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Abstract

When considering the entrepreneurial value of SMEs while understanding their reliance on
trade credit, the role of ethics in the credit agreement in either complementing debtors'
commitment to repayment or undermining it is accentuated. Insights into the essential role
that ethics play in sustaining SMEs' credit lending efforts could add value to improving their
trade credit management efforts to promote liquidity and limit unprofitability associated with
bad debt expenses. The study aims to determine the role of ethics in affecting SMEs' trade
credit management. The study employes a quantitative research design and purposive
sampling technique targeting 10 450 formal SMEs across South Africa with data collected
using the survey method by administering an online questionnaire. The results show a
significant positive relationship between ethics and SMEs' trade credit management
effectiveness. The study contributes to the expansion of available literature concerning
SMEs' ethics and trade credit management determinants by emphasising the value of ethics
towards improved trade credit management effectiveness. By showing the value of ethics in
promoting trade credit management several recommendations are provided intended to
promote liquidity and limit unprofitability.
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1. Introduction

There is a moral obligation to cultivate entrepreneurship, especially in a hostile developing
context. Small and medium-sized enterprise (SME) creation is an asset that should be
protected because of its potential to contribute to a bleak economic environment, so often
associated with developing countries. In developing countries, entrepreneurship raises
economic growth, benefitting living standards by stimulating productivity, thereby helping to
address society’s more prominent constraints set out in the United Nations Sustainable
Development Goals (SDGs) and the African Union’s Agenda for 2063 (Hill, lonescu-Somers,
Coduras Martinez, Guerrero, Menipaz, Boutaleb, Zbierowski, Schgtt, Sahasranamam &
Shay, 2023a; Statistics South Africa, 2023). SMEs are regarded as essential entrepreneurial
mechanisms to stimulate social and economic growth and upliftment, especially in times of
fiscal and monetary restraint, given their noteworthy contribution to typical challenges faced
by developing countries (Razak, Othman, Zulkifly & Zakaria, 2021). Therefore, there is a
need to investigate the role of ethics in SMEs to harness their entrepreneurial power as a
national treasure.

1.1 South African SMEs’ entrepreneurial activity indicators

The 2023/2024 Global Entrepreneurship Monitor (GEM) Report explains the realities
concerning South African entrepreneurs’ inability to transform the economy from its current
bleak reality to a more prosperous economic outlook (Hill et al., 2023b). South Africa’s total
early-stage entrepreneurial activity® (TEA) rate has fluctuated from 17.5% (2021), 8.5%
(2022), and 11.1% (2023), with the country positioned 24™ out of 46 GEM participating
economies indicated in the 2023/2024 GEM Report (Hill et al., 2023a; Hill, lonescu-Somers,
Coduras, Guerrero, Roomi, Bosma, Sahasranamam & Shay, 2022b). Concerning South
Africa’s established business ownership” (EBO) rate, estimates ranged as follows, 5.2%
(2021), 1.8% (2022), and 5.9% (2023), ranking the country 28" out of 46 GEM participating
economies (Hill et al., 2023a; Hill et al., 2023b; Hill et al., 2022). The 2023/2024 GEM Report
observes South Africa's entrepreneurial activity performance as dismal when comparing its
TEA and EBO rates to other Level C countries, showing areas for recovery (Hill et al.,
2023b).

In addition, approximately 60% of entrepreneurs are reluctant to engage in business
formation. They fear failure despite being cognisant of positive opportunities worth exploiting.
According to Hill et al. (2023b), this is observable when considering that only 8% of adults
are expected to start their own business in the next three years. South Africa's business
discontinuance rate® increased from 4.2% (2019) to 13.9% (2021), which, for the latter
estimate, is 3.3% more negative compared to the African region’s average in 2021. South
Africa’s business discontinuance rate improved to 4.9% (2022) only to increase to 7.2%
(2023), resembling the harsh realities of SMEs' high failure rates as a testament to the
challenges surrounding their business environment (Bowmaker-Falconer, Meyer &
Samsami, 2023; Hill et al., 2023b). The 2023/2024 GEM Report states that entrepreneurs'
fear of failure remains a considerable hindrance as, at minimum, 40% of all adults identifying
good start-up opportunities are restrained from starting their businesses for fear of failure
(Hill et al., 2023b). South Africa’s fear of failure estimates observed as follows: 53% (2021),
59.4% (2022), and 59.5% (2023) (Hill et al., 2023a; Hill et al., 2023b; Hill, lonescu-Somers &
Coduras, 2022a). These business failure estimates warrant an investigation into the causes
resulting in SME business exits.

The 2022/2023 and 2023/2024 GEM Reports reflect a gradual increase in various
negative non-COVID-19 related reasons that contributed to failure (business exits) during
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and after the COVID-19 pandemic (Hill et al., 2023a; Hill et al., 2023b). These and previous
GEM Reports listed unprofitability as the primary non-COVID-19 related reason why early-
stage South African entrepreneurs fail. Estimates for negative non-COVID-19 related
reasons contributing to business exits ranged from 8.7% (2021), 3.1% (2022), and 4.4%
(2023) (Hill et al., 2023a; Hill et al., 2023b; Hill et al., 2022). Several GEM Reports observed
limited access to external capital as a secondary reason why SMEs are prone to such high
failure rates, causing business exits from 2019 to 2023 (Hill et al., 2023a; Hill et al., 2023b).
SMEs are therefore poised to use trade credit as an alternative to external capital. However,
the risk of late payments resonating into irrecoverable debts contributing to unprofitability is
synonymous with trade credit, all the while SMEs operate in credit rationed business
environments.

1.2 Late payment and bad debt risks associated with South African
SMEs' trade credit management

Altman, Balzano, Giannozzi and Srhoj (2023) stated that the average debtor days of 60
days beyond term (DBT) for South African SMEs outweigh the global average of 40 DBT.
According to the South African Reserve Bank (2023), 40% of South African SMEs reported
late payments from debtors, posing a noticeable issue to liquidity. This Payments Study
Report compiled by the South African Reserve Bank (2023) informed that approximately
60% of SMEs' debtor management practices are ineffective due to overdue accounts that
often transcend into irrecoverable debt, resonating into devastating cash flow shocks (Msomi
& Olarewaju, 2021). Several studies point out that inadequate debtor management results in
cash flow constraints contributing to business exits of approximately 75% for South African
SMEs (Kamberidou, 2020; Wadesango, Tinarwo, Sitcha & Machingambi, 2019).

These estimates amplify the importance of effective trade credit management, while the
role of ethics in alleviating late payment and bad debt constraints amongst partnering
businesses remains unanswered. This necessitates an understanding of ethics as a
determining factor and the role it plays in SMEs' trade credit management.

1.3 The importance of ethics in SME trade credit management

Implications of ethical misconduct can be harmful to both SMEs and society, making
business stakeholders ever more observant of their business reputation before acting on
investment appraisals or credit extension agreements (Abiodun & Oyeniyi, 2014). As is so
often the case for SMEs, these enterprises are generally more impaired in acting on ethical
practices than their larger counterparts because of a deficiency in capital resources,
networking linkages, and critical information for decision making (Ononogbo, Joel & Edeja
2016). Dutta and Banerjee (2011) inform that size is no longer an influencing factor in
business ethics due to its relevance to SMEs and its expanding presence in contributing to
global GDP while observing unethical business practices do lead to business failure placing
the intent on ethics in business for growth and sustainability (Abiodun & Oyeniyi, 2014).
Mahmood (2008) observed a segregated view around business ethics for enterprises
operating in developing compared to developed countries, stating that SMEs in developing
countries do require more exposure to the usefulness of business ethics and its benefits,
given their lack of strategic vision, blinding them from understanding its value. Turyakira
(2018) informs that SMEs can no longer disregard ethics, given the numerous business
failures because of unethical practices, especially in developing countries like South Africa,
recommending that SME owners/managers act ethically while suggesting the formulation of
an ethics code to strengthen reputation and market relevance.



1.4 Research objective

It can be deduced that the role of ethics in SMEs is essential to sustaining their credit
lending and management efforts. In considering the context of the referenced research
outlining the entrepreneurial value of SMEs, while understanding their reliance on trade
credit as a spontaneous funding source, although being cognisant of ethics in the credit
agreement, in either complementing debtors' commitment to repayment or undermining it.
The nexus between ethics and SMEs’ trade credit management effectiveness in the context
of developing economies remains largely unidentified. This, therefore, is indicative of the
need for this study, as the research problem is understanding the role of ethics in affecting
SMEs' trade credit management. Therefore, the primary purpose of the research is to
determine the role of ethics in affecting SMEs' trade credit management. A better
understanding of how ethics affects SME’s trade credit management could contribute to
insights for relevant stakeholders about ways to support the overall business viability of
SMEs.

The next sections report on a review of the literature on trade credit and ethics in SMEs, a
description of the research methodology, including results and discussions from the
empirical analysis. The recommendations derived from addressing the research purpose
follows. Lastly, concluding remarks that outline the study's contributions.

2. Literature review

The literature review intends to describe the available literature on trade credit, including
its usage and management by SMEs, followed by a review of ethics in SMEs, ending with
the role of ethics in SMEs' trade credit management and unethical business practices in
SMEs.

2.1 Trade credit and SMEs

Considering that so many non-financial businesses operate as credit borrowers and
lenders simultaneously led to the search for a purpose around understanding why trade
credit came into being (Burkart & Ellingsen, 2004). Trade credit, defined as a business-to-
business (B2B) agreement allowing a debtor to buy products/services without an upfront
cash payment, becomes the preferred source of creditor finance to facilitate the credit
transaction (Burkart & Ellingsen, 2004). A unique element to trade credit lies in the debtors'
tendency to signal creditworthiness information, informing creditors about their repayment as
an indication of default risk. Trade creditors can become further informed by implementing
debtor management practices such as regular monitoring of payment schedules, including
random fluctuations in sale quantities, and improving credit management proficiencies to
collect outstanding accounts or seizing future supplies altogether. From a debtor's vantage
point, cash discounts entice prompt payment patterns, reducing financing charges that can
stimulate more advantageous credit terms (McGuinness, Hogan & Powell, 2016). Trade
credit can be split into two different offerings: the simpler form, defined as net terms, and the
more complex, identified as two-part terms. Net terms specify that full payment is due within
a certain period after product delivery or receipt of the monthly statement. Two-part terms
consist of several elements: discount percentage, discount period, and the final payment
period. The most common two-part term businesses use is 2/10 net 30’ (Peel et al., 2000).
Most SMEs are poised to manage current assets and liabilities simultaneously, resulting in
trade credit becoming a ‘two-way transaction’ (Wilson & Summers, 2002).
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The study by Kwenda and Holden (2014) observes that for South African firms, close to
50% of current assets and 32% of total assets are financed by trade credit, while trade credit
accounts for 67% of current liabilities and 53% of total liabilities (Kwenda & Holden, 2014).
These figures support the 89% increase in South African corporate debt for the period 1991
to 2015 (Machokoto, Areneke, & Ibrahim, 2020). SMEs are therefore highly reliant on trade
credit, although the default risks surrounding this source of credit necessitate SMEs to
ensure effective trade credit management.

2.1.1 The importance of effective trade credit management for SMEs

It is widely noted in the literature that SMEs' choice of trade credit heightens their
exposure to financial risks such as late payments becoming irrecoverable debts extending
into unprofitability, which often result in bankruptcy. The study by Mahmud, Miah and
Bhuiyan (2022) observes that trade credit significantly negatively impacts small firms'
performance and profitability. Pham and Huyn (2020) also report a similar result when
distinguishing between how trade credit lessens profitability for smaller firms yet leads to
profitability improvements for larger firms. Notwithstanding, trade credit remains a valuable
choice to sustain business functioning and expand SME growth. For SMEs operating in
countries synonymous with healthy business repayment qualities, the relationship between
payment duration and SME growth is amplified (Lefebvre, 2023). Astvansh and Jinda (2022)
distinguished between trade credit extension to debtors and trade credit acceptance from
creditors, observing that, in the case of the former, firm value is strengthened and profitability
is diminished, while, for the latter, firm value is diminished, and profitability is improved.
Martinez-Sola et al. (2014) argue in favour of trade credit by stating that credit sales should
be regarded as current asset investments to boost profits yet admitting that this greatly
favours economies of scale as larger enterprises, not burdened by credit rationing. Due to
SMEs' limited capital resources, most enterprises resort to trade credit as the only viable
source of credit, inherently because of larger enterprises' economy of scale, displaying their
bargaining power over SMEs (Wu, Lee & Birge, 2020). With previous literature informing
about the relevance of ethics to SMEs' success, this notion adds relevance to the research
argument, given that unprofitability, caused by irrecoverable debts diminishing current asset
returns, is a primary cause of failure in SMEs. In addition, the study by Peter, Peter,
Bamidele, Adeniyi, Adama, Decster, Ogundipe and Adioti (2022) confirms that applying
effective trade credit management practices can improve SMEs' financial performance,
positively affecting enterprise success. Similarly, Eloundou (2024) endorses the importance
of adopting effective working capital management practices, specifying accounts receivable
management, to increase SMEs' financial performance. Numerous authors concur that
SMEs who neglect their trade credit management magnify debtors' potential to default,
impairing profitability and business growth (Otto, 2023; Braimah, Mu, Quaye & lbrahim,
2021; Zimon & Dankiewicz, 2020).

Trade credit especially comes to the aid of SMEs through the formation of trust-based
creditor-to-debtor relationships, reducing information asymmetries that so often tarnish the
hopes for sustained credit agreements amongst partnering SMEs, proliferating credit
rationing (Martinez-Sola, Garcia-Teruel & Martinez-Solano, 2014). This amplifies the role of
ethics in SMEs' trade credit management practices. However, the alarming late payment and
bad debt estimates portray the destructive realities of trade credit, leaving SMEs exposed to
risks of non-payment, resulting in irregular cash flow patterns damaging business growth.
Studies by Msomi, Matemane and Zungu (2024), Peter et al. (2022), confirm the importance
of ethical debtor management procedures such as preassessment of debtor’s credit risk by
focussing, for example, on the five C’s of credit, namely character, capacity, capital,
collateral, and conditions from which credit agreements is formulated in combatting default
risks (Peel, Wilson & Horworth, 2000).



The available literature portrays a variety of observations around how trade credit affects
firms' growth and profitability, although it mainly agrees with SMEs' resource deficiencies, in
particular credit constraint realities, leaving SMEs poised to partake in the credit agreement.
Because of this, SMEs simultaneously position themselves as credit borrowers and lenders,
forcing SMEs to make the risky choice of extending trade credit while desiring sales growth
to remain competitive. Ethics could prove to be instrumental in SMEs' attempts to cultivate
and foster effective trade credit management to limit asymmetric information problems, such
as credit rationing, including lowering transaction charges towards effectively lowering
default risks for lenders and increasing credit access for borrowers.

2.2 Theoretical foundation: Stakeholder and stewardship theory on
SMEs ethics

Freeman, Harrison, Wicks, and Palmer (1984) defined stakeholder theory as a
perspective on capitalism that highlights the interconnected relationships between a
business and its customers, employees, suppliers, investors, communities, and other parties
with a vested interest in the business. This theory can be regarded as a philosophy of
corporate or business ethics, as it advocates ethical decision-making in business activities
(Freeman et al., 1984). It can be inferred from this that the management team of SMEs
must lead ethically and set an example, so that employees will follow suit and make better
decisions during crises when guided by business ethics. All business decisions have ethical
dimensions because they affect the outcomes for multiple stakeholders. Consequently, the
theory emphasises the ethical balance between stakeholders and shareholder value (Weiss,
2021) making the stakeholder theory a suitable amalgamation of economics and ethics, with
its central principle being that businesses which better meet the relational needs of their
stakeholders will have greater longevity and perform better than those that poorly manage
stakeholder relations (Freeman et al., 1984). This theory is complemented by stewardship
theory, which further enhances the understanding of the subject. Postulated by Davis,
Schoorman, and Donaldson (1997), it advises managers to act as stewards of the
organisation, prioritising collective goals and ethical responsibilities by fostering trust,
cooperation, and long-term organisational success. As stewards of ethical business
practices, SME managers must avoid acting out of self-interest, as this can lead to credit
agreement agency conflicts and the exploitation of information asymmetry, potentially
affecting effective trade credit management explained next.

2.3 Ethics and SMEs

Business ethics concerns morality and standards around ethical rules for business
actions, encompassing internal stakeholder values. These include customer satisfaction,
product quality, employee remuneration, support for local community upliftment, and eco-
friendly business approaches (Twomey & Jennings, 2011; Hodgetts & Luthans, 2003). Ample
evidence testifies to the benefit of ethical business over the medium to long term. A link
exists between ethical business values and financial performance in the form of raised
productivity, sales, and profits, while it was found that upholding high moral business
standards reduces transaction costs (McMurrian & Matulich, 2016; Wiid, Cant & Van
Niekerk, 2013). In addition, ethics play a pivotal role in any business environment to reduce
agency problems associated with credit lending, such as adverse selection and moral
hazard (Howorth & Moro, 2006). Therefore, ethics may be of the utmost importance when
deciding on credit extension to a partnering SME as a basis of assessment used by creditor
suppliers (Hannafey, 2003). In the absence of structured ethical principles, the general risk
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perception around credit borrowers' propensity to default can increase as different
information sources will affect SME’s decision as to whether to continue to extend trade
credit.

Furthermore, should asymmetric information problems arise between partnering SMEs
entering into the credit agreement, the credit borrowers’ incentive will be to default on
outstanding credit payments, thereby impairing the effectiveness with which credit supplying
SMEs manage their trade credit. However, providing ethical soft financial information during
the credit evaluation phase is critically important to SMEs' credit lending procedure. The
essence of successful lending is to stop the proliferation of asymmetric information problems
because of trade credit lending. These problems include adverse selection and moral hazard
that result in increased transactional costs. Therefore, it can be deducted that ethical trade
credit management practices could mitigate the asymmetric information problems that so
often proliferate default risks, extending into accurate credit lending decisions, and lessening
SME failures. Alternatively, a lack of business ethics could incentivise debtors to generalise
late payments, resulting in irrecoverable debts harming liquidity and profitability, which is
detrimental to credit supplying SMEs trade credit and working capital management.

SMEs are not immune to ethics in the workplace, given that a loss of trust due to unethical
practices not only leads to a loss in clientele that is already so damaging for SMEs operating
in competitive industries, but the risk of lawsuits may even materialise. This accentuates
trust in conducting business ethically between creditor and debtor (Twomey & Jennings,
2011). From a trade credit perspective, ethics include character and personality traits that
reveal the intent of an SME towards its own and other businesses. The debtor must reveal a
character that will influence the creditor to trust the debtor with repayment. Should the
creditor lack commitment because the debtors allude to signs of default risk by being guilty
of not committing to credit agreement stipulations and concurrently prolonging outstanding
payments, the creditor will opt not to grant further credit, with the credit agreement becoming
invalid. Therefore, being ethical is crucial to sustaining operations for a debtor in need of
trade credit by showing a moral obligation to repayment, thereby earning the creditors’ trust
(Cowton & San-Jose, 2017). Most businesses operating in developing economies are
exposed to weak financial institutions, limiting their access to long-term capital markets.
These businesses largely depend on trust-based credit agreement networks by exchange of
soft financial information to acquire trade credit funding (Amoako & Matlay, 2015; Fisman &
Love, 2003). Given SMEs' dependency on soft financial information to proliferate effective
credit lending, the importance of ethical business practices encompassing trust cannot be
overstated to mitigate dishonesty between SMEs and, in so doing, lessen liquidity shocks
along the supply line due to late payments or even worse, irrecoverable debts (Palazuelos,
Crespo & del Corte, 2018; Vander Bauwhede, De Meyere and Van Cauwenberge, 2015).

SMEs are unfortunately prone to unethical practices such as dishonesty in the formulation
of a credit agreement, and not keeping to the policies set out in such credit agreements is a
reality amongst SMEs as late payment is a result of a lapse in business ethics
complemented by actions of dishonesty (Chittenden & Bragg, 2012). The most effective
method to mitigate the effects of late payments is to reduce the financial advantages
associated with granting trade credit. However, given SMEs’ interdependency as trade credit
hails as a ‘two-way transaction’ and lifeline to sustain business operations, the
implementation of such sanctions often leads to the demise of credit lending enterprises
(Chittenden & Bragg, 2012). Unethical business practices become apparent when an
incentive is offered for inappropriate advantages. SMEs are more prone to unethical
tendencies because of their size, which close their access to resources like external capital,
leading to questionable moral standards when conducting business (Green & Medlin, 2003).
Many SMEs perceive themselves as uncompetitive and feel helpless due to a deficiency of
information and reputation, while being cognisant of widespread unethical practices



underway in the private and public sectors. Wiid et al. (2013) noted that some regard this as
the norm in business, which ultimately influences SMEs' willingness to partake in similar
unethical activities. Wiid et al. (2013) also observed that a lack of moral tentativeness
proliferates immoral behaviour, discrediting ethical business execution such as credit non-
repayment (Hopkins, 2005). Existing literature supports the notion that for SMEs to remain
competitive warrants involvement in unethical and corrupt activities such as illegal payments,
fraud, and bribery, which is seen as an accumulative trend across developing countries,
especially in Africa where the notion of corruption is institutionalised (Changwony & Kyiu,
2023; Abiodun & Oyeniyi, 2014).

Therefore, it can be deduced that due to a lapse in ethics causing unethical practices,
such as dishonesty, they influence the risk perception of creditors to the extent to which the
debtor can be trusted not to default. This emphasises the importance of ethics within the
credit agreement as unethical business practices could impede the operational viability of
SMEs by negatively affecting SMS trade credit management. The latter highlights the
importance of adopting a culture of ethical business practices to aid effective management of
trade credit. In line with the rationale raised, the study argues that understanding the role of
ethics in affecting SMEs' trade credit management is important and warrants an investigation
to derive a definitive conclusion.

3. Research methods and design

A quantitative research design was used to collect data for statistical analysis by
conducting a survey using an online questionnaire.

3.1 Population and sampling frame

Since formal SMEs contribute close to 40% of the GDP of emerging economies, the
population frame comprised formal SMEs obtained from a Business Database owned by
Interactive Direct (International Finance Corporation (IFC), 2019). All businesses listed on
this database adhered to the definition of SMEs. The population frame totalled n = 45 313.
To obtain a reasonable response rate, the researcher used purposive sampling targeting a
population frame of n = 10 450 SMEs. Testing the entire population is often impractical, so a
representative sample was chosen (Bell, Harley & Bryman, 2022). Experts from iFeedback
Consulting (Pty) Ltd confirmed that their SME database was suitable for achieving a
desirable response rate. However, the sample may not perfectly represent South African
SMEs, as the database consists of volunteers and is not mandatory. Despite this, the
Interactive Direct Business Database is considered accurate and up to date. The sample
was not selected based on race, though respondents were asked to indicate their race.
Using the Zikmund sample size calculation, 10,450 SMEs were chosen from the database,
which was compiled over time and is not a random selection. To reach the required sample,
a database of SME contact details was sourced for accurate questionnaire distribution. The
needed diligence was performed by crosschecking all SME names to eliminate double
counting. Using the Zikmund sample size calculator, the margin of error ranged from 3% to
7%, with a 5% margin of error and 95% confidence interval regarded as acceptable
(Zikmund, D'Alessandro, Winzar, Lowe & Babin, 2014). The required minimum
recommended sample size when targeting n = 10 450 SMEs, as a representative sample,
totalled n = 297 according to the Zikmund sample size calculation at a 5% margin of error
and 95% confidence level when the parameter in population is assumed to be over 85% or
under 15% (Zikmund et al., 2014). The actual sample size totalled n = 450 SMEs, with n =
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434 questionnaires returned after all questionnaires were initially distributed, making the
response rate 4.15% of the population frame. The actual sample size usable for statistical
analysis amounted to n = 422. These questionnaires had a completion rate varying between
70.41% and 100% while the remaining 12 questionnaires were rejected, presenting a
questionnaire completion rate varying between 0% and 69.39%. Lastly, due to the low
number of item non-response errors, missing values presented little to no constraints
with the commencement of data analysis. In reducing non-response errors, the following
steps were undertaken. (1) Sensibly applying the needed care in designing and reworking
the questionnaire from that used in a previous study, (2) extensively checking the
questionnaire, including the e-mail text and letter to respondents, for any sensitive text or
questions, and removing such items where applicable, (3) sending reminder e-mails to all
respondents.

The literature informs that most definitions, including the South African definition, apply a
compilation of qualitative and quantitative elements to formulate a single structured
definition. Because of this, a singular agreed-upon definition for ‘small and medium-sized
enterprises’ (SMEs) does not exist (Beck, Levine & Demirguc-Kunt, 2005). In noting that the
study set out to draw insights from understanding the role of ethics in affecting South African
SMEs' trade credit management, the definition of SMEs from a South African perspective is
emphasised. The National Small Enterprise Act of South Africa of 1996, as amended in 2003
and 2004 by the National Small Business Amendment Act no. 26 of 2003 and the National
Small Enterprise Act No. 29 of 2004 and updated to Government Notice no. 399 of
Government Gazette 42304, dated 15 March 2019, provides a schedule of size standards
for the definition of SMEs. The schedule includes all the sectors of the South African
economy for SMEs.

3.2 Questionnaire design and validity

Apart from the demographics (Section A), the questionnaire (refer to Appendix A)
comprised two main sections: Section B, testing business environment variables that
included ethics, and Section C, testing SME trade credit management. The 6 statements on
the questionnaire devoted to testing ethics were closed-ended questions using a five-point
Likert scale with options ranging from 1 = ‘Very poor’ to 5 = ‘Excellent’. Respondents were
asked to rate their business ethics from their own and their debtors. In testing SME trade
credit management,4 sub-sections were included, consisting of 35 statements in total,
asking closed-ended questions using a five-point Likert scale with the options ranging from 1
= ‘Not at all effective’ to 5 = ‘Fully effective’. Respondents were asked to rate their
effectiveness in performing certain trade credit management activities/measures,
effectiveness in the execution of certain principles and aspects of trade credit management,
and effectiveness in actioning on certain credit policy components when granting credit to a
debtor.

A comprehensive literature review was used to select valid theoretical constructs in
developing valid statements for the questionnaire to sustain content validity. The
questionnaire's content validity was further enhanced by ensuring that all statements were
peer-reviewed by experienced academics and statisticians. The responses provided
feedback to enhance the validity of the questionnaire. Face validity was attained by ensuring
appropriate coverage of the concepts by an experienced statistician during the development
of the questionnaire. However, the researcher cannot prove that the sample is a perfect
representation of the South African SME population, when considering the distribution of
SMMESs by population group provided in the SEDA SMME Quarterly Update 3™ quarter 2021
(SEDA, 2022) therefore, generalizing from the findings should be approached with caution,
as the sample is not a perfect representation of the population.



3.3 Data collection and analysis

As the study used an online survey for data collection, all questionnaires were
administered via e-mail. Disclosed in this e-mail to respondents was information about the
study title, followed by a brief introduction, questionnaire completion time, the required
ethical practice disclosure, and the website link to the online survey for completion. Because
all respondents were working individuals acting as either SME owners or managers, three e-
mail reminders were sent to facilitate a desirable questionnaire completion rate. The
software used in administering the questionnaire was Typeform.com while the questionnaire
was administered by iFeedback Consulting (Pty) Ltd, a private South African company
specialising in data collection, including drawing on knowledge from past studies, expert
statisticians, and fellow academics to assist with adequate data collection after which Excel
was used for data capturing.

The study used SPSS (Statistical Package for Social Sciences) 29 for analyses. The
statistical tests used included frequency distribution, mean, standard deviation, internal
consistency, factor analysis, and correlation and regression analyses.

3.4 Ethical deliberations

The study adhered to the required ethical clearance processes from the University (ethical
clearance was awarded in 2018 by The School of Accountancy Research Ethics Committee:
SAREC20180502-02). Participants provided informed consent. For more details about the
ethical considerations of the study, see Otto (2022).

4. Results and findings

The empirical results provided set out to determine the impact of ethics on SMEs' trade
credit management effectiveness.

4.1 Demographical data

The average age of the sample was 52 years, and the majority were classified as white.
Approximately half of the respondents possessed a post-graduate qualification, and their
trade credit management experience averaged 18 years. Most SMEs were situated in
Gauteng, with approximately half operating in the manufacturing industry and close to 75%
operating as independent enterprises. More than 50% of the respondent group employs up
to 50 employees. Lastly, other SMEs and individuals equally represented the largest
component of the sample clientele.

4.2 Descriptive statistics

This section reports on the descriptive statistics for the variables, namely SME ethics and
SME trade credit management, before exploratory factor analysis (EFA). For the ethics
variable, a total of 6 statements under one questionnaire subsection were developed and
tested, and for the trade credit management variables, several questionnaire subsections
were included in the questionnaire, testing a total of 35 statements to indicate their
management of trade credit. These included (1) SMEs’ effectiveness in conducting credit-
management activities, (2) SMEs’ perception of effectiveness in applying certain credit-
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management principles, (3) SMEs’ effectiveness in managing specific credit-management
aspects, and (4) SMEs’ effectiveness in applying certain credit policy components when
granting credit to a debtor. These descriptive results have been reported elsewhere (see
Otto, 2022 and Otto, 2023).

4.2.1 Ethics

The ethics item termed the business itself on being honest in keeping to commitments
payable to its creditors, scored the highest mean (4.20) (SD = 0.933) followed by the
business itself on providing accurate and truthful financial and business information to its
creditors (mean = 4.06; SD = 0.962). Overall, respondents rated ethics, from the perspective
of the business owner (SME) itself and its debtors, between average and good (mean of
means = 3.61). When comparing this result to previous literature, the comparison becomes
somewhat contradictory, given that the literature observed that ethics may be the most
important assessment creditors can make about the repayment ability of prospective debtors
(Hannafey, 2003). SMEs are largely interdependent, as many operate in closely related
industries, thereby highlighting the importance of ethical practices in the execution of the
credit agreement by keeping to payment arrangements. Because of this, it is suggested that
ethical management practices should strengthen the overall effectiveness of SMEs’ trade
credit management, underlining the importance of understanding ethics' role in affecting
SMEs' trade credit management effectiveness.

4.2.2 SMEs’ effectiveness in conducting trade credit management activities

The results observed that, from an administrative stance, SMEs are most effective in
applying credit management activities, given that administering the sales ledger (4.02; SD =
1.046) obtained the highest mean. Overall, the mean of means totalled 3.22 (SD = 1.153),
indicating that SMEs’ trade credit managers are moderate to very effective in conducting
trade credit management activities.

4.2.3 SMEs’ effectiveness in applying trade credit management principles

The principle known as ensuring effective order and invoice control of all creditor records
obtained the greatest mean score of 4.35 (SD = 0.745), followed by ensuring effective order
and invoice control of all debtor records (mean = 4.33; SD = 0.731). These findings are
consistent with the previous section, indicating SMEs' tendency to rely on administrative
activities as a means of managing trade credit effectively. Respondents perceive to be very
effective in applying these principles as indicated in the high mean scores displayed by all
six trade credit management principles, with the mean of means toalling 4.31 (SD = 0.754).

4.2.4 SMEs’ effectiveness in managing trade credit management aspects

Concerning SMEs' effectiveness in managing aspects of their trade credit, the sample of
respondents rated themselves as very effective, with the mean of means amounting to 4.00
(SD = 0.913). Management of cash flow and managing late payments made to creditors
obtained the highest mean (4.12; 4.02) and SD values (0.898; 0.936), respectively.

4.2.5 SMEs’ effectiveness in applying credit policy components with the
application of credit to a debtor

SMEs are observed as between moderately to very effective in the application of the five
credit policy components provided as questionnaire statements when granting credit to a
debtor (mean of means = 3.60; SD = 1.102). Respondents rated their effectiveness in
applying the credit policy component identified as the application of a debtor age analysis as
very effective when granting credit to debtors (mean = 4.05; SD = 1.024).

Overall, SMEs’ management of trade credit is reported to be effective as the calculated
single mean of means, calculated from the previously accumulated mean of means (refer to
4.2.2 to 4.2.5), ranges between moderately to very effective (3.78). Although this result



seems expected given that some level of bias would apply to SME trade credit managers
rating their effectiveness in managing trade credit, the literature shows ample evidence that
suggests the contrary (Peter et al., 2022; Braimah et al., 2021; Zimon & Dankiewicz, 2020;
Dary & James, 2019; Otto, 2018; Kosgey & Njiru, 2016), notwithstanding SMEs' low creation
and high failure rates, especially for South African SMEs (Bowmaker-Falconer et al., 2023;
Bowmaker-Falconer & Meyer, 2022).

4.2 Validity and reliability statistics for questionnaire sections

Table 1 indicates the relevant validity statistics for the two main sections of the online
questionnaire, namely SMEs' business environment (Section B) testing for SME ethics, and
SME trade credit management (Section C) testing for SME trade credit management
effectiveness, before EFA.

Table 1. Validity statistics of questionnaire sections before EFA

(KMO) Measure of
Sampling Adequacy

Questionnaire section before EFA Barlett's test for Barlett's test for
Kaiser-Meyer-Olkin item validity (df) item validity (Sig)

0.860 1176 0.000
SMEs' business environment (Section B)

0.934 595 0.000

SMEs' trade credit management (Section C)

Source: Researcher’s data compilation from SPSS analysis

Table 1 depicts the results obtained after performing the KMO and BTS tests, with results
from both tests supporting the appropriateness of the factor analysis technique as further
explained in Section 4.3. Table 2 provides Cronbach’s alpha, including means and SD
values for SME ethics and trade credit management factors, respectively, after EFA. From
the completion of the EFA, a set of two independent SME ethics factors were constructed
namely, debtor’s ethical disclosure of accurate and transparent financial and business
information (labelled as DED), and SME and debtor ethical performance (labelled as DEP)
The set .of five dependent factors forming the dependent variable, SMEs trade credit
management effectiveness, included SMEs’ effectiveness in providing trade credit
management activities (labelled as MTC1), mechanisms and insurance to assist with the
collection of or protection against the risk of outstanding debt (labelled as MTC2), SMEs’
effectiveness in managing trade credit management principles (labelled as MTC3), SMEs’
effectiveness in managing trade credit management aspects (labelled as MTC4), and SMEs’
effectiveness in applying credit policy components when granting credit (labelled as MTC5).

Table 2. Reliability and summary statistics for SMEs' ethics and trade credit management
factors after EFA

SME ethics factors after EFA Cronbach’s Mean Sb
alpha
DED 0.707 2.96 0.98
DEP 0.750 3.49 0.92
SME trade credit management effectiveness factors Cronbach's Mean SD
after EFA alpha
MTC1 0.914 3.50 0.83
MTC2 0.766 2.57 1.05
MTC3 0.907 4.31 0.62
MTC4 0.837 4.00 0.75
MTC5 0.781 3.61 0.96

Source: Researcher’s data compilation from SPSS analysis
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The reliability and summary statistical results in Table 2 reveal Cronbach’s alpha values close to 1 as both SME ethics factors, including all
five SMEs’ trade credit management factors, display very high internal consistency.

4.3 Exploratory factor analysis for computed SME ethics and trade credit management effectiveness
factors

EFA was performed on the final 422 questionnaires returned by SMEs in the main survey to test the homogeneity of the underlying
constructs. EFA was used to ensure construct validity via Cronbach’s alpha for Section B (SME ethics) and Section C (trade credit management
effectiveness) of the questionnaire. Conducted on 422 SME responses, EFA tested construct homogeneity. Section B, initially with 49 items on
eight variables (managerial competencies, collateral, financial and business information, networking, the legal system, ethics, macro-economy,
and corruption), was refined to 38 items, excluding those with cross or weak loadings. Section B had 11 items with loadings below 0.300.
Section C, originally with 35 items on four factors (activities, principles, aspects, and credit policy components), was refined to 25 items,
excluding those with cross or weak loadings. Section C had 10 items with loadings below 0.300. Factor 12 was removed from Section B due to
weak loadings, reducing the total factors to eleven. For detailed results, refer to Otto (2022). Tables 3 and 4 tabulate the rotated factor loadings
related to SMEs' ethics and trade credit management effectiveness factors after EFA.

Table 3. Rotated factor loading values for SMEs' ethics factors after EFA

Factor | Factor components 1 2 3 4 5 6 7 8 9 10 11 12

DED Business's debtors provide accurate | -0.058 0.022 -0.021 0.055 0.664 0.136 0.081 0.071 | -0.083 0.094 0.089 0.212
and truthful financial and business
information to the business

Debtors' providing transparent | 0.140 0.014 0.069 0.128 0.664 0.101 -0.042 0.071 | -0.147 -0.077 -0.051 -0.181
business information disclosing its
trade credit practices to the business

DEP Business's debtors for non-default to | 0.029 -0.042 -0.018 0.180 -0.016 -0.008 0.041 0.103 | -0.026 -0.012 -0.078 0.786
payments payable to the business
itself

The business itself for non-default to | 0.099 -0.016 | -0.017 0.051 -0.007 0.122 -0.019 0.013 | -0.002 0.106 0.200 0.680
payments payable to its creditors

Source: Researcher’s data compilation from SPSS analysis

Table 4. Rotated factor loading values for SMEs’ trade credit management effectiveness factors after EFA
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Factor | Factor components 1 2 3 4 5 6
MTC1 Assessing debtors’ financial reserves | 0.824 0.019 0.024 -0.107 -0.286 0.018

as ability for repayment
Assessing debtors’ financial position | 0.821 -0.050 0.086 -0.105 -0.158 -
as ability for repayment 0.005
Assessing debtors’ capacity in terms | 0.765 -0.051 0.102 -0.024 0.213 -
of their willingness to repay 0.017
Assessing debtors’ character in terms | 0.763 -0.055 0.093 -0.034 0.259 0.007
of their willingness to repay
Analysing general economic | 0.705 0.023 -0.046 -0.110 0.008 0.157
conditions, including the political
environment, before granting credit
Determining if the debtor(s) possess | 0.549 0.248 0.059 0.084 -0.227 -
the collateral needed for repayment 0.283
Checking debtor orders against credit | 0.536 0.008 0.018 -0.121 0.210 -
limits allowed 0.210
Collecting revenue in line with agreed | 0.503 -0.039 0.012 -0.186 0.281 -
credit terms, as set out in the credit 0.227
policy
Administering the sales ledger (e.g., | 0.480 -0.003 0.167 -0.120 0.420 0.044
monthly reconciliations of debtor
accounts and/or all other
administrative duties relating to debtor
accounts)
MTC2 Collecting outstanding debt through | -0.026 0.921 -0.072 -0.047 0.083 0.217
the use of collection agencies
Collecting outstanding debt through | -0.001 0.881 -0.004 -0.052 0.195 0.101
the use of legal action
Having credit insurance for sales -0.047 0.539 0.070 0.020 -0.218 -
0.281
Imposing statutory interests on late | 0.036 0.536 0.061 0.011 -0.195 -
payment 0.236
MTC3 Ensuring effective order and invoice | -0.027 -0.017 0.900 -0.050 -0.078 0.026
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control of all creditor records

Building a sound and long-term | -0.077 0.046 0.893 -0.081 -0.172 0.121
relationship with creditor(s)

Managing creditors actively -0.046 0.013 0.787 -0.193 -0.134 0.031
Ensuring effective order and invoice | 0.093 -0.029 0.745 -0.003 0.183 -
control of all debtor records 0.061
Managing debtors actively 0.026 -0.006 0.739 -0.035 0.179 -
0.072
Building a sound and long-term | 0.072 -0.060 0.732 0.037 0.072 -
relationship with debtor(s) 0.080
MTC4 Managing general trade credit | 0.081 0.039 0.037 -0.773 -0.075 -
practices 0.088
Managing cash flow 0.149 -0.065 0.126 -0.757 -0.053 0.049
Managing late payments made to | 0.024 0.038 0.211 -0.670 0.016 0.101
creditors
Managing late payments received | 0.164 0.041 0.140 -0.511 0.120 -
from debtors 0.154

MTC5 Conducting a credit analysis | 0.135 -0.047 0.075 -0.066 -0.005 -
(evaluation of applicants, in order to 0.745
distinguish between ‘good’ debtors
that will pay and potential ‘bad’
debtors that will default)

Offering a credit period (the period of | 0.038 -0.062 0.238 -0.003 0.118 -
time in which the buyer needs to 0.667
repay the outstanding account)

Source: Researcher’s data compilation from SPSS analysis

4.4 Total variance explained for computed SME ethics and trade credit management effectiveness factors

Aligned with the rules of factor analysis, only factors that have Eigen values greater than one were retained due to their significant
contribution to total variance. Factors with loadings below 0.300 were removed, and another round of EFA was conducted, following Quinlan et
al. (2019). The Initial Eigenvalues for Questionnaire Sections B (two factors constructed: DED and DEP) and C (five factors constructed: MTC1
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to MTC5) cumulative percentages were 70.374% and 65.824%, respectively. These factors derived from Sections B and C are further confirmed
by the rotation sums of squared loading after Oblimin rotation. Tables 5 and 6 relate to Eigenvalues and total variance explained statistics for
the set of dependent and independent factors, respectively.
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Table 5. Eigenvalues and total variance explained for SMEs' ethics (Section B) factors

Factor

Eigenvalues total | Cumulative variance explained %
DED 2.086 49.324
DEP 1.065 70.374

Source: Researcher’s data compilation from SPSS analysis

Table 6. Eigenvalues and total variance explained for SMEs trade credit management (Section
C) factors

Factor
Eigenvalues total | Cumulative variance explained %

MTC1 13.660 39.028
MTC2 3.507 49.049
MTC3 2.059 54.931
MTC4 1.550 59.360
Unlabelled factor’ | 1.173 62.711
MTC5 1.090 65.824

Source: Researcher’s data compilation from SPSS analysis

4.5 Correlation and Regression Analysis

The following inferential statistics contribute to achieving the research aim by empirically
testing the relationship between ethics and SME trade credit management effectiveness. The
correlation and regression analysis results between SMESs' ethics factors and SMEs' trade
credit management effectiveness factors are reported (see Table 7).

Table 7. Correlation and regression analysis results between SME ethics and trade credit
management effectiveness factors

Correlation results
Dependent MTC1 MTC2 MTC3 MTC4 MTC5
variables
Impendent . . . . .
variables r Sig. r Sig. r Sig. r Sig. r Sig.
DED 0.449" 1 9000 | 9347 | 0000 |9%7*7 | 0000 | 23127 | 0.000 | %3*47 | 0.000
DEP 0.456% | ggoo | 9237 0.000 | %4157 | 0000 | 93897 | 0000 | %42%7 | 0.000
Regression results
Model 1: Model 2: Model 3: Model 4: Model 5:
Dependent MTC1 MTC2 MTC3 MTC4 MTC5
variables
Impendent Std. si Std. si Std. si Std. si Std. Si
i ig. ig. ig. ig. ig.
variables Beta g Beta 9 Beta 9 Beta g Beta g
DED 0.184* 0.000 0.135** 0.020 -0.017 0.756 -0.007 0.896 0.098* 0.086
DEP 0.252* 0.000 0.025 0.620 0.271** 0.000 0.237** 0.000 0.283** 0.000
R2 0.507 0.265 0.294 0.362 0.274
Adjusted R 0.493 0.244 0.278 0.348 0.258
squared
F 35.964** 12.786** 18.320** 24.868** 16.478**
N 397 403 405 404 402

Source: Researcher’s data compilation from SPSS analysis
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> ** *Indicates significance on a 99%, 95% and 90% confidence level respectively.

The Pearson correlation was used to test for the direction and strength of the relationship
between ethics factors and SME trade credit management effectiveness factors. The p -value
for each factor was compared against a significance level of 0.05. If the p -value is < 0.05, a
significant relationship exists between the formulated ethics factor and the SME trade credit
management effectiveness factor. The following SME ethics factors reveal a significant weak
to moderate correlation with MTC1 to MTC5, DED (r = 0.449; p < 0.01), DEP (r = 0.456; p <
0.01) with MTC1, DEP (r = 0.415; p < 0.01) with MTC3, and DEP (r = 0.423; p < 0.01) with
MTCS. The SME ethics factors that display a significant weak correlation with MTC1 to
MTCS5 include, DED (r = 0.354; p < 0.01), DEP (r = 0.237; p < 0.01) with MTC2, DED (r =
0.274; p < 0.01) with MTC3, DED (r=0.312; p < 0.01), DEP (r = 0.389; p < 0.01) with MTC4,
and DED (r=0.344; p < 0.01) with MTC5.

Reporting on the regression analysis results for the first SME ethics factor presented in
Table 7. Model one reveals that DED obtained a significant positive relationship (B = 0.184; p
< 0.01) with MTC1: for every 1 unit increase in DED, MTC1 increases by 0.184 units,
indicating that changes in DED have a meaningful impact on MTC1. Model two reveals that
DED obtained a significant positive relationship (B = 0.135; p < 0.05) with MTC2: for every 1
unit increase in DED, MTC2 increases by 0.135 units. Lastly, as observed from model five
DED obtained a significant positive relationship (B = 0.098; p < 0.1) with MTC5: for every 1
unit increase in DED, MTC5 increases by 0.098 units. Therefore, the result informs about the
importance of ethical practices by debtors that involve disclosing financial and business
information to the credit supplying SMEs that are accurate and transparent, as, in so doing, it
would increase SMEs’ trade credit management effectiveness specific to MTC1, MTC2, and
MTC5. Concerning the second SME ethics factor DEP significantly impacts models one to
five the results observed are as follows, (B = 0.252; p < 0.01) with MTC1, (B = 0.271; p <
0.01) with MTCS3, (B = 0.237; p < 0.01) with MTC4, and (B = 0.283; p < 0.01) with MTC5.
Explained in the same sequence, the significance of these results shows that for every 1 unit
increase in DEP, MTC1 increases by 0.252 units, MTC3 increases by 0.271 units, MTC4
increases by 0.237 units, and MTC5 increases by 0.238 units. Therefore, the result shows
the importance of performing ethically by both credit agreement parties, namely SME and its
debtor, because if both SME and debtor act more ethically, it will improve SMEs' trade credit
management effectiveness, especially for MTC1 and MTC3 to MTCS.

5. Discussion of results

The study's primary objective was to determine the impact of ethics on SMEs' trade credit
management effectiveness. The discussion below is grouped into two sections, the positive
significant relationship between factors: SME and debtor ethical performance (DEP) and
SMEs' trade credit management effectiveness (MTC1, MTC3, MTC4, and MTC5) and the
positive significant relationship between factors: debtor’s ethical disclosure of accurate and
transparent financial and business information (DED) and SMESs' trade credit management
effectiveness (MTC1, MTC3, and MTC)).

5.1 DEP significantly positively impacts SMEs' trade credit
management effectiveness

The results reveal that SME and debtor ethical performance (DEP) significantly positively
impact SMEs’ effectiveness in providing and managing principles, managing aspects, and
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applying credit policy components when granting credit (in order of discussion: MTC1, MTCS3,
MTC4, and MTC)).

This result aligns with previous literature by Amoako, Akwei and Damoah (2020), Ibeh,
Wilson and Chizema (2012) and Dietz, Gillespie and Chao (2010) observing the importance
of ethics in the formation and actioning of credit agreements between debtors and creditors
while the nature of SMEs’ trade credit management strongly rests on the circulation of soft
information to facilitate the lending process, especially given their lack of external funding as
an alternative. Given that the results show DEP being significant to MTC5, MTC3, and
MTC1, in order of highest to lowest when considering the standardised beta coefficients
measuring the strength of the relationship between independent factors and the regression
model, the following is observable in the same sequence. With the application of credit policy
components (MTC5), SME and SME debtors view performing ethically correctly as the most
important. Similarly to this, so with the management of trade credit principles (MTC3) and the
provision of trade credit activities (MTC1).

Furthermore, to remain competitive, SMEs operating as credit borrowers depend on trade
credit, while most also operate as credit lenders to increase sales and growth. Because of
this, SMEs are largely exposed to information asymmetry problems that impairs SMEs'
operational viability because creditors are exposed to outstanding payments risks, thus
negatively affecting their trade credit management and cash flow, all the while debtor’s
incentive will be to default on outstanding credit payments given the negative spill-over affect
that payment delays cause along supply lines (Otto, 2018). Previous literature by Howorth
and Moro (2006), Shane and Cable (2002), and Stiglitz and Weiss (1981) supports this
observation by stating that ethics plays a pivotal role in any business environment to reduce
agency problems such as asymmetric information. Therefore, it is in the best interest of the
SME and SME debtor to perform ethically and to limit agency problems such as information
asymmetry (Smith, 1987). In so doing, they improve SME trade credit management. In
addition, DEP is instrumental to SMEs’ management of trade credit in reducing the risk of
being credit rationed, while DEP contributes towards diminishing transactional costs such as
monitoring and screening costs. This result is of value to SMEs, given that several GEM and
GEM South African Reports reveal that SMESs’ access to finance is a major obstacle to early-
stage entrepreneurial activity and one of the main reasons for business exits in South Africa
(Hill et al., 2023a; Hill et al., 2023b; Herrington & Kew, 2018). Thus, the results inform the
importance of SME and SME debtors performing ethically to reduce liquidity constraints,
which is synonymous with their credit rationed business environments, that would otherwise
impair trade credit management (Bowmaker-Falconer et al., 2023; Andrieu, Stagliand & van
der Zwan, 2018). In addition, several GEM Reports show non-profitability as a major reason
for failure resulting in business exits, particularly for South African SMEs, highlighting the
importance of DEP in mitigating overall transactional costs, to increase business profits given
that increased trade credit management effectiveness is associated with lowered bad debt
expenses and positive net-working capital by having sufficient cash flow and liquid
operational capacity (Hill et al., 2023a; Hill et al.,, 2023b; Singer, Herrington & Menipaz,
2018). Several more studies conducted by De La Torre, Peria and Schmukler (2008) and
Howorth and Moro (2006) support these findings. Therefore, the results revealed a significant
positive impact of DEP and MTC1, MTC3, and MTC4. MTC5 is consistent with these three
mentioned trade credit theories.

By understanding how DEP impacts SMEs' trade credit management effectiveness, the
significance of a moral obligation comes to the fore between the credit lender and borrower.
As both are responsible for each other to perform ethically, this moral obligation should be
upheld. It is thus in the interest of SME creditors/debtors to perform ethically. The results
reveal that honesty and trust, as part of ethical business performances, are instrumental in
sustaining this SME-creditor/debtor relationship for improved trade credit management
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effectiveness, lowering business failure, while improving SME creation rates. Given SMEs'
interrelatedness, creating a mutual dependency on trade credit as a lifeline to sustain
business functions, many inter-firm transactions are conducted on the principles of honesty
and trust. This principle emphasises the practice of ethical business performance, while the
results suggest that these inter-firm transactions should be performed and maintained
ethically, incorporating values of honesty and trust.

5.2 DED significantly positively impacts SMEs' trade credit
management effectiveness

The results suggest that increasing the provision of accurate, honest, and transparent
financial and business information, disclosing trade credit practices by SME debtors, will
result in more effective trade credit management for SMEs, given that DED significantly
positively impacts MTC1, MTC2, and MTCS5. This result shows the significance of credit
lending for SME debtors to disclose ethical soft financial information that is accurate and
transparent to creditors when engaging in the credit agreement (refer to Table 7). In so doing,
SME debtors reveal a character that will positively influence the credit-lending SME, resulting
in the formation of a trust relationship between debtor and creditor that relates to a credit
repayment commitment that positively affects SMEs’ trade credit management effectiveness.
This result is aligned with previous studies by Palazuelos et al. (2018) and Vander Bauwhede
et al. (2015), observing the importance of providing accurate and transparent financial
information to mitigate prominent credit lending constraints such as information asymmetries.
Because credit-lending SMEs should be more secure in lending to debtors willing to disclose
ethical financial information, the study results are valuable to SMEs in understanding how to
alleviate asymmetric information problems that so often limit SMEs’ trade credit management
effectiveness. Firstly, SMEs will be better positioned to control and manage trade credit
management activities (MTC7). Secondly, they must use insurance mechanisms to help with
the collection of, and protection from, outstanding debt risks (MTC2) that should strengthen
their screening ability of credit-lending as they are now better able to assess debtor
creditworthiness and propensity to default. Thirdly, SMEs can apply the required credit policy
components more effectively when granting credit (MTC5), positively affecting SMEs’ trade
credit management effectiveness, financial performance, and business viability, contributing
to a more secure lending environment beneficial to the high credit volume SME sectors. In
addition, studies by Palazuelos et al. (2018), Vander Bauwhede et al. (2015), Amoako and
Matlay, (2015), and Fisman and Love (2003) also observed an increase in lending volumes
when accurate and transparent financial information is supplied. This observation directly
links to the results, given that increased lending volumes because of an increase in the
internal business environmental factor (DED), emphasise SMEs’ responsibility in effectively
managing trade credit (refer to MTC1, MTC2, and MTC5 in Table 7). Therefore, the study
results add value to the second most prominent non-COVID-19 related reasons contributing
to SME failure (business exits), namely limited access to external capital (Hill et al., 2023a;
Hill et al., 2023b; Herrington & Kew, 2018). The results assist in understanding how an
increase in DED would increase SMEs' trade credit management effectiveness and, in doing
so, positively contribute to SMEs' harsh credit rationed realities.

Table 7 above explains the variables that make a statistically significant contribution to four
of the five models by demonstrating the strength of the relationship between the independent
variable (SME ethics) and the dependent variable (SME trade credit management
effectiveness). They therefore contribute to the models outlined above in a statistically
significant manner.
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6. Recommendations and managerial implications

The following recommendations are provided.

Firstly, private sector institutions such as the South African Institute of Chartered
Accountants (SAICA), the South African Institute of Professional Accountants (SAIPA), the
Small Enterprise Development Agency (SEDA), the Small Enterprise Finance Agency
(SEFA), the Small Business Institute (SBI), and SME South Africa should act on their
inherent responsibility to communicate the importance of SMEs’' application of ethical
business practices. It is therefore recommended that the proposed and other relevant private
sector institutions develop guidelines of ethical business practice encompassing a checklist
of good corporate governance to be used by credit borrowers before applying for credit.
Secondly, it is recommended that the South African government sanction and enforce a
policy requiring all SMEs applying for funding from government and private sector institutions
to submit a portfolio of documentation requesting the incorporation of the proposed
framework of ethical business practice guidelines as a rubric detailing the SMEs’ current and
forthcoming efforts to conduct and uphold good corporate governance in abiding by the
stipulations of the credit agreement agreed to between SMEs as credit lender and borrower.
Thirdly, SMEs should employ a variety of checklists to audit ethical trade credit management
practice as explained next. (1) Recognition of moral obligations for ethical business
performance to be standard practice by understanding that both SMEs and SME debtors
have a moral obligation to act ethically. This is a fundamental part of ethical trade credit
practices. (2) Promote ethical business performance by ensuring that honesty and trust are
central to the credit agreement relationship. These values are crucial for ethical business
performance. (3) Implement ethical practices in trade credit management to reduce business
failure and enhance SME creation rates. Ethical management leads to more effective trade
credit operations. (4) Conduct ethical inter-firm transactions that transcend honesty and trust:
ethical business performance should be standard practice. (5) Uphold and maintain ethical
standards in all trade credit practices. Lastly, the government should employ the following
ethical guidelines as practical policy levers: (1) compulsory training programs for SME
owners and managers on ethical trade credit practices, (2) provide tax relief for SMEs that
demonstrate adherence to ethical trade credit standards as disclosed in the suggested rubric
as a framework of ethical business practice guidelines, and (3) mandate the frequency and
rigor of audits on SMEs' trade credit practices to ensure compliance with ethical standards.

Managerial implications include (1) SMEs must be strongly encouraged to adhere to
ethical standards of good corporate governance. (2) Trust and honesty must be fostered
amongst trading SMEs to structure ethical credit agreements, and (3) SMEs must submit
ethical documentation resembling good corporate governance qualities of transparency,
accountability, and fairness.

The section that follows will provide concluding remarks and briefly outline the area for
future research.

7. Conclusion and limitations

The role of ethics in affecting SMEs' trade credit management effectiveness was
empirically tested to provide recommendations to relevant stakeholders. The research
underscores entrepreneurial literature articulating the importance of SMEs in supporting
economic development and stimulating prosperous economic growth for a developing
country, such as South Africa. The study contributes to the existing literature on ethics in
SMEs, such as Amoako et al. (2020), Abiodun and Oyeniyi (2014) and Turyakira (2018),
whose findings support the results obtained from the statistical analysis performed,
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altogether expanding the literature base concerning ethics in SMEs. Secondly, because the
study enriches the literature on SME trade credit management, it adds to various authors'
bodies of literature concerning trade credit management determinants (Otto, 2024; Otto,
2023; Otto, 2022; Garcia-Teruel & Martinez-Solano 2010; Fisman & Love, 2003; Petersen &
Rajan, 1997). Thirdly, the recommendations provided should be useful to SMEs across
developing countries in understanding the value of business ethics towards improving their
trade credit management efforts to support business liquidity and limit unprofitability
associated with bad debt.

In terms of measuring trade credit management, the study only focused on the supply-and-
demand side thereof. Therefore, as a future area of research, it is suggestable to consider
examining working capital more holistically, which includes the management of current
assets like inventory, cash, and other receivables, including how ethics, amongst other
variables, impact SMEs working capital more broadly.

8. Endnotes

Based on World Bank development indicators, the Poverty headcount ratio at national
poverty lines (% of population) represents the percentage of the population living below the
national poverty line(s).

2 Based on World Bank development indicators, the Gini index measures the extent to
which the distribution of income or consumption among individuals or households within an
economy deviates from a perfectly equal distribution. A Gini index of 0 equates to perfect
equality while an index of 100 equates to perfect inequality.

® Countries resembling a GDP per capita of more than $50 000.
4 Countries that resemble a GDP per capita ranging between $25,000 to $50 000.
® Countries that resemble a GDP per capita under $25 000.

® Adults aged between 18 to 64 years who have opened and managed a new business in
the capacity of having not paid wages or salaries for longer than 42 months, expressed as a
percentage.

" Adults aged between 18 to 64 years who currently act as the owner-manager of an
established business in the capacity of having paid over various forms of payments such as
wages and salaries for longer than 42 months.

® The percentage of the adult population engaged in TEA who decided to discontinue their
business in the previous 12 months because of the following reasons, namely selling,
shutting down, and/or discontinuing their owner/management business relationships.

o The initial EFA produced six factors. The fifth most important factor was unlabelled and
not used because the factor included components with a weak loading and cross loadings.
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