verification of Land .0% 100.0% 

% within Risk of Fraudulent 

Financial Information 

.0% 13.8% 

Land Department and Count 5 69 
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Evaluaters % within Verification of Land 7.2% 100.0% 

% within Risk of Fraudulent 

Financial Information 

100.0% 86.3% 

 Total Count 5 80 

% within Verification of Land 6.3% 100.0% 

% within Risk of Fraudulent 

Financial Information 

100.0% 100.0% 

 

Chi-Square Tests 

 

Value df 

Asymp. Sig. (2-

sided) 

Pearson Chi-Square 5.082
a
 4 .279 

Likelihood Ratio 5.608 4 .230 

Linear-by-Linear Association .326 1 .568 

N of Valid Cases 80   

a. 1 cells (10.0%) have expected count less than 5. The minimum 

expected count is .69. 

 

Symmetric Measures 

  

Value 

Asymp. Std. 

Error
a
 Approx. T

b
 Approx. Sig. 

Interval by Interval Pearson's R -.064 .110 -.568 .571
c
 

Ordinal by Ordinal Spearman Correlation -.077 .114 -.678 .500
c
 

 N of Valid Cases 80    

a. Not assuming the null hypothesis. 

b. Using the asymptotic standard error assuming the null hypothesis. 

c. Based on normal approximation. 

 
Appendix XIII: Logistic Regression 

 

Case Processing Summary 

Unweighted Cases
a
 N Percent 

Selected Cases Included in Analysis 80 100.0 

Missing Cases 0 .0 
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Total 80 100.0 

 Unselected Cases 0 .0 

Total 80 100.0 

a. If weight is in effect, see classification table for the total number of 

cases. 

 

Dependent Variable 

Encoding 

Original 

Value Internal Value 

Granted 0 

Rejected 1 

 

Categorical Variables Codings 

  

 

Parameter 

coding 

  Frequency (1) 

Audited Financial Statements Available 31 .000 

Not Available 49 1.000 

Income Tax Return Available 44 .000 

Not Available 36 1.000 

 

Block 0: Beginning Block 

Classification Table
a,b

 

 

Observed 

Predicted 

 Loan Decision  

 

Granted Rejected 

Percentage 

Correct 

Step 0 Loan Decision Granted 0 40 .0 

Rejected 0 40 100.0 

 Overall Percentage   50.0 

a. Constant is included in the model. 

b. The cut value is .500 
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Variables in the Equation 

  B S.E. Wald df Sig. Exp(B) 

Step 0 Constant .000 .224 .000 1 1.000 1.000 

 

Variables not in the Equation 

   Score df Sig. 

Step 0 Variables YearsStatement 12.889 1 .000 

InTax(1) 7.273 1 .007 

Audit(1) 8.901 1 .003 

 Overall Statistics 25.481 3 .000 

 

Block 1: Method = Enter 

Omnibus Tests of Model Coefficients 

  Chi-square df Sig. 

Step 1 Step 28.695 3 .000 

Block 28.695 3 .000 

Model 28.695 3 .000 

 

Model Summary 

Step -2 Log likelihood 

Cox & Snell R 

Square 

Nagelkerke R 

Square 

1 82.208
a
 .301 .402 

a. Estimation terminated at iteration number 4 because 

parameter estimates changed by less than .001. 

 

Hosmer and Lemeshow Test 

Step Chi-square df Sig. 

1 19.102 7 .118 

 

Contingency Table for Hosmer and Lemeshow Test 

  Loan Decision = Granted Loan Decision = Rejected  

  Observed Expected Observed Expected Total 

Step 1 1 9 8.992 1 1.008 10 
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2 4 6.043 3 .957 7 

3 3 4.331 3 1.669 6 

4 3 3.470 2 1.530 5 

5 12 7.998 1 5.002 13 

6 5 2.386 1 3.614 6 

7 2 3.176 8 6.824 10 

8 2 2.016 6 5.984 8 

9 0 1.588 15 13.412 15 

 

Classification Table
a
 

 

Observed 

Predicted 

 Loan Decision  

 

Granted Rejected 

Percentage 

Correct 

Step 1 Loan Decision Granted 31 9 77.5 

Rejected 10 30 75.0 

 Overall Percentage   76.3 

a. The cut value is .500 

 

Variables in the Equation 

  B S.E. Wald df Sig. Exp(B) 

Step 1
a
 YearsStatement -1.234 .431 8.192 1 .004 .291 

InTax(1) 1.369 .574 5.696 1 .017 3.930 

Audit(1) 1.719 .584 8.650 1 .003 5.577 

Constant 1.514 1.227 1.523 1 .217 4.547 

a. Variable(s) entered on step 1: YearsStatement, InTax, Audit. 

 

Correlation Matrix 

  Constant       YearsStatement InTax(1)       Audit(1)       

Step 1 Constant       1.000 -.892 -.334 -.277 

YearsStatement -.892 1.000 .071 -.079 

InTax(1)       -.334 .071 1.000 .259 
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Correlation Matrix 

  Constant       YearsStatement InTax(1)       Audit(1)       

Step 1 Constant       1.000 -.892 -.334 -.277 

YearsStatement -.892 1.000 .071 -.079 

InTax(1)       -.334 .071 1.000 .259 

Audit(1)       -.277 -.079 .259 1.000 

 


