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Abstract: Lack of Financial capability of Small-Medium Enterprises (SMEs) potentially lead to problems
disturbing performance and growth of SME in Indonesia. This lack also triggers the loss of their competitive
advantage. This problem arises from the less of financial literacy and capability for managing finance. The
objective of this research is to identify financial capability within SME’s and design application tools to
facilitate their financial management. Using qualitative methods, this research interviewed 102 entrepreneurs
i East Java producing local prominent products. Questionnaires were used to measure SME busiess
performance and financial capability such as financing decision, mnvestment decision and profit management.
Triangulation was used by confirming the interview data, quantitative data and FGD data. Statistic descriptive
was used to analyze the data resulting that 78% of SME has good business performance. Their current sales
grew more than 11%, the problem 1s that is not easy to imvestigate their financial performance This growth rate
can be mereased if they have eagerness to take a risk by investing more for increasing their production to
penetrate marleets. In more detailed way, it was identified the lack financial capability made them difficulty to
manage on preparing financial record, loss-profit report, cash report and assets. By using financial software
application they can manage the financial, so the financial management practices is getting better and in

mfluence their business performance.
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INTRODUCTION

Small and Medium Enterprises (SMFEs) were already
proven in many countries to show an important role
to boost one country economic growth. Study in
Malaysia showed that SMEs were able to apply 38.9%
of Malaysians workforce (Saleh and Ndubisi, 2006).
Furthermore, Narteh (2013) stated that SMEs are the
driving economic growth of a country (Zaka, 2003). In
addition, 97.3% of Indonesian’s labor force are working in
the SMEs sector.

The potential of SMEs can be improved if the
performance itself 1s upgraded. One of the main problems
of SMEs m Indonesia 1s financial management. As a result
of poor financial management, SMEs in Indonesia face
difficulties in accessing the funding and focusing on
growth or business development.

One of the factors associated with the mability to
manage finances is the low financial capability. Financial
capability is very important for the entrepreneur to the
make the night decisions, leading to more valuable
opportumities. In the wider context, improving financial
capability can be seen as one of the ways to create
reviews these risk-taking entrepreneurs and facilitating for

managing finance properly (Langley, 2006, Finlayson,
2009, Watson, 2010). Financial capability to describe
people’s financial knowledge and their confidence and
motivation to manage personal finances (Atkinson et al.,
2006, Dixon, 2006). In the context of SME’s, the
entrepreneur’s financial capabilities will affect behavior in
business and financial management capability mn the
financial management of the business.

In a broader concept, financial capability ncludes not
only people’s knowledge and skills to manage finance but
also their own understanding of the company owns
financial circumstances along with the motivation to take
action. Financial capability enables SME plan ahead,
find and use mformation, know when to seek advice and
can understand and act on this advice, leading to
greater participation in the financial services market
(HM Treasury, 2007).

Other than the inability to manage the SME’s
finances, the SME’s also faced with the lack of
Information Technology (IT) to support and manage
finances. IT n particular, the applicative software needed
to record and documented the requirements needed to
create a financial statement. With a limited understanding
of financial concepts, technology is necessary to support
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because when the business grows the company must
find a funding from the financial institution. Financial
mstitution itself requires compeny to provide them with
financial statements. In addition, IT Software also helps
the company to create the tax reports and use the data
from the software to make a strategic decision which
require the company financial data.

Considering the number of SMEs in Indonesia as well
as the lack of studies focusing on the SME’s financial
capabilities, the study aims to assess the financial
capability and its influence on the company’s financial
capability and develop application systems can be used
easily and practical for SMEs in Indonesia.

Literature review

Small and medium enterprises in Indonesia: The
Limitation of SMEs can vary from one country to
another country. Even in Indonesia, the term of SMEs
might also vary depending on the mstitution who defines
them. Referring to the regulations in Indonesia, a scale
businesses are grouped into micro, small, medium and
large.

According to the 2008 Indonesia Government Law
No. 20, small enterprise 1s a business entity which has a
net worth of more than Rp. 50,000,000.00 up to more than
Rp. 500,000,000.00 not including land and buildings has
an annual sales turnover of more than Rp. 300,000,000.00
up to a maximum of Rp. 2,500,000,000.00. While medium
enterprises is a business entity which has this following
criteria: a net worth of more than Rp. 500,000,000.00
up to a maximum of Rp. 10,000,000,000.00, excluding
land and buldings and have anmual sales revenue of
more than Rp. 2,500,000,000,00 up to a maximum of
Rp. 50,000,000,000.00.

One of the important issues faced by SMEs in
Indonesia 1s the mability to access funding from financial
institutions, particularly banks. Past studies showed the
lack of financial competence from business owners will
translate in to their financial management capability,
creating difficulties for them when applying for a loan.
Their financial administration is poorly managed, causing
them unable to complete the SME credit terms. From
standpoint, SMEs also have difficulty
determiming mvestment for business development.

a business

Financial capability: The concept of financial capability
1s a broad concept because it involves a financial literacy
i it. Fmancial literacy 18 very mnportent for people to
make financial decisions (Braunstein and Welch, 2002;
Perry, 2008). Financial literacy consist of financial
understanding, financial capability and financial
respensibility (JPNN, 2016).

Financial capability enables people to have a proper
financial behavior. People who has financial capability has
the knowledge, skills and confidence to the make financial
decisions (Atkinson et af, 2006; O’Domell and Keeney,
2010). In another study, stated that financial capability is
the knowledge, skills of a person to understand the
financial condition and motivation to take action m
accordance with his understanding of finance (HM
Treasury, 2007). Johnson and Sherraden (2007) states that
financial capability is the ability to understand assess and
act on financial awareness. Individuals who have high
financial capability will seek opportunities to gain access
and take advantage of financial products and services
(Tohnson and Sherraden, 2007).

According to Xiao et al. (2015), there 1s high
correlation between financial literacy, financial behavior
and financial capability. Financial capability refers to
people’s ability to manage and take control of their
finances (Taylor, 2011). In some research financial
capability can be measure by financial literacy. So, the
terminology on financial literacy and capability some time
interchanged.

Financial capability of SME managers or owners
will affect ther behavior in managing business
finances. In financial management, there are three
important activities that is related to the financial
aspect, profits and mvestment, three activities 13 an
important policy m the management of the company.

Funding policy is an important policy for the
company because it involves the acquisition of resources
for the company’s operations. This policy will affect the
capital structure and leverage factor for the company,
both operating and financial leverage. Financial leverage
occurs when compames use the resources which have
fixed costs. It is used to provide an additional benefit that
1s greater than its fixed costs to improve the profit for the
stakeholders. Tf the company determines the policy to
use the resources of the debt, meaning the company’s
financial leverage mcreased and the company will bear the
fixed costs in the form of mterest.

There are several sources of funds which can be used
by entrepreneurs. To fund its short-term financial needs,
the company can lend from the banks whule for their long
term and large quantities funding can be obtained from a
capital market. Seeking funding from a capital market is
greater for long term growth because there are many
investors n the capital market and there 1s no specific limit
in which the company should lend. Other than that, the
company can also seek internal funding sources. Source
of internal funds derived from profits that are not
shared or retained profits within the company (retained
earnings).
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Financial capability SMEs will affect its ability to
manage profits. Whether the profits eamed will be
held for business development or used for other purposes
15 a strategic decision which 13 immportant m financial
management. This decision will have an impact on
business development.

In financial management, profit s the increase mn
capital (net assets) from the side transaction or
transactions that rare of an enterprise and of all
transactions or other events that have a business entity
during a period, except those arising from the mcome
(revenue) or the owner’s mvestment. In general, profit
is the difference of revenue over the costs in the
period (a period of) specific. Profit is frequently used as a
basis for taxation, dividend policy, investment guidelines
and decision making and predictive element.

Profit sharing involves the decisions to allocate
the profit of a business. Profit can be used for the
persenal benefit of SME owners, improving facilities and
infrastructure of SMEs or to transfer it into other assets.
Each allocation has a purpose and goal of its own. SME
owners can use them for personal use when it is needed
and should not affect negatively on ther SMEs. SME’s
owner can also change their profits 1 to a funding by
growing their profits and investing them into other
profitable assets.

Another decision which also plays an mmportant
role in business development 1s an investment decision.
Investment decisions have a strategic long-term affect
which should be carefully considered Tnvestment
decisions are often called as a capital budgeting which 1s
a whole process of planming and decision-making
regarding the expenditure of funds in a period which the
return exceeds one year. The plamming of the investment
decision is very important because two key things; firstly,
the funds 15 very large sum; secondly, the funds cannot
be recouped in the short term or obtained at once. The
funds released will be bound in the long term, so the
company had to wait for a peried long enough to obtain
these funds. Investment decisions regarding expectations
for profits in the future. Errors in forecasting would
conduct may result in over or under investment
which will ultimately hurt the company. Term investment
decisions, long-term, so the error in the decision will have
consequences long and heavy as well as errors in this
decision cannot be repaired without any great loss.

Investment decision i usually based on three
motives. Firstly, it aims to get a better life in the future.
Secondly, it reduces inflationary pressures. And thirdly,
it saves the company from taxes. Good financial
management can unprove business performance.
Busimess performance 15 a feat achieved by the

company in a given period which reflects the
condition of the company (Jaka, 2010). Business
performance can be measured from  various
perspectives such as financial perspective, internal
business processes, learning and growth as well as the
marketing perspective. In this research, business
performance performance will be viewed from the aspect
of marketing and financial performance.

MATERIALS AND METHODS

This study used qualitative approach involving
102 SMEs in Indonesia. Data were collected using
questionnaires which includes in-depth interviews.
Interviews were conducted to the owners of SMEs
who produce superior local area products. Interviews
were focused on knowledge of SME owners in, the
financial base, savings/deposits, msurance and the risk
management and investment and skills in understanding
about the funding policy, profit sharing policy and
investment policy. The question is based on the
measurement mstrument and the financial capabilities of
the important aspects which are fundamental to the
company’s financial management.

Besides interviews, Focus Group Discussion (FGD)
were also conducted to identify SME requirements in
financial management as an input to develop the financial
management software. FGD were conducted with 10
financial managers of the SMEs. The results of these
discussions will also be used to develop the financial
management system software. The software will be
developed and trial tested by the SME’s financial
managers by doing this the software can be reevaluated
and it will create more robust software.

The software was developed based on need analysis
of SMEs owners for managing business finance and also
it’s tried out in 32 financial managers and staff in order get
feedback for improving the software.

RESULTS AND DISCUSSION

The results showed that SMEs realize the importance
of financial management and financial planning. However,
they lack the basic understanding of it.

In terms savings, insurance and risk management
understanding, the SMEs show a sufficient level of
knowledge. The savings understanding is better than the
insurance. Insurance related to workers and staffs 1s still
not well understood, even much less attention. Insurance
1s seen as an obligation to comply with government
regulations, especially for employees. In fact, not many
SMEs m Indonesia applied for other kind of insurance
such as business protection.
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The financial capability of the SMEs affects its ability
to manage the company finances. In terms of funding,
SMEs funding decisions mostly came from its own funds
(49%), 51% comes from the financial mstitutions such as
banks, pawnshops and a personal loan. This shows that
the use of funding from the financial nstitution has
not been an important part n funding decisions. Based on
the financial literacy, 28% of subject have low financial
literacy and it’s influence them to manage and effort for
funding.

There are many barriers which cause difficulties for
SMEs on utilizing financial mstitution. The main barriers
are the lack of knowledge about banking (31%), owner
perception on high rate of banking interest (28%) did
not understand banking technology (26%) and lastly did
not have prior experience on interacting with the banks
(18%).

SMEs do not have a clear basis, risks assessment and
a set of long term goals m determiming how much the
amount of funds required to achieve targets on their
business. Because there are no guidelines on this, they do
not have proper plan on how much funds they needed to
grow their business in the future.

In terms of profit policy, the profits were mostly
used to develop the business (60%). This is reasonable
because most SMEs use their own funding, so most of
their profits will go either to the business (developing the
business) or to pay their loan These results supported
the ongoing research by Srivana which showed that most
profit obtained by SMEs were used for business
development mutiatives.

Most SMEs investigated do not have optimal
investment decisions. The analysis showed that through
various financial products offered by financial instituons,
only savings were chosen by the SMEs. Other products
were not widely used by the SMEs mncluding Reksana and
Deposito. The lack of managerial investment decisions
to manage their finance, caused their funds being idle and
not fully optimised. The other cause is alfo because of the
financial literacy. According to Xiao ef af. (2015) financial
capability and financial literacy can impact the ability
to managemen money and other financial decision.

This financial capabilities contribute to the business
performance achieved by SMEs. The growth mn sales and
profit growth was positively correlated with financial
capability. Thus, the financial capability will support the
business performance of SMEs. SMEs who are able
to have a good financial capability, will likely able to
manage their finances well, thus improving their business
performance.

Problems faced by SMEs are their inability to manage
finances as well as having lack technology support to

enable managing their financial records. Based on the
survey with SMEs in four areas in East JTava, it was found
that all SMEs did not make proper records on their finance
such as sales, supplies, account receivable, account
payable. Since, they are not well supported by proper
records, they even hardly have forecast of sales. Things
referring to purchasing have been done by common sense
which in the long run this condition will not be of giving
them development stand. That’s why, by this research, an
application system to help SMEs get used to recording
such financial inputs must be developed and mtroduced
to them. The application 1s designed as simply as their
early level of learning, so it is hoped that they can be in a
good acceptance.

The application is developed based on the concept
of accounting cycle, especially for small business which
begins with activities that run from a transaction takes
place and ends with the reports are needed to check
{(closing the book). The process of recording consists of
some steps simplifying several accounting concepts
which arecollecting data from transactions and events,
putting entry of transactions into the general journal
supported by each account, posting entries to the general
ledger organizing the accounts mto the financial
statements, closing the book. For SME owners or staff,
the only one they do is putting entry of the nominal of
transaction into each account of the journal. After posting
all financial transactions to the accounting journals and
the owners or staff are able to check the record in the
general ledger, the balance sheet, income statement,
capital records and cash flow.

This financial application 1s a web-based application,
so it can be applied using mobile phone and users can do
the entry of the transaction anywhere. The benefits for
SMEs are that they have good financial record that ends
automatically in several important financial statement that
are basically used by businesses namely balance sheet,
income statement, capital statement and cash flow, SMEs
can be easily to make financial-based decision sice they
have financial references that 1s reliable, SMEs can
provide themselves with funds from banks since banks
are more sure with SMEs performance by the financial
statements. Besides, to support the day-to-day operation
of SMEs, financial management 1s important to SMEs 1s to
increase the value of their business is recording income
and expenditure of each month, recording of the use of
debt and savings, inventories cash operating needs,
inventories cash as a precaution, the recording period
of accounts payable and receivable, management of
the funds until the end of the month, financial
plarming, the use/allocation of income each period
end.
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CONCLUSION

Financial capability plays an important role which 1s
needed for the owners and the finance managers of
SMEs. SMEs to
understand most financial 1ssues and act accordingly with

The financial capability enables

the data and framework for financial management.
Business opportunities can also be improved if SMEs
have good financial capabilities.

Financial capability also contributes heavily toward
financial management. Business decisions, especially
regarding funding, profits and investments can be
optimized if these aspects are supported by sufficient
This finding
research  which  was

financial capabilities. 18 support the
previously conducted by
Johnson and Sherraden (2007). In the increasmngly fierce
business competition and the development of enterprises,
SMEs camnot solely rely on the company’s internal
funding sources. Therefore, financial capabilities of SME
owners are needed to manage and take the right decision
in funding. The right investment decisions that yield
optimal results are needed for the SMEs swrvival by
making the right investment. Sufficient financial capability
allows SMFEs owners to make appropriate alternative
profitable and secure investment, allowing them to raise
the funds to support the busmess development. The
profits are also important to be well-managed. Whether,
the profits will be shared or used for busmess
development 1s a decision that requires sufficient financial
knowledge. If SME owners have sufficient financial
capability, they will be able to take appropriate
decisions.

Fmancial management will be easier in SMEs 1if it
15 supported by a simple and practical financial
application systems. As long as the system could supply
with necessary information, it will help the managers
to create the reports required by the management as
well as stakeholders. This application facilitates SMEs
to record all of their busmess transactions and access
the reports required for businesses, governments and
financial institutions, tax offices and other mstitutions.
Good financial
imnplementing the financial application system will also

administration as a result from

facilitate SMFEs in seeking funding from financial
institutions.
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