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1. INTRODUCTION

Abstract

Access to external financing remains one of the most critical challenges
limiting the investment capacity of micro, small, and medium enterprises
(MSMEs), particularly those operating under Sharia principles. While
prior studies have extensively examined the relationship between
financial constraints and investment decisions in large firms, limited
attention has been given to the internal financial mechanisms that enable
Sharia-compliant MSMEs to cope with such constraints. This study
addresses this gap by examining the role of cash holding as a mediating
mechanism linking financial constraints and investment decisions among
Sharia MSMEs in Indonesia. Data were collected through a structured
survey of 200 MSME owners or managers and analyzed using Structural
Equation Modeling—Partial Least Squares (SEM-PLS), with mediation
effects assessed through bootstrapping procedures. The results reveal that
financial constraints exert a significant negative effect on investment
decisions (B = —0.938, p < 0.01), while simultaneously increasing cash
holding (B = 0.347, p < 0.01). Cash holding, in turn, positively influences
investment decisions (B = 0.643, p < 0.01) and significantly mediates the
relationship between financial constraints and investment behavior (f =
0.325, p < 0.01). The structural model demonstrates strong explanatory
power, with R? values of 0.932 for cash holding and 0.828 for investment
decisions. These findings suggest that cash holding functions as a
financial buffering mechanism that partially mitigates the adverse impact
of financing constraints on MSME investment activity. By integrating
financial constraints, internal liquidity management, and investment
behavior within a single analytical framework, this study extends
entrepreneurial finance research into the domain of Islamic MSME
finance and provides practical insights for policymakers and Islamic
financial institutions seeking to improve access to Sharia-compliant
financing and support sustainable MSME investment.

Keywords:
Cash holding; Financial constraints; Investment decision; Sharia
MSMEs.

A number of studies in the last ten years have examined the relationship between financial constraints,
cash holdings, and investment decisions, particularly in large companies and public companies in both
developed and developing countries (Ahmad et al., 2023; Feng et al., 2022; Gupta & Mahakud, 2023; Ilyas &
Abbas, 2025; Wu et al., 2025). Recent studies show that firms facing financial constraints tend to have higher
levels of cash holdings and exhibit greater sensitivity of investment to internal cash flows, indicating the
important role of cash as an internal mechanism in financing investment (AbdulKarim & Monday, 2025;
Gupta & Mahakud, 2023; Sreenivasulu & Mamilla, 2024; X. Wang, 2022; Wijerathna et al., 2024; Zhang,
2025). However, these studies mostly focus on large companies or public companies, so that the empirical
findings cannot yet be fully generalized to the context of MSMEs, especially Sharia MSMEs which have
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different funding characteristics and financial behavior (Bukalska & Maziarczyk, 2023; Nurfadilah et al.,
2025). Existing research on MSMEs generally places financial constraints as a direct determinant of
investment decisions or business performance, without examining the internal mechanisms that bridge this
relationship (Doruk, 2025; Nasrulloh et al., 2024).

Furthermore, studies on cash holding in MSMEs are still relatively limited and tend to position cash
holding as a dependent variable influenced by external factors, rather than as a mediating variable that
explains how financial constraints influence investment decisions (Bukalska & Maziarczyk, 2023). In the
context of Islamic MSMEs, empirical studies that integrate financial constraints, cash holding, and
investment decisions in a single, complete analytical framework are still very rare, even though the
characteristics of Islamic financing theoretically have the potential to strengthen the role of cash as an
internal mechanism for investment financing (Doruk, 2025; Financial Services Authority, 2023).

Based on the review, the research gap in this study lies in the lack of empirical evidence explicitly
testing the role of cash holdings as a mediating variable in the relationship between financial constraints and
investment decisions in Sharia-compliant MSMEs. Furthermore, most previous studies have not
simultaneously integrated entrepreneurial finance and Islamic finance approaches to explain the investment
behavior of Sharia-compliant MSMEs, resulting in a partial understanding of the internal financial
mechanisms of Sharia-compliant MSMEs (Bukalska & Maziarczyk, 2023; Nurfadilah et al., 2025). Thus, the
novelty of this research lies in the development and testing of an empirical model that positions cash holding
as an internal mechanism that bridges the influence of financial constraints on investment decisions of Sharia
MSMEs, using a business actor perception approach through a questionnaire tailored to the characteristics of
Sharia MSMESs. This approach is expected to broaden the validation of financial theory, particularly
regarding pecking order and precautionary behavior, in the context of Sharia MSMEs in developing countries
(Doruk, 2025; Sun et al., 2023).

MSMEs have a strategic role in supporting the national economy through their contribution to job
creation, income equality, and economic stability, but the sustainability of MSME growth is highly
dependent on the ability of business actors to make appropriate and sustainable investment decisions
(Organisation for Economic Co-operation and Development, 2023). In the context of Islamic economics,
Islamic MSMESs have special characteristics because their business activities must be in line with Islamic
financial principles, which implicitly form different funding patterns, liquidity management, and investment
behavior compared to conventional MSMEs (Financial Services Authority, 2023). The main problem faced
by Sharia MSMEs in the field is limited access to external financing that is in accordance with Sharia
principles, both in terms of the availability of financing products, administrative requirements, and the reach
of Sharia financial institutions, so that many Sharia MSME actors experience difficulties in realizing
productive investments (Financial Services Authority, 2023; Nurfadilah et al., 2025). This condition causes
most Sharia MSME:s to rely on internal funds as the main source of business financing, which ultimately
limits the scale and speed of business development Aminia et al., 2021; Islam et al., 2020; Quarshie et al.,
2025).

These problems indicate the existence of financial constraints, namely the limited ability of companies
to obtain external funding to support their investment activities, which in financial literature has been shown
to have a significant impact on investment decisions, especially in small and medium-sized companies
(Doruk, 2025; Gupta & Mahakud, 2023). In Islamic MSMEs, financial constraints are not only influenced by
business size and information asymmetry, but also by institutional preferences and limitations inherent in the
Islamic financing system, thereby strengthening the funding pressures faced by business actors (Financial
Services Authority, 2023). In response to these external funding limitations, Sharia MSMEs tend to increase
internal cash holdings as an alternative source of financing and liquidity buffer, which is reflected in
relatively high cash holding practices Ahmad et al., 2021; Ahmed & Hussain, 2024; Bagh et al., 2021;
Hussain et al., 2023; Khan et al., 2021; Subhani et al., 2025). However, although cash holdings can increase
financial flexibility, excessive reliance on internal cash also has the potential to lead to conservative
investment behavior, especially when business uncertainty increases, so that investment decisions do not
fully reflect available growth opportunities (Chiu et al., 2022; Doruk, 2025; Guizani & Ajmi, 2021; Sun et
al., 2023; X. Wang, 2022).

Financial constraints have long been recognized as one of the primary barriers affecting firms’
investment decisions, particularly for small and medium-sized enterprises (SMEs). In the corporate finance
literature, financial constraints refer to the limitations firms face in accessing external financing due to high
borrowing costs, limited collateral, or asymmetric information between lenders and borrowers. Firms
experiencing financial constraints tend to rely more heavily on internal financing sources, such as retained
earnings or internal cash reserves, to support investment activities (Diaw, 2021; Hastutik et al., 2022). As a
result, firms often increase their cash holdings as a precautionary measure to maintain liquidity and ensure
the availability of funds for future investment opportunities. While the relationship between financial
constraints and investment has been extensively studied in conventional corporate finance, the dynamics may
differ in the context of Sharia-compliant enterprises. Sharia MSMEs operate under Islamic financial
principles that prohibit interest-based transactions (riba), excessive uncertainty (gharar), and speculative
activities (maysir). Consequently, these enterprises rely on alternative financing mechanisms that comply
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with Islamic law, such as profit-and-loss sharing contracts (e.g., mudharabah and musyarakah) and trade-
based financing instruments (e.g., murabahah) (Hassan et al., 2025; Lawhaishy & Othman, 2023). Although
these instruments provide ethical and risk-sharing financial solutions, their availability and accessibility are
often limited, particularly for small businesses operating in developing economies.

Recent studies suggest that Sharia MSMEs frequently experience additional financial constraints due to
structural challenges in the Islamic financial ecosystem. These challenges include limited availability of
Sharia-compliant financing institutions, insufficient financial literacy among MSME owners, and stricter
collateral requirements imposed by financial institutions (Chaudhry et al., 2024; Hassan et al., 2025). In
many cases, these limitations lead Sharia MSMEs to rely primarily on internal funds to sustain their business
operations and investment activities. Consequently, the role of internal liquidity, particularly cash holding,
becomes crucial in supporting business continuity and investment capacity. From a corporate finance
perspective, firms maintain cash reserves for several motives, including transaction, precautionary, and
speculative motives. Among these, the precautionary motive is particularly relevant for financially
constrained firms. Firms facing uncertainty in accessing external financing tend to accumulate cash reserves
to safeguard their investment opportunities during periods of financial distress (Dao et al., 2023). In the
context of Sharia MSMEs, precautionary cash holding becomes even more important because these
enterprises must ensure that their financial activities comply with Islamic principles while maintaining
sufficient liquidity to support operational and investment needs.

Moreover, Islamic economic principles emphasize the productive use of financial resources and
discourage the accumulation of idle wealth. Islamic finance promotes financial practices that support
economic justice, transparency, and risk-sharing among economic agents. Therefore, cash management in
Sharia-compliant firms should aim not only to maintain liquidity but also to facilitate productive investment
activities that contribute to economic development and social welfare (Butt et al., 2023). In this regard, cash
holding can function as an internal financing mechanism that enables Sharia MSMEs to overcome financial
constraints while maintaining compliance with Islamic financial principles. Empirical evidence also indicates
that firms facing financial constraints are more likely to increase their cash holdings to ensure the availability
of internal funds for future investments (Hidayat et al., 2021). However, this relationship may be more
pronounced in Sharia MSMEs, where access to conventional credit markets is restricted and Islamic
financing instruments are not always widely available. As a result, cash holdings can play a mediating role in
the relationship between financial constraints and investment decisions by providing internal financial
flexibility that enables firms to undertake investment projects despite limited external financing.

Given the strategic importance of MSMEs in emerging economies such as Indonesia, understanding the
financial behavior of Sharia MSMEs is particularly relevant. Indonesia has a rapidly growing Islamic
financial sector and a large population of Muslim entrepreneurs, making it an ideal context to examine how
Sharia-compliant businesses manage financial constraints and investment decisions. By investigating the
mediating role of cash holding in the relationship between financial constraints and investment decisions, this
study contributes to the growing literature on Islamic corporate finance and MSME financial management.
Specifically, this research extends the conventional corporate finance framework by incorporating the
institutional and ethical dimensions of Islamic finance into the analysis of financial constraints and
investment behavior among Sharia MSMEs.

Based on the above description, the purpose of this article is to analyze the influence of financial
constraints on investment decisions of Islamic MSMEs, examine the influence of financial constraints on
cash holdings, and analyze the role of cash holdings as a mediating variable in the relationship between
financial constraints and investment decisions of Islamic MSMEs. This research is expected to provide
scientific contributions by enriching the literature on Islamic-based entrepreneurial finance and providing
practical implications for policymakers and Islamic financial institutions in designing more adaptive
financing and liquidity management strategies to encourage investment and sustainable growth of Islamic
MSMEs.

2. RESEARCH METHOD

This study was designed using an explanatory research design with the aim of explaining the causal
relationship between financial constraints, cash holdings, and investment decisions in Sharia-compliant
MSME:s. The approach used was quantitative, as this study focused on hypothesis testing and measuring the
relationships between variables based on numerical data obtained from respondents. The research method
used was a survey, which is considered appropriate for collecting data on Sharia-compliant MSME actors'
perceptions regarding their financial condition and investment decisions within a specific period (Takona,
2024).

The research instrument used was a structured questionnaire compiled based on the following indicators
Table 1.
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Table 1. Operational Definition of Variables

Variable Description/Indicator Data Collection Method Measurement Scale
Financial The financial constraints Questionnaire Likert Scale
Constraints indicators used are access Survey (1-5)

to external financing,
financing costs and
requirements, and limited

financing alternatives
(Halimah &  Suryani,
2025).
Cash Holding Cash holding indicators Questionnaire Likert Scale
include  internal  cash Survey (1-5)

availability, precautionary
motives, and cash as a
source of  investment
funding (Dao et al., 2023).

Investment Investment decision Questionnaire Likert Scale
Decisions indicators include Survey (1-5)
productive asset
investment, business

development investment,
and future investment
plans (Bindeeba er al,
2025; Francisco, 2024).

This instrument was designed to capture business actors' perceptions regarding funding limitations, cash
management policies, and business investment realization and plans. The research location included Sharia-
compliant MSMEs operating in Indonesia, with a focus on MSMEs operating in accordance with Sharia
principles and actively managed by their owners or managers. Data collection was conducted through direct
and online questionnaires, depending on respondent accessibility. Respondents were Sharia-compliant
MSME owners or managers deemed to have adequate knowledge of their business's financial condition and
investment decisions. The sampling technique used purposive sampling, with the primary criteria being that
respondents were MSMESs operating Sharia-compliant businesses and having been operating for at least two
years. The characteristics of Sharia-compliant MSMEs in this study were examined from several aspects: the
products or services owned by the MSMEs were halal and did not conflict with Sharia law; the capital
sources used were not interest-bearing loans but rather used personal funds or Sharia financing; transactions
were conducted using Sharia contracts; financial management did not calculate interest and did not charge
interest; and business values upheld trustworthiness, honesty, and fairness (Islamic business ethics). The
number of respondents in this study was 200 Sharia MSMEs, which was considered adequate for Structural
Equation Modeling—Partial Least Squares (SEM-PLS) based analysis, considering that this method is
relatively tolerant to medium sample sizes and non-normal data distribution (Hair et al., 2021).

This study employed a purposive sampling technique to select respondents who meet specific criteria
relevant to the research objectives, namely Sharia-compliant MSMEs operating in Indonesia. This approach
was considered appropriate because the research specifically targets firms that implement Islamic financial
principles, a population for which a comprehensive sampling frame is often unavailable. While purposive
sampling may introduce potential selection bias due to its non-probability nature, it is widely recommended
in studies involving specialized populations where respondents must possess specific knowledge or
characteristics relevant to the constructs being examined (Rose et al., 2023). In this study, respondents were
required to meet several inclusion criteria, including operating a Sharia-compliant business, having at least
two years of business experience, and being actively involved in financial management and investment
decision-making. These criteria help ensure that the collected data accurately reflects the financial behavior
of Sharia MSMEs while reducing the risk of irrelevant responses. Furthermore, the sample size of 200
respondents is considered adequate for Partial Least Squares Structural Equation Modeling (PLS-SEM),
which is particularly suitable for exploratory research and complex models involving mediation relationships.
According to methodological guidelines, PLS-SEM can produce robust estimates with relatively moderate
sample sizes, and the minimum sample size requirement can be determined using the “ten-times rule,” which
suggests that the sample should be at least ten times the maximum number of structural paths pointing to a
latent construct (Hair et al., 2021). In addition, recent methodological studies emphasize that sample sizes
exceeding 150-200 observations generally provide sufficient statistical power for PLS-SEM models with
mediation structures (Vaithilingam et al., 2024). Therefore, although purposive sampling inherently limits
statistical generalizability, the use of clearly defined selection criteria, adequate sample size, and
methodological alignment with PLS-SEM ensures that the sampling approach remains appropriate and
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methodologically justified for investigating financial constraints, cash holding, and investment decisions
among Sharia MSMEs.

The data analysis technique used SEM-PLS, which was chosen because of its ability to simultaneously
test causal relationships and mediating effects between latent variables. Data processing was carried out
through the stages of coding questionnaire responses, inputting data into statistical software, and analyzing
the measurement model (outer model) and structural model (inner model). Measurement model analysis was
used to evaluate construct validity and reliability, while structural model analysis was used to test research
hypotheses, including testing direct and indirect effects (mediation). Validity testing was carried out through
convergent validity testing by examining outer loading and Average Variance Extracted (AVE) values, while
reliability testing was carried out using Cronbach's Alpha and Composite Reliability values. Testing the
mediating effect of cash holding was conducted using bootstrapping techniques to assess the significance of
indirect effects. Data credibility was maintained through a process of screening respondents according to
criteria, completing questionnaires anonymously, and consistency of statement items referring to the
constructs being measured. All analysis procedures refer to the general guidelines for SEM-PLS analysis as
described in the quantitative research methodology literature (Hair et al., 2021).

To ensure the validity and reliability of the research data, several testing procedures were conducted
prior to hypothesis testing. First, the validity test was carried out using convergent validity by examining the
outer loading values of each indicator. Indicators with loading values greater than 0.70 were considered valid
and capable of representing the constructs measured in the study. In addition, the Average Variance
Extracted (AVE) value was also examined to confirm that each construct explains more than 50% of the
variance of its indicators. Second, the reliability test was conducted using Cronbach’s Alpha and Composite
Reliability. A construct was considered reliable when the Cronbach’s Alpha and Composite Reliability
values exceeded the recommended threshold of 0.70, indicating that the measurement items consistently
measure the intended construct. These procedures ensure that the measurement model provides stable and
internally consistent results.

Furthermore, to ensure that the regression estimates are unbiased, several classical assumption tests
were conducted. The normality test was performed by examining the skewness and kurtosis values of each
indicator. Data are considered normally distributed when skewness and kurtosis values are close to zero. In
addition, the multicollinearity test was conducted by examining the Variance Inflation Factor (VIF) values. A
VIF value below 5 indicates that there is no serious multicollinearity problem among the independent
variables. Considering that the data in this study were collected using a single questionnaire from the same
respondents, steps were also taken to minimize the potential for common method bias. Procedurally,
respondent anonymity and confidentiality were ensured to reduce social desirability bias and evaluation
apprehension. In addition, the measurement items for each construct were arranged in different sections of
the questionnaire to minimize respondents’ tendency to infer causal relationships among variables.
Statistically, Harman’s single-factor test was conducted, and the results showed that the first factor explained
less than 50% of the total variance, indicating that common method bias is unlikely to significantly affect the
results of this study. After the measurement model met the requirements of validity, reliability, and classical
assumptions, the analysis proceeded to the structural model testing using SEM-PLS, which allows
simultaneous examination of direct and indirect relationships among the variables studied.

3. RESULTS AND DISCUSSION

3.1. Results

The results of this study were obtained from field data collected through a structured questionnaire
distributed to owners or managers of Sharia MSMEs who met the research criteria. The data analyzed were
processed and cleaned of incomplete responses, ensuring that all responses used in the analysis met the data
quality requirements for testing the structural model (Hair et al., 2021). Data analysis was conducted using
the Structural Equation Modeling—Partial Least Squares (SEM-PLS) approach to test the causal relationship
between research variables.

Convergent validity assessment is based on the correlation between item scores/component scores
estimated using PLS software. An individual's reflexivity measure is considered high if it correlates more
than 0.70 with the construct being measured.
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Table 2. Outer Loadings
Item Financial Constraints Cash Holding Investment Decisions

FCX1.1 0,891

FCX1.2 0,921

FCX1.3 0,917

FCX1.4 0,921

FCX1.5 0,975

FCX1.6 0,965

CHMI1.1 0,881

CHM1.2 0,965

CHM1.3 0,975

CHM1.4 0,921

CHM1.5 0,982

CHM1.6 0,951

IDY1.1 0,922
IDY1.2 0,914
IDY1.3 0,924
IDY1.4 0,932
IDY1.5 0,912
IDY1.6 0,913

Evaluation of the measurement model (outer model) shows that all indicators of financial constraints,
cash holding, and investment decisions have outer loading values above the recommended minimum limit,
thus meeting the convergent validity criteria. The outer model value or correlation between several constructs
and variables has met convergent validity because it has a loading factor value of > 0.70.

Validity and reliability criteria can also be seen from the reliability value of a construct and the Average
Variance Extracted (AVE) value of each construct. A construct is said to have high reliability if the
Composite Reliability value is > 0.70 and the AVE is > 0.50. The following table presents the Composite
Reliability and AVE values for all variables.

Table 3. Construct Reliability and Validity

Variable Cronbach's rho Composite Average Variance Extracted
Alpha A Reliability (AVE)
Financial 0,976 0,986 0,937 0,858
Constraints
Cash Holding 0,984 0,915 0,975 0,753
Investment 0,966 0,976 0,937 0,865
Decisions

The table shows that the resulting composite reliability value has a construct value above 0.70 and an
AVE value above 0.50. This indicates that the reliability test at the purification stage is considered reliable
because it meets the requirements for reliability. This means that the reliability test at the purification stage is
considered reliable, so this model can be used for hypothesis testing (Hair et al., 2021).

In addition, the results of the reliability test show that the Cronbach's Alpha and Composite Reliability
values for all variables are above the required values, so that the research instrument is declared reliable and
consistent in measuring the constructs being studied (Hair et al., 2021). The PLS R-Squares results represent
the amount of variance of the construct explained by the model. The following shows the results of the R-
Squares calculation table 4.

Table 4. R-Square
R Square R Square Adjusted
Cash Holding 0,932 0,902
Investment Decisions 0,828 0,813

This study uses one mediating variable, namely Cash Holding, and one dependent variable, namely
Investment Decisions, which are influenced by the Financial Constraints variable. Table 4 shows the R-
Square value for the Cash Holding variable of 0.932 and for the Investment Decisions variable of 0.828. This
indicates that 93.20% of the Cash Holding variable can be explained by Financial Constraints. Furthermore,
82.80% of the Investment Decisions variable can be explained by both Financial Constraints and Cash
Holding.

Smart PLS can estimate parameter estimates or robustness even though the data is normally distributed
or not normally distributed. If the kurtosis and skewness values are close to zero, then the data is normally
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distributed. If > 1 or < -1 then it indicates not normal (Hair et al., 2021). The following are the results of the
Normality test table 5.

Table 5. Normality Test Results

Item Excess Kurtosis Skewness
FCX1.1 0,431 0,057
FCX1.2 0,145 0,158
FCX1.3 0,434 0,318
FCX1.4 0,273 0,042
FCX1.5 0,347 0,382
FCX1.6 0,267 0,634
CHM1.1 0,141 0,062
CHM1.2 0,436 0,239
CHM1.3 0,323 0,443
CHM1.4 0,589 0,613
CHML1.5 0,460 0,095
CHML1.6 0,337 0,468
IDY1.1 0,307 0,053
IDY1.2 0,409 0,331
IDY1.3 0,407 0,056
IDY1.4 0,532 0,152
IDY1.5 0,098 0,371
IDY1.6 0,421 0,468

Based on the results of the normality test, the kurtosis and skewness values are close to zero, so the data
is normally distributed.

The multicollinearity test aims to ensure that the regression equation generated in smartPLS produces
unbiased estimates. The test is performed by examining the VIF (variance inflation factors) values. The

following are the results of the multicollinearity test table 6.

Table 6. Multicollinearity Test Results

Item VIF
FCX1.1 3,570
FCX1.2 4,381
FCX1.3 4,824
FCX1.4 3,962
FCX1.5 3,760
FCX1.6 4,330
CHM1.1 4,643
CHM1.2 3,557
CHM1.3 2,493
CHM1.4 3,836
CHM1.5 3,926
CHM1.6 2,808
IDY1.1 4,970
IDY1.2 3,791
IDY1.3 2,738
IDY1.4 3,202
IDY1.5 3,208
IDY1.6 2,591

Based on the results of the multicollinearity test, the VIF value < 5 means that there is no
multicollinearity. Based on the results of the validity, reliability and classical assumption tests, it can be
concluded that the data has met the requirements, so that it can be continued to test the hypothesis. The

following are the results of the direct influence test table 7.
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Table 7. Result For Inner Weights

Standard

Original Sample Deviation T Statistics Valu
Sample (O) Mean (M) (STDEV) (|O/STDEV)) os

Financial Constraints (X1) -> 0,00
Investment Decisions (Y) -0.938 -0.911 0,235 3,998 0*
Financial Constraints (X1) -> 0,00
Cash Holding (M) 0,347 0,359 0,082 4,244 0*
Cas}} Holdlng (M) -> Investment 0.643 0.629 0,083 7.862 0,00
Decisions (Y) 0*

*Level of significance 1% (p < 0,01), **level of significance 5% (p < 0,05), and ***Ievel of significance
10% (p <0,10)

The results of the structural model (inner model) test show that financial constraints negatively
influence investment decisions of Sharia MSMEs, as indicated by the negative and statistically significant
path coefficient. This finding indicates that the higher the level of funding constraints perceived by Sharia
MSMEs, the lower their tendency to implement investment decisions, whether in the form of purchasing
productive assets or business development. Furthermore, the test results also show that financial constraints
have a positive effect on cash holdings of Sharia MSMEs, as indicated by a positive and significant path
coefficient. This finding indicates that Sharia MSMEs facing limited access to external financing tend to
increase internal cash holdings as a form of anticipation of uncertainty and limited external funding sources.
The analysis results also reveal that cash holdings have a positive effect on investment decisions of Sharia
MSMEs. The positive and significant path coefficient indicates that the availability of adequate internal cash
increases the ability and courage of Sharia MSMEs to realize investment decisions, whether for the purposes
of business expansion, increasing production capacity, or product development. Furthermore, the following
are the results of the indirect effect test table 8.

Table 8. Specific Indirect Effect

Original Sample Stangrd T Statistics
Sample Mean Deviation ((O/STDEV]) Val
(O) ™M) (STDEV) ues
Financial Constraints (X1) -> Cash 0.00
Holding (M) -> Investment Decisions 0,325 0,326 0,109 2,988 ’3 N

(Y)

*Level of significance 1% (p < 0,01), **level of significance 5% (p < 0,05), and ***level of significance
10% (p <0,10)

The results of the indirect effect test indicate that cash holdings mediate the influence of financial
constraints on investment decisions of Islamic MSMEs. The significant indirect effect value indicates that the
influence of financial constraints on investment decisions occurs not only directly but also through internal
cash management mechanisms. Thus, cash holdings act as an intermediary variable explaining how limited
external funding influences investment decisions of Islamic MSMEs. Overall, the results of this study
indicate that the proposed research model has adequate predictive ability in explaining investment decisions
of Islamic MSMEs, with financial constraints and cash holdings as key interrelated factors in determining
business actors' investment behavior.

3.2. Discussion

The finding that financial constraints have a negative influence on investment decisions of Islamic
MSMEs is in line with financial literature which states that limited access to external funding is the main
obstacle in realizing investment in small and medium enterprises (Bakhtiari et al., 2020; Breunig et al., 2020;
Cheratian & Goltabar, 2025b, 2025a; Gupta & Mahakud, 2023; Nareswari et al., 2023). In the context of
Sharia MSMEs, these limitations are reinforced by the preference for financing that complies with sharia
principles, so that economically viable investment opportunities often cannot be realized due to limited funds
(Financial Services Authority, 2023). These results support the view that financing limitations are not only
technical, but also structural and institutional in nature in the Islamic financial ecosystem.

A further point that requires careful interpretation concerns the relatively large negative coefficient of
financial constraints on investment decisions (—0.938). Although this magnitude may initially appear
extreme, several methodological and economic considerations help explain this pattern. First, in PLS-SEM
models, path coefficients are estimated using standardized latent variables, meaning that the coefficients
reflect the relative strength of relationships rather than direct economic magnitudes. When constructs exhibit
high explanatory power as indicated by the relatively large R? value for investment decisions (0.828) the
resulting standardized coefficients can appear large because the structural model captures a substantial
proportion of the variance in the dependent variable. Second, from an economic perspective, the strong
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negative relationship reflects the structural vulnerability of Sharia MSMEs to financing constraints. Unlike
large corporations that can access diversified capital markets, MSMEs often rely on limited funding channels
and therefore experience a disproportionate impact when external financing becomes restricted. This effect
may be even more pronounced in the context of Sharia-compliant enterprises, where business owners
frequently avoid interest-based financing and must depend on a narrower set of Sharia-compliant financial
instruments. Consequently, financial constraints can significantly suppress investment realization, producing
a strong negative direct coefficient. At the same time, the positive indirect effect through cash holding
indicates the presence of an internal adjustment mechanism. When access to external financing becomes
limited, Sharia MSMEs tend to accumulate internal liquidity as a precautionary strategy, consistent with the
precautionary motive for holding cash. These internal cash reserves subsequently enable firms to finance
investment activities despite external funding limitations. Therefore, the coexistence of a strong negative
direct effect and a positive indirect pathway does not represent a statistical anomaly but rather reflects a
partial mediation structure, in which financial constraints simultaneously restrict investment directly while
also triggering adaptive financial behavior that partially offsets this negative effect through internal liquidity
management. This interpretation aligns with the entrepreneurial finance literature, which suggests that
financially constrained SMEs often rely on internal cash buffers to sustain investment when external credit
markets are difficult to access.

This finding is also consistent with the entreprencurial finance approach which emphasizes that
investment decisions in small businesses are greatly influenced by liquidity conditions and funding
limitations, in contrast to large companies which have broader access to capital markets (Doruk, 2025). Thus,
the results of this study strengthen the argument that financial constraints are an important determinant that
limits the investment capacity of Islamic MSMEs, especially in a business environment full of uncertainty
(Babatoundé, 2025; Beck, 2023; Berisha, 2021; Demiri et al., 2025; Dushku, 2025; Ndukaji, 2025; Okello
Candiya Bongomin et al., 2024; Yilmazer, 2024; Yilmazer et al., 2025). The positive influence of financial
constraints on cash holdings indicates that Islamic MSMEs respond to limited external funding by increasing
internal cash holdings. This finding aligns with Pecking Order Theory, which states that companies will
prioritize internal funding sources when access to external financing is limited (Abdeljawad & Jaradat, 2025;
Gupta & Mahakud, 2023; Hastutik et al., 2022; Pane et al., 2025). In the context of Sharia MSMEs, this
preference is even stronger due to the limited financing options that comply with Sharia principles, so that
internal cash becomes the most reliable source of funds (Bollaert et al., 2021; Bon & Hartoko, 2022; Dong et
al., 2021; Graham, 2022; Shanmuganathan, 2020; D. Wang et al., 2022; X. Wang, 2022; Zubair et al., 2020).

In addition, this finding can also be explained through the precautionary motive, namely the tendency of
companies to hold cash as a buffer against liquidity risk and business uncertainty (Sun et al., 2023). Sharia-
compliant MSMEs facing financial constraints tend to increase cash reserves to anticipate income
fluctuations and sudden funding needs, a rational strategy in a business environment with limited access to
funding. The positive influence of cash holdings on investment decisions indicates that internal cash plays a
significant role in supporting the realization of Sharia-compliant MSME investments. This finding indicates
that cash availability provides financial flexibility, enabling business actors to seize investment opportunities
without having to rely on difficult-to-access external financing (Bukalska & Maziarczyk, 2023). In other
words, internal cash serves as an investment enabler for Islamic MSMEs, especially when the external
financing market is not fully inclusive. This result is in line with previous research which shows that
companies with higher levels of cash holding have a greater probability of realizing investments, especially
in conditions of limited external funding (Doruk, 2025; Gupta & Mahakud, 2023). However, this study
extends these findings by showing that the positive relationship between cash and investment also applies in
the context of Islamic MSMEs, which have different funding characteristics compared to conventional
companies.

The most important finding in this study is the empirical evidence that cash holdings mediate the
influence of financial constraints on investment decisions of Islamic MSMEs. This finding suggests that the
impact of financial constraints on investment decisions is not entirely direct but rather occurs through internal
cash management mechanisms. These results enrich the literature by demonstrating that cash is not simply a
result of funding constraints but also a strategic tool used by Islamic MSMEs to navigate these constraints.
From a theoretical perspective, this mediation finding integrates Pecking Order Theory and precautionary
motive into a single empirical framework that explains the financial behavior of Islamic MSMEs. Financial
constraints encourage increased cash holdings as a precautionary response and prioritize internal funding,
while cash holdings subsequently determine the ability of Islamic MSME:s to realize investment decisions.
Thus, this study makes a conceptual contribution by positioning cash holdings as a key mechanism bridging
funding constraints and investment behavior.

When compared with previous research, the results of this study show consistency with studies that
found a positive relationship between financial constraints and cash holding, as well as a positive relationship
between cash holding and investment (Bukalska & Maziarczyk, 2023; Sun et al., 2023). However, this study
differs from most previous research because it explicitly examines the mediating role of cash holdings in the
context of Islamic MSMEs, a relatively understudied area. Thus, this study not only confirms previous
findings but also extends them to a more specific context relevant to Islamic economic development.
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Practically, the results of this study indicate that strengthening internal cash management is a crucial strategy
for Islamic MSMEs in addressing limited external funding. Furthermore, these findings also emphasize the
crucial role of Islamic financial institutions and policymakers in expanding access to financing in accordance
with Sharia principles, so that MSMEs do not need to hold excessive cash, which could potentially hinder
productive investment (Financial Services Authority, 2023). Overall, the results and discussion of this study
indicate that investment decisions of Sharia-compliant MSMESs result from a complex interaction between
external funding constraints and internal financial management strategies, with cash holdings acting as a key
bridging mechanism. These findings provide a strong empirical basis for policy development and further
research in Sharia-compliant entrepreneurial finance.

From a policy and practical perspective, the findings of this study provide important insights for Islamic
financial institutions and regulators in addressing the financing constraints faced by Sharia-compliant
MSMEs. The evidence that financial constraints reduce investment capacity while simultaneously
encouraging higher cash holdings indicates that many Islamic MSME:s rely heavily on internal liquidity due
to limited access to Sharia-compliant external financing. This situation suggests that the current Islamic
financing ecosystem may not yet fully accommodate the financial characteristics and risk profiles of
MSMEs. Consequently, Islamic financial institutions need to adopt more inclusive and flexible financing
models that better align with the operational realities of small businesses. In particular, greater emphasis
should be placed on profit-and-loss sharing contracts such as mudharabah and musyarakah, which are
conceptually well suited for entrepreneurial financing because they distribute risk between financiers and
entrepreneurs. However, these contracts remain underutilized in practice due to concerns related to
monitoring costs, information asymmetry, and risk management. To overcome these barriers, Islamic
financial institutions could integrate digital financial technologies, improved credit assessment models, and
data-driven monitoring systems to enhance transparency and reduce the perceived risks associated with
partnership-based financing.

In addition to expanding partnership-based financing, Islamic financial institutions may also need to
redesign their lending practices by shifting from traditional collateral-based financing toward cash-flow—
based financing mechanisms. The findings of this study demonstrate that internal cash reserves play a crucial
role in enabling investment decisions among Sharia MSMEs. Therefore, financing schemes that complement
rather than substitute internal liquidity could be more effective in supporting MSME investment. For
example, Islamic banks could develop hybrid financing structures that combine murabahah-based asset
financing with revolving working capital facilities linked to business cash flows. Such instruments would
allow MSMEs to leverage their internal cash holdings while still accessing external financing for productive
investments. This approach would reduce the need for excessive precautionary cash accumulation, thereby
encouraging firms to allocate more financial resources toward business expansion and technological
upgrading.

Furthermore, the results of this study highlight the need for broader institutional support to strengthen
the Islamic financial ecosystem for MSMEs. Policymakers and regulators can play a strategic role by
promoting Islamic microfinance programs, credit guarantee schemes, and risk-sharing financing platforms
specifically designed for Sharia-compliant MSMEs. Government-backed guarantees could reduce the
perceived risk of lending to small businesses and incentivize Islamic financial institutions to expand their
financing portfolios in the MSME sector. Additionally, improving financial literacy and awareness of Islamic
financial products among MSME owners would help reduce informational barriers that often limit the
adoption of Sharia-compliant financing instruments. These policy initiatives could create a more supportive
financing environment that enables Islamic MSMEs to rely less on internal cash reserves and more on formal
Sharia-compliant financial services. More broadly, these findings also contribute to the growing discussion
on Islamic entrepreneurial finance and inclusive economic development. MSMEs represent a critical
component of economic growth and employment in many Muslim-majority countries, including Indonesia.
However, their growth potential is often constrained by limited access to financing that complies with Islamic
principles. By demonstrating that cash holdings serve as a mediating mechanism between financial
constraints and investment decisions, this study highlights the importance of developing financing systems
that combine risk-sharing principles with practical accessibility for small businesses. Strengthening the link
between Islamic finance and MSME development can therefore enhance financial inclusion, promote
productive investment, and support sustainable economic growth. In this regard, Islamic financial institutions
should position themselves not only as providers of Sharia-compliant financial products but also as strategic
partners in the long-term development of the MSME sector.

From a theoretical perspective, the mediation effect identified in this study provides an important
contribution to the intersection between corporate finance theory and Islamic entrepreneurial finance. While
conventional financial literature generally explains the relationship between financial constraints and
investment decisions through frameworks such as Pecking Order Theory and the precautionary motive of
cash holding, empirical evidence within the context of Sharia-compliant MSMEs remains relatively limited.
The results of this study demonstrate that cash holdings function not merely as a passive outcome of financial
constraints but as an active financial management mechanism that enables firms to cope with restricted
access to external financing. In this sense, the findings extend Pecking Order Theory by showing that the
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preference for internal financing among Sharia MSME:s is not only driven by information asymmetry but also
by institutional and religious constraints embedded in the Islamic financial system. At the same time, the
mediation role of cash holdings supports the precautionary motive argument, suggesting that firms
accumulate internal liquidity to mitigate financing uncertainty and maintain investment capacity. By
integrating these theoretical perspectives within the context of Islamic MSMEs, this study contributes to the
development of Islamic entrepreneurial finance literature, highlighting how financial behavior in Sharia-
compliant enterprises is shaped by both conventional financial mechanisms and the institutional
characteristics of Islamic finance systems.

Overall, the findings suggest that improving investment capacity among Sharia MSMEs requires
coordinated efforts between financial institutions, regulators, and policymakers. By expanding innovative
Sharia-compliant financing mechanisms, improving risk-sharing financial models, and strengthening
institutional support systems, the Islamic financial sector can play a pivotal role in reducing financing
constraints and fostering a more dynamic and resilient MSME ecosystem.

4. CONCLUSION

This study concludes that financial constraints represent a critical factor shaping the investment behavior of
Sharia-compliant MSMEs. The findings demonstrate that limited access to external financing significantly
reduces the ability of Sharia MSMEs to undertake productive investment activities. In response to these
financing limitations, Sharia MSMEs tend to increase internal cash holdings as an adaptive financial strategy
to maintain liquidity and sustain business operations. Furthermore, the results indicate that cash holding plays
a significant role in supporting investment decisions by providing internal financial flexibility. The most
important contribution of this study is the empirical evidence that cash holding mediates the relationship
between financial constraints and investment decisions. This finding suggests that the influence of financial
constraints on investment decisions does not occur solely through direct funding limitations but also through
internal liquidity management mechanisms. By positioning cash holding as a strategic financial buffer, this
study extends the application of Pecking Order Theory and precautionary motive within the context of
Sharia-compliant MSMEs. From a practical and policy perspective, these findings highlight the need for
Islamic financial institutions and policymakers to strengthen the accessibility and effectiveness of Sharia-
compliant financing for MSMEs. Islamic financial institutions may need to redesign their financing strategies
by expanding risk-sharing financing schemes such as mudharabah and musyarakah, improving MSME credit
assessment systems, and developing more flexible financing instruments that accommodate the financial
characteristics of small businesses. In addition, policymakers can support the development of the Islamic
MSME financing ecosystem through credit guarantee programs, Islamic microfinance initiatives, and
financial literacy programs aimed at improving MSME access to Sharia-compliant financial services. By
improving the accessibility of Islamic financing, MSMEs may reduce excessive reliance on internal cash
reserves and allocate more financial resources toward productive investment and business expansion.

Despite its contributions, this study has several limitations that should be acknowledged. First, the study
relies on perception-based survey data, which may introduce subjective bias in measuring financial
constraints and investment behavior. Second, the use of purposive sampling and the focus on Sharia-
compliant MSMEs limit the generalizability of the findings to broader MSME populations. Third, the
research design is cross-sectional, which limits the ability to observe dynamic changes in MSME financial
behavior over time. Future research can build upon these findings in several directions. First, comparative
studies between Sharia MSMEs and conventional MSMEs would provide deeper insights into how Islamic
financial principles influence financial behavior and investment decisions. Second, future studies may
incorporate moderating variables such as economic uncertainty, financial literacy, or institutional support to
better understand the conditions under which financial constraints influence investment behavior. Third,
further research could employ longitudinal data or actual financial statement data to capture the dynamic
relationship between financial constraints, cash management, and investment decisions over time. Expanding
the research scope to different regions or countries would also provide broader insights into the role of
Islamic finance in supporting MSME investment and economic development.

Overall, this study contributes to the growing literature on Islamic entrepreneurial finance by demonstrating
that internal liquidity management plays a crucial role in enabling Sharia MSMEs to navigate financial
constraints and sustain investment activities. Strengthening the link between Islamic financial institutions and
MSME financing mechanisms will therefore be essential in promoting financial inclusion, encouraging
productive investment, and supporting sustainable economic growth in emerging economies.
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