CHAPTER
INTRODUCTION

1.1 Background of Study

Micro, small and medium enterprises (MSMEs) have long been recognised as
the backbone of the Indonesian economy. Not only does the sector contribute
significantly to the country's Gross Domestic Product (GDP), it is also the largest
employer and provides livelihoods for millions of families. MSMEs play an
important role in ensuring economic equality for all Indonesians. This is evidenced
through the absorption of labour on MSMESs, which has reached 116 million people
out of 97% of businesses in general that take place in Indonesia.! MSMEs in
Indonesia cover a wide range of businesses, from street vendors and endorsement

to small-scale cosmetics and fashion manufacturers.?

Due to their significant role in the Indonesian economy, MSMEs have also
become a concern for the government.? This is outlined in the Law Number 20 of
2008 concerning MSME:s in Indonesia, which states that the government will help
improve their businesses so that they can take part in building the national
economy.* This should be implemented by the government when considering the

number of MSMEs in Indonesia, which is more than 8 million business units.>
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Figure 1 Amount of micro, small and medium enterprises in Indonesia

Currently, the contribution of MSMEs can be felt by the national economy.
Evidently, with only halal-based businesses in Indonesia, MSMEs have
contributed US$3.8 billion to the National Gross Domestic Product (GDP).® The
large role of halal MSMEs in Indonesia cannot be separated from the fact that
Indonesia is the second country with the largest Muslim population in the world.

Of the 280 million Indonesians,’ around 236 million are Muslims.®
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The Indonesian government has consistently identified MSME development as
a priority for national development. In practice, however, the expected role of
MSMEs has not yet had the maximum impact for national economic growth. This
is because MSME:s still face a number of obstacles, such as the limited access to
the market, the slow application of technology, the quality of human resources, etc.
Among these challenges, the main obstacle growth and sustainability of their
businesses is often access to sufficient and appropriate capital.” This obstacle is
caused by the general lack of public knowledge about funding sources. Funding by
conventional financial institutions is still dominated by large businesses, while

funding from Islamic Financial Institutions (IFI) is still little known by the public.'?

Many of MSMEs are forced to rely on loans from conventional financial
institutions such as commercial banks or other conventional financial institutions.
While these conventional loans are relatively easy to access, they are generally
known to carry interest.!! From the perspective of Islamic law, the interest on these
loans is classified as riba, specifically riba gardh (additional amounts demanded
in advance on the principal of the debt) and riba nasi'ah (additional amounts
resulting from delays in the repayment of the debt).'? The practice of riba is
expressly forbidden in the Qur'an and Sunnah because it is considered to contain
elements of exploitation and injustice and can hinder the productive flow of wealth
in society. The existence of interest, including the often-applied penalties if late
payment, places Muslim MSME actors in a theologically and ethically difficult

position. '3

The prohibition of riba in Islam is not without reason. The wisdom behind it

includes encouraging the creation of a fair economic system, where profits are
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made through real business and risk sharing. Riba is seen as creating economic
disparities, placing a disproportionate burden on the loan and diverting capital to
unproductive activities.!* For MSME actors with a strong commitment to their
religious teachings, avoiding riba is a necessity. They believe that running a
business in accordance with Sharia guidelines, including in terms of capital, brings
blessings that impact not only on material benefits, but also on peace of mind and

long-term business sustainability. !>

Awareness of the prohibition and wisdom behind the prohibition of riba has
created an intrinsic motivation for many Muslim MSME actors to find a way out
of interest-based debt. This motivation is their main driving force in seeking
alternative financing schemes that are halal and in line with Shariah principles.
They strive to reconcile economic activities with spiritual beliefs, seeing business
not only as a means of earning a living but also as a form of worship. Therefore,
the effort to be free of riba in business loan becomes an integral part of their efforts
to build a business that is not only financially successful, but also pleasing to Allah

SWT.

To response these needs and motivations, Islamic Financial Institutions (IFIs),
including Islamic banks, BMT (Baitul Maal wat Tamwil) and other Islamic
financial institutions, are here as a solution. Islamic Financial Institutions (IFI)
offer a range of financing products based on Shariah contracts such as mudharabah,
musyarakah, murabahah, ijarah, etc.'® These schemes replace the interest system
with profit-sharing mechanisms, profit margins or agreed rental costs, and

encourage risk-sharing between IFI and MSMEs. The presence of IFI provides a
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real alternative for MSMEs seeking access to capital without violating Sharia

principles.

The current role of IFI in capitalisation can be evidenced through 16% of the
total number of MSMEs in Indonesia being their customers. On the other hand,
this is still insufficient, as 71% of MSME:s still operate their businesses using
privately-owned capital/loans to conventional financial institutions.!” Even some
MSMEs are still found using high-risk loan funds. Many MSMEs take online loans
because of the ease of transactions, where there are difficulties in fulfilling loan
requirements from banks, etc.'® The data illustrates that many MSME players do
not fully understand the products offered by IFI, except for saving to avoid

transactions that contain elements of riba.!®

However, the role of IFI should not be limited to the distribution of finance.
Many IFI are now developing assistance programmes as part of their services to
MSME clients. This support is crucial because many MSMESs need not only capital
but also capacity building in various aspects of business. The forms of assistance
can be very diverse, including training in simple financial record, guidance in
preparing business plans, digital marketing strategies, improving the quality of
products and services, access to business networks, and strengthening managerial
aspects and business leadership. The aim is to increase the competitiveness and

sustainability of MSMEs.?’

In addition, the intensive and structured support provided by IFI is expected to
have a positive impact for the overall attitude and business behaviour of the MSME

actors. When IFI acts not only as a creditor, but also as a partner concerned about
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business progress and the application of Shariah values, the relationship that is
built becomes stronger.?! Through ongoing interaction and guidance, MSMEs can
better understand and be motivated to implement Islamic business principles in
their daily operations. This, in turn, can reinforce their commitment to consistently
avoid non-Shariah practices, including riba, and strengthen their business identity

as an Islamic business.?

This then motivated Bank Syariah Indonesia (BSI) as one of the IFI in
Indonesia, to establish the BSI UMKM Centre which has a role as a business
incubator, in order to foster, assist and support MSMEs that become its partners.?
BSI has established four BSI UMKM Centres in strategic locations, namely Aceh,
Yogyakarta, Surabaya and Makassar. Each UMKM Centre has a programme
tailored to local needs, and has the same function as the Ministry of SOEs' “Rumah
BUMN”, which is a place for collaboration, and non-formal education for

MSMEs.24

The centre not only provides socialization services for business capital, but also
a comprehensive range of other services for MSME players. With the
competitiveness enhancement programme, it has attracted the attention of many
MSME partners, and provides a wider range of services than the typical IFI that
focuses on financing of capital. > Although BSI UMKM Center comes with
various initiatives aimed at empowering MSMEs, including sharia assistance and

financing, many MSME players are still unaware of the existence and benefits of
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these programmes. On the other hand, this lack of funding often pushes MSME
players to seek financing solutions through conventional bank loans and even

online lending platforms that have the potential to ensnare them in riba practices.®

In this case, the BSI UMKM Center Yogyakarta has found that many members
are still entangled in loans taken from conventional high-risk financial institutions.
Some MSME:s take out these loans because of the difficulties they face in obtaining
loans from cooperatives, so they immediately take out high-interest loans when it
is considered easy.?’ This is in line with the statement made by the head of the BSI
UMKM Yogyakarta Centre: "Not all partner of the BSI UMKM Center Yogyakarta

are guaranteed to be safe and free from riba.*8

The efforts of Islamic financial institutions to provide support and availability
of Shariah-compliance products need to be supported by a good level of
understanding on the part of MSMESs. This is where the critical role of Islamic
financial literacy comes in.?° This literacy is not only about knowing the products
of the Islamic financial institutions, but also includes a deeper understanding of the
philosophy of Islamic economics, the fundamental differences between Islamic
and conventional financial systems (especially in terms of riba, uncertainty and
risk), the benefits and risks of different Islamic financial contracts, and the basic

ability to manage business finances according to Islamic principles.3°

The need for Islamic financial literacy is in line with the objectives of Islamic
economics according to Umer Chapra. All forms of economic problems and their

solutions can be studied in accordance with Islamic teachings. Halal in MSMEs is
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not only just about the final product, but also an integrated system. This starts from
halal capital, continues to the production and distribution process in accordance
with sharia, to transparent financial management that is free from riba.3! Without
a sufficient level of literacy, MSME actors may feel doubtful, confused or even
mistaken in their understanding and use of IFI products, which may hinder their

motivation to make a full transition away from the conventional system.

Looking at the complicated relationship between the capital needs of MSMEs,
the challenge of riba, the role of microfinance institutions in providing financing
and assistance, and the urgency of Islamic financial literacy, a relevant research
question arises: Does the assistance provided by Islamic Financial Institutions to
MSMEs and the level of Islamic financial literacy of MSME actors have a
significant effect on their motivation to avoid riba practices in financing their
businesses? With the existing background, we title this research “The Influence
of the Assistance and Islamic Financial Literacy on Motivation to Avoid Riba
by Understanding Riba as an Intervening Variable (Study on MSMEs
Assisted by BSI UMKM Center Yogyakarta)”.

1.2 Problem Formulation
Based on the above background, several issues can be drawn around the

motivation of assisted MSMEs in avoiding riba practices, namely as follows:

1. How does assistance influence the motivation of MSMEs in avoiding riba?

2. How does Islamic financial literacy influence the motivation of MSMEs
in avoiding riba?

3. How does assistance influence MSME’s understanding of riba?

4. How does Islamic financial literacy influence MSME’s understanding of
riba?

5. How does the MSME's understanding of riba influence the motivation of

MSMEs in avoiding riba?
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6.

What role does the MSME's understanding of riba play in mediating the
relationship between assistance and the motivation of MSMESs in avoiding
riba?

What role does the MSME's understanding of riba play in mediating the
relationship between Islamic financial literacy and the motivation of

MSMEs in avoiding riba?

1.3 Research Objectives

The objectives of this research are as follows:

1.

To determine the influence of assistance on the motivation of MSMEs in
avoiding riba.

To determine the influence of Islamic financial literacy on the motivation
of MSME:s in avoiding riba.

To determine the influence of assistance on MSME’s understanding of riba.
To determine the influence of Islamic financial literacy on MSME’s
understanding of riba.

To determine the influence of MSME’s understanding of riba on the
motivation of MSMEs in avoiding riba.

To determine the role of MSME’s understanding of riba in mediating the
relationship between assistance and the motivation of MSMEs in avoiding
riba.

To determine the role of MSME’s understanding of riba in mediating the
relationship between Islamic financial literacy and the motivation of

MSME:s in avoiding riba.

1.4 Research Benefits

The uses of this research are as follows:

1.

Theoritical Benefits

This research is intended as a development of knowledge for
researchers, students, academics, and the general public about the

influence of Islamic financial Assistance and literacy on the motivation of



MSMEs in avoiding riba practices. In addition, this research is also

intended to be a material/reference for further research.
2. Practical Benefits

This research is expected to be an encouragement for academics, and
the BSI UMKM Center to be able to carry out assistance programmes on
sharia-based businesses properly for MSME players and the community in
general. That way, the community will have a deep understanding of the
Islamic economy, and see opportunities to partner more broadly, especially

with partners engaged in sharia.

1.5 Systematics of Writing
To make it easier for readers to understand the results of the research, the author
outlines the systematic writing of this thesis which is divided into five chapters,

namely:

Chapter I: This chapter contains the background of the research, problem
formulation, objectives, and uses of the research. This section aims to understand
the academic problem of the topic to be studied, as well as the steps to answer the
problem. It is also an explanation for the reader regarding the content of the

research later.

Chapter II: This chapter contains basic concepts related to the Islamic
financial literacy of several MSMEs in Yogyakarta, as well as the assistance
programme conducted by the BSI MSME Center in motivating MSME:s to avoid

riba practices.

Chapter III: This chapter contains an explanation of the methods and other

information about the research conducted in collecting data and writing the results.

Chapter IV: In this chapter the researcher presents and discusses in more depth
the description of the data on the research conducted on several MSMEs regarding
their motivation to avoid riba practices in running their businesses after the

assistance programme held by the BSI UMKM Center, Yogyakarta.
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Chapter V: This chapter is the closing part of this research. The scope of this
chapter is conclusions and suggestions for further research, especially regarding
new problems that arise from this research topic. This allows readers to continue

the research better in the future.
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